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STOCK MARKET STUDY 





THURSDAY, MARCH 3, 1955 


Unrrep States SENATE, 
ComMITTEE ON BANKING AND CURRENCY, 
Washington, D. C. 

The committee met, pursuant to call, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 

Present : Senators Fulbright, Robertson, Sparkman, Frear, Douglas, 
Lehman, Monroney, Morse, Capehart, Bricker, Ives, Bush, Beall, and 
Payne. 

Also present: Robert A. Wallace, staff director of the committee. 

The Cuamrman. Will the committee come to order, please. 

For the information of the press, this is the opening of the study 
of the stock market which was authorized by the committee about a 
month ago. The chairman would like to read a statement regarding 
the inquiry. 

At the start of this inquiry into the stock market, I want to make 
plain why we are here at all, and how the Senate Banking and Cur- 
rency Committee will approach the work before it. 

From September 1953 to November 1954, the level of stock prices 
rose at a phenomenal rate. This occurred at a time when other main 
sectors of the economy were shrinking and tightening—steel produc- 
tion, employment, carloadings, farm income, and many other indica- 
tors of activity. Yet these facts did not excite any widespread 
alarm. The rise of stock prices, though it coincided with a sagging 
economy, was even pointed to by some people as proof of long-range 
economic health. 

In November and December of 1954, however, there was a sudden 
change in the market; and with it, a marked change in the public’s 
mood. Stock prices shot up abruptly, reaching heights equal to and 
even in excess of those on the eve of the 1929 crash. Now the question 
was everywhere asked whether the wheel of history was about to make 
a full turn: whether a new stock market collapse on the 1929 model lay 
directly ahead. 

This committee is not in any present position to answer that question 
in either an encouraging or warning voice. Nor would I, for one, 
even consider commenting on it until a long and careful study of the 
facts is completed—if then. But this much—and only this much—can 
be said. Since the last time a congressional committee looked at the 
stock market in 1933 and 1934, Government policies and business prac- 
tices alike have undergone great changes. For example, the many 
abuses and the competition in laxity which helped bring on the crash 
of 1929 led to corrective action such as the Securities Act of 1933 and 
the Securities Exchange Act of 1934, supplemented by periodic 
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changes in regulations issued by the SEC, the Federal Reserve Board, 
and by the stock exchanges themselves. 

On the surface, at least, 1929 and 1955 seem to present separate cases, 
and not identical ones which are bound to have similar consequences. 
Yet, because the last look at the stock market by a congressional com- 
mittee took place so long ago, this committee has felt an acute need to 
acquaint itself, the Congress, and the pan at large with the changes 
that have taken place since 1933. It has felt the further need to ask 
to what extent these changes have influenced the present behavior of 
the stock market for good or ill. Our aim is education, not accusation. 

We have exercised initiative in this matter because the operation 
of the stock exchanges lies within the jurisdiction of the Senate Bank- 
ing and Currency Committee. The Securities and Exchange Com- 
mission, which is empowered to issue regulations affecting securities 
offered on the exchanges, and the Federal Reserve Board, which regu- 
lates the flow of money and credit, are responsible to the Congress 
through its appropriate committees—this committee in the case of 
the Senate. Matters will arise in the course of the hearings which are 
beyond the jurisdiction of this committee, but are essential to a 
thorough understanding of the exchanges. 

In addition and more generally, the Senate Banking and Currency 
Committee means to respect both the letter and the spirit of the Em- 
ployment Act of 1946, as amended. That act, a major innovation in 
American economic thought, imposes on all arms of the Government 
a solemn obligation to play their part in the common work of main- 
taining economic stability and maximum production. 

We come to this work with an open mind, but ruled by three con- 
victions. We believe that the free enterprise system is the best way 
to organize the energies and talents of the people for economic pro- 
duction and to bring about the just distribution of the output of that 
production among the people. We believe that everyone in this land 
has a stake in maintaining that system in balance while it expands in 
an orderly way. And we believe that through the mechanism of the 
stock exchanges properly operated the orderly investment of capital 
in business enterprises and the exchange of ownership of their securi- 
ties are factors that help preserve the balance and the expansion of 
the economic system to which we rightly give our loyalty. 

The basic issue, then, before this committee is not whether stock 
prices are too high, whether they can safely go higher, or whether they 
should be driven down. The basic issue is whether the public interest 
is being faithfully and wisely served, or whether it can be better 
served by those complex forces which work through the stock market 
to influence our whole economy. 

Much of the spadework of this study has been in hand since early 
January. Questionnaires have been sent to a broad cross section of in- 
dividuals whose activities bring them in close touch with the subjects 
on which we want information. Many of these individuals have 
already replied in writing and in detail. On behalf of the committee 
and its staff, I want to thank them for the thought they gave to our 
needs. So, too, do I want to thank the witnesses who have accepted 
the committee’s invitation to appear before us in person. 

It is only natural that any two men who think on the same subject 
may think differently. And it is to be expected that individuals on the 
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committee, or the committee as a whole, may disagree and disagree 
sharply with some of the views that will be expressed here. Yet T 
know that these disagreements, if they do arise, will be kept within 
the bounds of civility. No witness, it should be stressed, is here be- 
cause of a subpena. None is here in the role of the accused. All are 
here by invitation as guests of the committee to help us in our work. 
They warrant, and they will get, proper courtesy by the committee 
and its staff. 

Our schedule is divided into two parts. In the first 3 weeks, we 
hope to gain an overall view of stock-market operations. The public 
phase of the hearing will then be suspended to give the committee and 
its staff time to digest in private what they have heard, and to con- 
sider more specific ‘lines of inquiry they want to press further. Pub- 
lic hearings will then be resumed, but in a more pinpointed way. 

A final word. Of necessity, the committee must call its witnesses 
one at a time. For the same reason press, radio, and television re- 
porters who follow the proceedings can only report on a day-to-day 
basis what may unfold here. In consequence, interested onlookers 
may be tempted to make economic decisions on the basis of bits of daily 
news, only to find the next day that they suffered from an excess of 
haste. I do not want to suggest even faintly that any and everything 
in America should be put in a deep freeze until the hearing is over. 
I want to suggest, merely as a cautionary reminder that what may be 
heard here on any single day from a high source may be attacked root 
and branch on the following day by an 1 equally high source. 

Neither the committee nor the reporters assigne ,d to cover this hear- 
ing ought to be singled out either for praise or blame because of 
what happens to the stock market while our inquiry is in progress. 
¥air-minded men will agree that how individuals active on the ex- 
changes may use whatever bits of information they glean from this 
hearing on a day-to-day basis, they do so on their personal responsi- 
bility alone. I repeat and I emphasize that the aim of the committee, 
and those who report its activities, is simply to search for what is 
true, wherever we can find it. 

Our first witness is the president of the New York Stock Exchange, 
a constituent of one of the distinguished members of this committee, 
the senior Senator from Connecticut. I would like to call upon the 
senior Senator from Connecticut to introduce the first witness to the 
committee and to the press. 

Senator Busu. Mr. Chairman and members of the committee, I 
am very happy to introduce this witness, who is my near neighbor in 
the town of Greenwich, and who for many years has been a highly 
distinguished citizen of ‘the State of Connecticut. Prior to bec oming 
president of the New York Stock Exchange, he was for a number of 
years the president of Trinity College, one of our old and highly 
distinguished institutions of learning. In that position he made a pro- 
found impression upon the people of our State and upon the world of 
education. 

Keith Funston is a fine Christian gentleman with exemplary habits 
and of high standing, which I think is reflected in the statement he 
made recently when he said, “I regard myself as a steward of the 
publie interest, as well as a representative of the exchange member- 
ship.” I, therefore, am very proud and happy, Mr. Chairman, to 
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present to you and my colleagues on the committee this very able and 
fine citizen of our State, Keith Funston. 

The Cuatrman. Thank you, Senator Bush. 

Mr. Funston, I am glad to hear you were formerly president of a 
college. You have done a little better than most college presidents | 
know about, with one exception. That. is not the chairman of this 
committee, I hasten to say. 

Mr. Funston, you have submitted to the committee a very fine state- 
ment and it is our understanding that you will summarize that state- 
ment for the information of the committee, the audience, and the press 
and then be ready for questions. You may proceed then in your own 
way at this time. We welcome you and I am sure we will learn a 
great deal from your appearance before this committee. 

I would like to have you introduce your associates for the record. 


STATEMENTS OF G. KEITH FUNSTON, PRESIDENT; HAROLD W. 
SCOTT, CHAIRMAN OF THE BOARD; JAMES C. KELLOGG II, VICE 
CHAIRMAN OF THE BOARD; EDWARD C. GRAY, EXECUTIVE VICE 
PRESIDENT; JONATHAN BROWN, DIRECTOR OF RESEARCH AND 
STATISTICS; W. VANDERBECK, IN CHARGE OF THE FLOOR PRO- 
CEDURE DIVISION ; SAMUEL L. ROSENBERRY, GENERAL COUNSEL; 
AND JOHN A. COLEMAN, FORMER CHAIRMAN OF THE BOARD AND 
A MEMBER, NEW YORK STOCK EXCHANGE 


Mr. Funston. This is Mr. Harold W. Scott, Mr. Chairman, who 
is chairman of the board of the stock exchange. This is Mr. James 
C. Kellogg, who is the vice chairman of the board. This is Mr. 
Edward C. Gray, who is the executive vice president of the exchange. 
This is Mr. Jonathon Brown, who is director of research and statis- 
_ This is Mr. W. Vanderbeck, who is head of the floor procedure 
divisior.. 

This is Mr. Samuel Rosenberry, whose firm is general counsel for 
the exchange. This is Mr. John A. Coleman, who is a former chairman 
of the board, and is a member of the exchange. 

The Cruarrman. Thank you very much. You may proceed. 

Mr. Funsron. Mr. Chairman and gentlemen—Mr. Bush, thank 
you very much for that kind introduction. 

My name is Keith Funston. I live in Greenwich, Conn. I am 
president of the New York Stock Exchange. 

I am happy to have the opportunity to appear before this com- 
mittee. Each of you has before you a copy of the complete statement 
which I have filed. Included in the appendix are my responses to 
the specific questions asked by Senator Fulbright in his questionnaire 
of February 1. To save your time, I shall now present only the high- 
lights of this statement. 

I would like to say at the outset that the New York Stock Exchange 
fully supports this study of the economic and other forces which have 

layed a part in determining present market prices for securities. 

Ve appreciate the opportunity to supply this committee and the 
American public with information on what the exchange is, how it 
operates, and its place in our free enterprise economy. We are hopeful 
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that these hearings will result in a better and broader understanding 
of the functions of the stock exchange and an improved climate for 
equity investment. 

In these United States every individual has the privilege and 
opportunity to become a part owner of almost any sizable corpora- 
tion. It is only in the United States, of all the nations in the world, 
where this democratic opportunity for ownership exists to such a 
broad extent; unfortunately this is too little known, even in our 
country. 

The exchange aims to help all our countrymen understand that 
each and every one of them—farmer, working man, teacher, house- 
wife—is at liberty to own a share of American business, It is the aim 
of the exchange community to make it possible for every American 
who wishes to do so to acquire the stocks of our listed companies con- 
veniently, and on a sound basis. It is the aim of our members, of 
course, to make a living out of their business. They recognize clearly, 
however, that only through providing a public service efficiently and 
economically can they hope to prosper and grow. It is axiomatic that 
the success and very existence of the exchange and its community is 
completely dependent upon meriting and retaining the public’s good 
will. 

In my capacity as president of the exchange, I regard myself as a 
steward of the public interest as well as a representative of the ex- 
change membership. I believe that exchange rules and regulations are 
adequate to protect the public and that our enforcement of those rules 
is being carried out energetically—in short, that the exchange is hon- 
estly and efficiently run. 

If, however, there are areas in exchange rules, policies or adminis- 


tration where there is need for constructive change and which we have 


not been alert or wise enough to see for ourselves, then we shall be 
grateful to have them pointed out. 


HISTORY AND COMPOSITION OF THE EXCHANGE 


The New York Stock Exchange is an association of 1,366 individual 
members—who are pledged to the same principles as were laid down in 
the exchange’s original constitution : 


* * * to maintain high standards of commercial honor and integrity * * * and 
to promote and inculcate just and equitable principles of trade and business. 


No other business has a stricter code of conduct—or rules which are 
more vigorously enforced. The members of the exchange have had a 
perfect solvency record for the past 17 years, and over the past half 
century this record has been 99.75 percent. 

The facilities of the exchange are available to the public through 
nearly 2,000 offices of member firms in 456 cities throughout the 
country. In communities which do not enjoy directly the facilities 
offered by member firms, the investor may use the services of his bank 
or nonmember broker to buy and sell securities listed on the exchange. 

Through these nationwide facilities investors are able to buy and 
sell more than 2,500 issues of stocks and bonds which represent the 
ownership or debt of 1,200 of our Nation’s leading corporations. These 
companies provide jobs for more than ten million workers. 
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FUNCTIONS OF THE EXCHANGE 


As a part of the securities industry, the New York Stock Exchange 
has two principal jobs: First, to provide the facilities through which 
the investment requirements of the public can be met, and second, to 
help raise capital for American business. Each process is a complex 
one, requiring a combination of experience, judgment and integrity. 
The stock exchange, as the Nation’s principal marketplace for secur- 
ities, is of course the focal point of both these operations. 

The exchange serves the investing public hese its members and 
member firms—it serves the Nation by providing a marketplace for 
the securities of its listed companies. 

With each of these four categories—its membership, its listed com- 
panies, the investing public and the Nation—the exchange has differ- 
ent relationships, responsibilities, and functions. I would like to dis- 
cuss each of these in turn. 


THE EXCHANGE AND ITS MEMBERSHIP 


In connection with its membership the exchange’s primary responsi- 
bility to the public is to maintain a high level of integrity and financial 
responsibility. 

Any American citizen over 21 years of age is eligible to buy an ex- 
change seat and assume the responsibilities of membership. All candi- 
dates for membership are investigated carefully, and only those whose 
character, integrity, and reputation are unquestioned are admitted. 

As described in my complete statement, members function in several] 
different capacities—as commission brokers, as floor brokers and trad- 
ers, as specialists and odd-lot dealers, All operate under close stock 
exchange supervision. 

If a member of the exchange becomes a partner in a brokerage 
firm, that concern—of which there are over 600—is known as a mem- 
ber firm and is subject—as is each of its: partners—to exchange 
supervision. 

Each member firm doing business with the public must have ade- 
quate capital carefully geared to the size of its business. It must 
submit to the exchange, at least three times a year, answers to a de- 
tailed financial questionnaire. It must undergo, at least once a year, 
a surprise audit by independent public accountants. More than that, 
at any time, stock exchange examiners can and do walk unannounced 
into the offices of member firms to spot check records—in each case 
to see that the firm is conducting its business according to good busi- 
ness practices and in conformity with exchange, Federal, and State 
regulations. More than 700 such surprise examinations were made 
last year. 

Members and partners of member firms found guilty of nes vio- 
lated exchange or Federal rules and regulations, are punishable by 
fine, suspension, or expulsion by the exchange. Members are also held 
responsible for the acts of their employees. 

As a result of the exchange’s careful admissions policy, and its vig- 
orously enforced rules and regulations, the public has come to expect 
and receive fair treatment when dealing with the stock exchange com- 
munity. We believe that the words “Member of the New York Stock 
Exchange” have become a hallmark of integrity and financial respon- 
sibility on which the public can rely. 
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THE EXCHANGE AND ITS LISTED COMPANIES 


I'd like to speak next of the relationship between the exchange and 
those companies whose securities are traded there—our listed com- 
panies. The major responsibility of the exchange to the public in 
this area is to provide for full disclosure of the corporate affairs of 
these companies and to insure adherence to sound accounting princi- 
ples and corporate practices, particularly as they relate to the issu- 
ance and transfer of securities. 

To qualify for listing, a company must be a successful one of na- 
tional or international standing with substantial earnings and assets. 
These requirements are necessary because a good many shares in the 
hands of a sizable number of investors is a prerequisite for the main- 
tenance of a satisfactory broad national market. 

More than any other single institution, the stock exchange has pio- 
neered in obtaining for investors complete information about com- 
panies which they own. Quarterly reports, the right to vote, proper 
stock split and stock dividend practices, stockholder approval of 
mergers and stock options, are but examples of the areas in which 
the exchange has insisted that stockholders be given full information 
and proper treatment as the owners of the business. In all these 
areas the exchange regards itself as representing the shareowner and 
the investing public. 

The New York Stock Exchange—alone as far as I know among 
all the stock exchanges in the world—does not list nonvoting common 
stocks and urges that proxy statements be issued for stockholders’ 
meetings. We believe that with ownership must go a voice in the 
management of the company. 

The exchange cannot and does not pass on the dollar value of listed 
securities, and, of course, makes no representation about the future 
of a listed company’s business. For example, when a new issue is 
listed on the exchange, that act does not imply in any way that the 
exchange believes the stock, at the price it then sells for, is accurately 
valued. Nor does the exchange ever make any such representations 
as to the future course of the price of any stock. The exchange itself 
owns no stock, sells no stock, buys no stock. It merely provides the 
facilities for an honest and efficient two-way auction market where 
the law of supply and demand may operate freely. 

The value to our listed companies of this market place cannot be 
overestimated. The presence of a market where investors can freely 
buy and sell the securities of a company is of vital importance in any 
program to raise additional capital for expansion or modernization of 
its facilities. 

Two dramatic current examples of the way in which the exchange 
contributes to the raising of capital are discussed in my full state- 
ment. These are the raising of $328 million by General Motors and 
$650 million by American Telephone & Telegraph Co. The expansion 
and improvement programs which these funds will make possible will 
provide jobs for many Americans. 


THE EXCHANGE AND THE INVESTING PUBLIC 


In our relations with our member firms and with our listed com- 
panies I have pointed out specific ways in which the exchange serves 
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the investing public and the Nation. Beyond these services we have 
other direct responsibilities to the investing public. 

The investing public is made up primarily of two groups—indi- 
vidual shareowners and institutions. 

Individual shareowners constitute a cross section of the total popu 
lation—they are men and women, old and young, farmers and city 
dwellers, factory workers and corporation executives. Nearly one- 
third belong to families earning less than $5,000 annually. Another 
{5 percent are members of families with annual incomes of between 
$5,000 and $10,000. These figures are based on the Brookings Insti 
tution study, which found that, in early 1952, there were 614 million 
shareowners of publicly owned corporations. 

From a public survey completed in late 1954 the exchange estimates 
that about 7,500,000 individuals now own shares in publicly owned 
corporations; in othér words, a net gain in 3 years of 1 million share- 
owners. 

In addition to these 714 million individual shareowners in publicly 
owned companies, tens of millions of Americans have an indirect stake 
in American business through the ownership of stock by financial 
institutions. 

Increasingly, institutions are purchasing common stock. It is esti- 
mated that in 1954 they made net purchases of $2 billion worth of 
stock listed on our exchange and that they presently own 28 percent 
of the total value of listed stocks. 

It is our obligation to these individual and institutional investors to 
provide and maintain a fair, open, orderly, and continuous market 
for our listed securities. Through the nationwide facilities of our 


member firms and our ticker system, each member of the public, 
whether a farmer in South Dakota or a banker in Virginia has, at 
any given moment, the same access to the market, can buy or sell at 
an equal advantage, and can be kept equally advised of just what is 
happening with respect to all stocks listed on our exchange. 


PRICES IN THE AUCTION MARKET 


Let me describe how a price is reached on the trading floor of the 
exchange. John Jones in Boston needs cash for a downpayment 
on a new house so he tells the local office of a member firm to sell 
his 100 shares of XYZ corporation. At about the same time Henry 
Smith in Chicago decided to buy 100 shares of X YZ because he works 
for the company and thinks its prospects are good. Each order is 
sent immediately to the floor of the exchange where it is taken by a 
member to the particular trading post where X YZ stock is bought and 
sold. Jones’ broker discovers that other brokers want to buy XYZ. 
Each broker competes against other brokers to get the best possible 
price for his client. When the highest bid to buy and the lowest offer 
to sell coincide, a trade is made. The contract between these two ex 
change members is a verbal one but never, since the founding of the 
exchange in 1792, has a member defaulted on such a contract. With 
the members of the exchange their word is their bond. 

The exchange has nothing whatsoever to do with determing the price 
of the transaction, except to make certain that the parties whose nego- 
tiations determine the price are able to participate at an equal advan- 
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tage. The exchange insists that all transactions be made by open out- 
cry; there is no such thing as a private deal on the floor of the ex- 
change. And the exchange sees to it that prices are published 
promptly over the nationwide ticker system for the information of 
investors everywhere. 

For this service the investor pays a commission which averages 
about 1 percent of the purchase or sale price of bis stocks and even less 
on bonds. We know of no other form of public commission business 
where property can be transferred at a lower average cost. 


WHY STOCK PRICES FLUCTUATE 


Perhaps no phase of the Nation’s market place attracts as much 
public attention as stock prices. Why do prices change from day to 
day, even from minute to minute? Basically, the answer is supply and 
demand. Any listed corporation has only so many shares of stock out- 
standing in the hands of the public. If more stock is bid for than is 
offered for sale, the price will go up. If more stock is offered for sale 
than is bid for, the price will decline. 

The price of any stock therefore reflects a consensus as to its value 
formed by investors throughout the country. Investors—participat- 
ing in an average of 30,000 transactions a day in 1954—determine the 
prices at which stocks sell—not the exchange. 

Since the exchange as an institution has no influence either upon the 
prices at which securities are transferred or upon the volume of 
activity of the public in the market, I am in no position to express any 
official opinion on stock prices or on market activity. 

In an effort to be helpful, however, I have set down in my statement 
and in the appendix my personal observations as to some factors which, 
I believe, have contributed to the rise in securities prices since Septem- 
ber 1953. I have also discussed at some length the similarities and 
differences between the market today and in 1929. While there are 
some similarities such as a sustained market rise and historically high 
stock averages, it is the differences which, in my opinion, are signifi- 
cant. The real significance lies in the sharp contrast between the basic 
and underlying conditions of the two periods. 

This does not mean that the exchange has not kept a careful watch 
for excesses which would indicate unsound conditions in the sale of 
securities either in our own market or elsewhere. Last October we 
inaugurated a hard-hitting campaign to warn the public of the dangers 
inherent in the unbridled speculative activity occurring in many un- 
listed uranium and oil stocks, both American and Canadian. Our gov- 
ernors and officers recognize that excesses in any direction will hurt the 
exchange far more than any other institution. 

Despite evidence that some members of the public have, in certain 
instances, paid more attention to tips and rumors than was desirable, 
there is no indication that a generally unwholesome condition has pre- 
vailed in our market. We believe that in general the market has been 
functioning in an orderly manner and that the present market level is 
not the product of undue expansion of credit or of unsound market 
activity but reflects the public’s confident appraisal of present business 
conditions and prospects for the future. 
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THE EXCHANGE AND THE NATIONAL ECONOMY 


The final area which I should like to discuss is the relationship be- 
tween the exchange and the national economy, with particular em- 
phasis on the contribution which the exchange can make to the future 
growth and prosperity of our country. 

A national policy of economic growth has been publicly declared 
by President Eisenhower and former President Truman, both of whom 
indicated goals of at least $500 billion of gross national product by 
1965. 

To achieve an increase of more than 40 percent in our gross national 
product in the next decade will take a vastly expanded program of 
capital investment. During this period it is estimated that more than 
11 million persons will join the civilian labor force. Our country’s 
future will require that jobs be created for these new workers, and 
those new jobs will require new factories and tools. For every job 
that must be created an average of $13,700 will probably have to be 
invested. 

By 1965, according to a recent staff report of the Joint Committee 
on the Economic Report, the level of business expenditures on plant 
and equipment is projected to approximate $60 billion annually—an 
increase of almost 60 percent over 1954. 

To finance this growth soundly, corporate industry will have to seek 
out every possible source of new funds. 

The exchange estimates that new common stock financing will have 
to be increased three- or four-fold to a rate of five or six billion dollars 
a year, 

Such an increase in the flow of new money into common stock in- 


vestment would far outstrip the ability of America’s upper income 
families and financial institutions to provide equity capital. If we 
are to obtain the capital needed to insure our future growth on a sound 
basis, we must look to the savings of millions of Americans. raperate 


ownership must be broadened to include millions of people who are 


qualified financially to be shareowners. 

To the two miracles of mass production and mass consumption which 
have done so much for our country, we must add a third—mass invest- 
ment. In the years ahead we must rely on the mass savings of mil- 
ons of Americans to supply a substantial portion of our equity capi- 
tal needs. 

Market research indicates that there are up to 20 million Americans 
who are probably in a financial position to consider the purchase of 
common stocks. These the exchange and its community wish to en- 
courage. We suggest that only after one has set aside an emergency 
fund in the form of a savings account or Government bonds, and pro- 
vided against catastrophe by means of life insurance, should one con- 
sider the purchase of common stock. The exchange and its community 
emphasize that people should investigate before they invest; that they 
should consult a reliable broker and get the facts about a company be- 
fore they purchase its shares; and that they should not act on tips or 
rumors. As we promote our slogan, “Own your share of American 
business,” it is clear that we mean owning common stocks only on a 
sound basis and in accordance with one’s capacity to bear the risk. 
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The exchange believes that the program of broadening the base of 
corporate ownership is of vital importance, not only because it will 
provide the needed equity capital, but also because such a program, 
successfully executed, will redound to the ultimate benefit of all-—the 
investors themselves, American business, and our entire country. 

The member firms of the exchange hope to play an important part 
in broadening share ownership in the years ahead. In extending to 
a Americans an opportunity to acquire shares on a sound basis, the 

xchange will continue to carry out its public responsibilities, namely, 
to maintain the highest level of integrity and financial responsibility 
abong its members; to insure full disclosure of the corporate affairs of 
its listed companies; and to provide and maintain a fair, orderly, and 
continuous auction market in its listed securities. 

We believe that the Government can also contribute to this essen- 

tial program by doing all within its power to improve the climate for 
new stock financing and for investment in the years ahead. 

This would include early revision of the capital gains tax, and also 
the elimination of double taxation of dividends as soon as revenue con- 
siderations permit. 

But the main reliance for the success of this program for widespread 
share ownership must rest, not on the securities industry nor the Gov- 
ernment, but on the American public which, through the exercise of 
good commonsense and an intelligent appraisal of the risks and re- 
wards of common-stock ownership, must determine for itself the role 
it will play in supplying the equity capital our country must have in 
the years ahead. 

Through its educational and sales program the securities industry 
can encourage stock investment on a sound basis. Through Govern- 
ment policy a climate favorable for equity investment can be fostered. 
Together, the securities industry and Government can counsel, en- 
courage, and guide the public toward sound common-stock investment. 
But eveh together, the two of them lack the wisdom to tell the public 
what it should buy ‘and what price it should pay. 

It is true that some of our citizens may act unwisely and suffer loss. 
But most will act intelligently and prosper. We cannot hope to pro- 
tect each imprudent investor against himself. But, through the medi- 
um of economic education, we can and must teach all our people of 
the opportunity which is theirs to own their share of American busi- 
ness. This is.a challenge which should enlist the cooperation of every- 
one who wishes to see America and Americans prosper in the years 
ahead, 

The Cuarrman. Thank you, Mr. Funston. 

The full statement prepared by Mr. Funston will be made a part 
of the record. This is a condensation of it. 

Mr. Funston. Yes, sir. 

The Cuarrman. Which is being submitted to the committee. 

Your full statement will be inserted in the record at the end of 
your testimony. 

On last Monday the committee decided that the procedure would 
be, when there is a full attendance of the committee, to limit the first 
round of questioning to 10 minutes for each member. The chairman 
of the committee will recognize the members according to seniority. ° 
Under that rule I will lead off with 10 minutes of questioning. We 

60650—55—2 
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do that in order that all members may have an opportunity to ask 
it least a few questions. 

Mr. Funston, as I understood your statement, the function of th 
‘xchange is to make a market place for the buying and selling of 
‘orporate securities. Your role is that of a manager in this market 
place, merely to provide facilities for marketing. Do you think it is 
proper for a manager to do a public relations selling job to induc 
more people to come into the market, or do you think your prope: 
role is merely to provide that market place? 

Mr. Funsron. We believe, Mr. Chairman, our proper role is t 
provide the market place, and we also believe that we have an interest 
n maintaining the market place. The exchange in no way is doing 
anything as an institution to encourage, as you phrased it, I believe, 
that people should come in to the market place. The only thing the 
exchange does through its public relations program is to carry on 
basic educational program with the public of the country to try to 
tell them what common stocks are about, and how the market oper 
ates, and what our institution is. We do that because we want the 
people to know the exchange and to help them to have confidence in it. 

The CHatrman. Your answer suggests a comment that was made in 
the New York Times: That some of the members of the financial com- 


munity were puzzled as to whether this committee was incredibly 
naive or uncomfortably brilliant. I can assure you I am naive, be- 
cause I do not follow you. I thought the main purpose of this edu- 
cational campaign was to induce more people to buy common stock. 
You said in your statement that as a result of this campaign nearly 
1 million new customers have been added to the list of owners of 


common stocks. 

Mr. Funston. I am sorry, Senator. I did not make myself clear. 

The function of the exchange is to provide, if you will, a climate 
which is favorable for the actual merchandising opportunities of our 
member firms. In other words, the exchange does not sell ‘stocks at 
all. Our member firms do. 

The Carman. But your program of advertising is intended, is it 
not, to induce more people to purchase common stocks? 

Mr. Funston. No, sir. Our advertising is an institutional program 
based on education and what we aim to do there is to tell people what 
common stocks are; where brokers are located; and how they can go 
about finding out and deciding for themselves, with the advice of our 
member firms or qualified people, whether common stocks play a part 
in the picture or not. We just had a survey made, Mr. Senator, that 
has been just published, which shows only 23 percent of the people in 
this country can define what a common stock is; and only 24 percent 
know what the stock exchange does. 

Now broadly, what we are trying to do in our public relations pro- 
gram is to change that so that a great many people know more—know 
what we are trying to do, and what our function is, and what common 
stock is. Obviously nobody is going to buy—to the extent that once 
a person knows what common stock is, he is a better customer for the 
purchase of common stock. We are creating a climate in the country 
which our member firms can work in to broaden the base of share 
ownership. 
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The CHarrman. Perhaps that distinction is too subtle for me to 
understand. You describe it as if you were a public school and had 
no duty other than the enlightenment of the public about what the 
stock is. But back in the recesses of your mind I suppose it would not 
disturb you if these people came into the market and bought more 
stocks. 

Mr. Funston. No, sir. The slogan used by our members is, “Own 
your share of American business.” And we hope on a sound basis 
that in a few years instead of having 714 million share owners, we will 
have many, Many more. 

The Cuarmman. That is what I thought it was. The real purpose 
your members are interested in is profit. The more sales, the more 
profit they make. I see nothing wrong with this and I was not trying 
to make it appear that was anything bad, but I am trying to under- 
stand it. It seems to me the very obvious objective and intention and 
motive for this program is not merely public service, but to generate 
more sales of stocks for the benefit of your members, is it not? 

Mr. Funston. But the exchange does not sell the stock. It is to 
create a climate in which we hope our members 

The CHarrMaANn. But your members sell stock. 

Mr. Funston. Will be able to sell stock. That is correct. 

The Cuarrman. All of the members sell stock, do they not? Are 
you personally a member of the exchange? 

Mr. Funston. No, sir. I cannot be under the constitution of the 
exchange. 

The Cearrman. Then you are speaking only of yourself when you 
say the exchange, or do you include the members? The members are 
the exchange, are they not? 

Mr. Funston. No, sir. The exchange, of course, is an institution 
which is separate from the members. The members are bound to- 
gether in a constitution, and they are the members of the exchange 
and own the assets and everything we have. But they elect a board 
of governors who, in turn, appoint me, and we run quite independently 
of the industry. 

In other words, we are very largely a policing organization for all 
our members. We adopt over the years rules and regulations which 
have been drawn up for the carrying on of the marketplace and its 
ancillary functions. The exchange, most of its efforts, are put toward 
the administration of those rules and regulations. 

The Cuarrman. What I had reference to, what inspired my thought 
on that, was a statement in your annual report for 1954 on the very 
first page. The headline of that report is “Some of the Highlights of 
the Exchange’s Campaign to Stimulate Greater Share Ownership.” 
To me that would indicate you were interested in stimulating and in- 
creasing share ownership or participation by the public in the deal- 
ings of the exchange. 

Mr. Funston. Yes, sir. I have already said that an objective of 
the exchange and our community is to get more Americans to own 
common stock on a sound basis. But there is a great distinction, sir, 
if I may say so, between whether we in carrying out that program do 
any more than basic educational preparation of providing a climate 


in which our members can attempt to sell stock, or attempt to get 
customers 
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The CHarmman. You do both, do you not? It seems to me you 
provide what is an honest market place. 

Mr. Funston. That is right. 

The Cuarrman. In other words, you are seeking to induce people 
to invest their money in common stocks. Not a particular common 
stock, but some common stock, or any common stock listed on your 
exchange. 

Mr. F'unsron. Sir, I would not agree we are seeking to induce peo 
ple. Weare not. What we are trying to do is trying to give the people 
the facts so that they can make up their own minds whether they want 
to buy common stocks or not; based upon the getting of sound advice 
from members and member firms of the exchange. 

The Carman. I think in so inducing, if I understand it, you are 
stimulating ownership. You do take on in that activity r responsibili- 
ties quite different and more extensive than the responsibilities of 
merely providing a market place. 

Mr. Funston. That is correct. Yes, sir. All of our public rela 
tions activities are pointed in that direction. That's right. 

The Cuarman. Yes. And I think it is a matter which is a rela- 
tively new development. You have only undertaken the program, | 
think, since you have been president. Is that not true ? 

Mr. Funston. Well, it has been highlighted since I have been presi- 
dent. It has been implicit in the exc “hi ange’s operations, well, I would 
say ever since ten years ago, when they first undertook an advertising 


program. 
The Cuarrman. The reason why I pressed the point is if it is true— 
and I am not saying it is not a perfectly proper idea and a perfectly 


laudable purpose—that is for another time to decide—but if that is 
true that it may impose obligations on the Securities Exchange Com- 
mission that they have not thought they had in the past. Because of 
an added important element in the relations of the exchange and the 
public generally. I believe that is the end of my 10 minutes. I will 
call on the Senator from Indiana, Mr. Capehart. 

Senator Capenart. Who owns the stock exchange ? 

Mr. Funston. The 1,366 members of the exchange. 

Senator Carenart. How do they receive their income? 

Mr. Funston. They receive their income in the securities business 
in one way or another. Some receive it as commission brokers; some 
as traders; as specialists on the floor ; and some as floor brokers. 

Senator Capenart. You say there are 1 366 ? 

Mr. Funston. 1,366. Yes. 

Senator Carenart. 1,366 people actually own it? 

Mr. Funston. Yes. 

Senator Carenart, Is it a corporation? 

Mr. Funston. No. It is a voluntary association, but we are taxed 
as a corporation. 

Senator Carrnart. Is it a profitmaking association ? 

Mr. Funston. No. It is nonprofit. 

Senator Carenart. It isnonprofit? 

Mr. Funston. Yes, sir. 

Senator Carenart. It is not a corporation ? 

Mr. Funston. It isa voluntary association. 

Senator Carenart. Owned by 1,366 members ? 
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Mr. Funston. Yes, sir. 

Senator CapeHart. How much do they have invested in it ? 

Mr. Funston. I believe the net current assets of the exchange are 
about $14 million. 

Senator CapeHart. How do they secure their income? 

Mr. Funston. They secure their income from the commissions that 
are paid by people who buy and sell securities. 

Senator Capenart. That is, the members? 

Mr. Funston. Yes, sir. 

Senator Carenart. Are there any other people dealing on the mar- 
ket that have membership who are not owners or part of this original 
association ? 

Mr. Funston. Oh, yes. Then each of the 1,366 members—not all 
of them, but most of them—associate themselves with other people. 
For example, let us take the specific case of a member firm—a firm 
which is doing business with the public; which is selling securities to 
the public. There will be maybe one or more members of the stock 
exchange. He will be associated in a partnership agreement with a 
number of partners. Each one of those men by virtue of being a 
partner of the member of the exchange is known as an allied member 
of the exchange. 

Senator CaprHart. How many members did the exchange have 
10 years ago ¢ 

Mr. Funston. 1,375. It has been 

Senator CapeHart. How many did it have 20 years ago? 

Mr. Funston. Still 1,375. And about 1928 it was increased by 25 
percent. 

Senator CareHart. In 1928 it was increased by 25 percent ? 

Mr. Funston. Yes, sir. 

Senator CareHart. When you read about the fact that someone 
sold a seat on the stock exchange, who received the money for that 
seat ? 

Mr. Funston. The person who sells the seat. 

Senator Carrnart. Is the person who sells the seat one of these 
1,366 members ? 

Mr. Funston. Yes, sir. 

Senator Capenart. In other words, any one of these 1,366 members 
can sell his right as a member ? 

Mr. Funston. Yes. But the person who buys it has to be approved 
by the governors of the exchange. 

Senator Capenart. And how many governors are there? 

Mr. Funston. Thirty-three. 

Senator CareHart. Are you taking any new members in today? 

Mr. Funston. Yes, sir. As a matter of fact, we have a campaign 
actively seeking new members. 

Senator Capenart. Could I become a member ? 

Mr. Funston. Yes, sir. 

Senator Capenart. What would it cost me? 

Mr. Funston. Well, you would have to make a deal with someone 
who has a seat, to buy a seat; I believe the last price was about $88,000. 

Senator Capenart. Why do you not take in new members? 

Mr. Funston. We do, sir. We want to take in new members. We 
are looking for qualified new members all the time. 
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Senator Carenart. I do not think you get my idea. I am talking 
about this: You say the membership has gone from 1,375 down to 
1,366 2 

Mr. Funston. Yes, sir. 

Senator Carrnart. Why do you not have more members? 

Mr. Funsron. Well, we had the reason why it was reduced from 
1,375 to 1,366 is that a couple of years ago a seat retirement program 
was put into effect because with modern mechanization, and so on, 
the members of the exchange felt we no longer needed to have 1,375 
members. 

Senator Carrmarr. These 1,366 members own the exchange. They 
operate it through a board of governors? 

Mr. Funston. Yes, sir. 

Senator Carprnart. Through you, the President? It is not quite 
clear to me where they get the money. Is it an assessment upon each 
member ? 

Mr. Funston. You mean where the exchange gets its money ? 

Senator Carenart. I believe it costs some $8 to $10 million to run. 

Mr. Funston. Yes, sir. We get our incomes from a number of 
various sources. The basic one is a 1 percent charge that is made 
on the commissions of all members of the exchange. But in addition 
to that we have other sources of income on services we provide in 
running the Stock Clearing Corp. and running our ticker. The 
members are also charged dues of $750 a year. That brings in more 
income. The listed companies pay us a listing fee, and so on. 

Senator CarprHart. You received a questionnaire and I believe you 
answered it in your statement. 

Mr. Funston. Yes, sir. 


Senator Carenart. The first question in this questionnaire was: 


What in your opinion were the principal factors causing a stock market rise 
beginning in the fall of 1953? 


Mr. Funston. Yes, sir. 

Senator Carenart. Will you just tell us briefly in a few words what 
you think the chief factor was? 

Mr. Funston. Yes, sir. Before I say that, I would like to say that 
the stock market rose during this period, measured by the index which 
[ use in my report here, about 50 percent. One of the things one has 
to be very careful of, of course, in regarding such an average, is to 
think all stocks behaved in that manner. The thing is that on the 
stock exchange, of course, what people buy are individual stocks. They 
go up and down as individual items, and the average is just an at- 
tempt to generalize them so during the same period, while the average 
was going up 50 percent, 46 percent of all of the stocks listed on the 
exchange were selling at a lesser price than they were in 1946, when 
the Dow Jones average was 83 percent higher. 

What I am trying to say is, in talking about market averages I do 
not want anybody to get the idea that you can generalize about market 
prices. But in my opinion, as is indicated in the appendix and also 
with the warning that I am not a professional market analyst—it is 
not my job, but I am giving you my opinion—if you will look in the 
appendix B, question 1, there were a number of factors. Most people 
talk about demand. Most people do not pay enough attention to 
supply. On the supply side one of the big factors causing the rise in 
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e averages was the capital-gains tax; the locking in that that does 
with people. Therefore they do not sell their stock and therefore the 
supply is restricted. 

Another is the low volume of new and additional issues of equity 
shares that were put on the market. Again a restriction of supply. 

Another was the reluctance of individual investors and institutions 
to sell in view of the long-term outlook. 

On the demand side, there was a belated recognition that security 
prices had not adjusted in full to the decline of the value of the dollar, 
or to the tremendous growth in our Nation’s economy. 

There was an increased public awareness of the comparatively high 
vields which were available on listed dividend-paying common stocks 
compared with what you could get on bonds. 

There were lower interest rates and increased credit was made avail- 
able in the summer of 1953, due to Government and Federal Reserve 
policies, and also due to inventory liquidation. 

There has been a continuing growth, I mentioned in my statement, 
of institutional investments, where last year alone they bought $3 bil- 
lion worth of equities, $2 billion of which were listed on our exchange. 

There was a realization that started toward the end of 1953 that 

he recession, which many people had been predicting, and about which 
there was a great deal of talk at the end of 1952, was not going to be 
very severe. There was optimism regarding the long-term business 
outlook which was supported by heavy capital investments. 

There was a resurgence of general confidence in the country’s 
economic future; and there were tremendous new technological 
advances. 


Then there were tax policies. There was a 10-percent reduction 
in the personal income taxes. There was the elimination of the excess- 
profits tax; more flexible eee policies; and a start toward 


eliminating double taxation of dividends. 

Finally there was a cessation of hostilities in Korea and in Indo- 
china, and there was tremendous economic progress in Western 
Europe. 

Senator CaprHart. Would you agree with the great, great majority 
of the people that answered this questionnaire that the chief reason 
was the confidence in President Eisenhower and the administration ¢ 
That was the answer they gave to the questionnaire. 

Mr. Funston. I think that undoubtedly, as I say here, that opti- 
mism for the future and confidence played a big part in the people’s 
feeling. What engendered that I do not know. 

Senator Caprnartr. You think confidence in the future is one of 
the big reasons why people buy stocks ? 

Mr. Funston. Yes. It is confidence in the future of the earnings 
and dividend opportunities of one particular stock and not of the 
average asa whole. It is the people’s appraisal of whether that partic- 
ular company is going to do well, and whether their earnings are 
going to improve. 

Senator Carenart. And confidence in the future and confidence in 
the Government and its policies? 

Mr. Funston. General psychological conditions, of course, play a 
part. - 

Senator Carrnart. That seems to be the answer that the great. 
great majority of the people who answered the questionnaire gave. 
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The CHarmman. Pardon me, Senator Capehart, I do not like to in- 
terrupt but your 10 minutes are up. 

The Senator from Virginia. 

Senator Ropertson. The Senator from Indiana said that the almost 
unprecedented rise in the prices of stocks reflects some kind of confi- 
dence. When I was a young man a retired member of the exchange 
told me, “If you like to gamble, gamble on the horseraces, but not on 
the New York Exchange, because the cards are stacked against you 
there and if you gamble on the exchange long enough you are bound 
to lose.” 

Since I have been a Member of Congress one of your former presi- 
lents was dismissed by the board of governors for unethical conduct, 
but you tell us that the purity of the exchange is one-tenth of a percent 
higher than Ivory Soap. Does that apply to members as well as the 
officers and board of governors? 

Mr. Funston. Well, sir, I obviously cannot sit here and say that 
all of our members and all of their employees are saints. Undoubtedly 
we have a lot that are not perfect. But I will say this: I will say that 
the governors of the exchange have these rules which are very strict 
in the public interest to protect the public—to make sure that our 
members follow just and equitable principles of trade. And all that 
has to be done to kick a man out is to say he is not following just and 
equitable principles of trade. We believe we are enforcing it, and we 
believe that our rules are adequate, and we are doing the best job we 
can. 

We have people who do not do as they should, and they are punished 
very severely. We have an open mind. If there are things that are 
brought out we should be doing that we are not, why, we have an open 
mind. 

As a matter of fact, Senator, we have 2 committees, 1 sitting now, 
which is just reviewing all of the procedures of the exchange trying 
to make certain if there are any changes we should make. 

Senator Ronerrson. Let us take a quick look at your proposal that 
investors should look before they leap. 

Mr. Funston. Yes, sir. 

Senator Rozertson. Some 25 years ago one of my favorite hunting 
and fishing partners was William Corey, the former president of 
United States Steel. He told me in his opinion Bernard Baruch was 
the shrewdest trader on the exchange he had ever known, and he had 
known them all in his day and time. But he also said after the big 
break in the market in 1929, Mr. Baruch decided stocks had hit rock 
bottom and money could be made by buying and went into the market 
in a broad way, and lost $5 million before he could get out again. 

Do you think these 5,000 or less families who now own one-third of 
the better listed stocks have a better chance to find out what is going 
to happen to the market than Mr. Baruch? 

Mr. Funston. I do not know what Mr. Baruch, or what chances he 
was taking, but I say this: I believe if these people all over the coun- 
try go into the market with the idea of not taking any risk greater than 
their capacity to bear it—and Mr. Baruch could obviously take great 
risk because he has a capacity to bear it—but if they go in the way we 
suggest they go in, to buy stocks with the purpose that as long as the 
company stays good and prospects are good, to continue to hold it and 
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thereby participate in the long-term growth of our country, then I 
think it is one of the finest things people can do. 

Senator Rosrrtson. When Mr. Baruch was active on the market was 
he known as a man who had considerable wealth and who would make 
a less-informed guess than the average investor ? 

Mr. Funston. I think, sir, that Mr. Baruch, while I do not know 
what he was doing, I am sure he was operating in the market in a 
way which we would certainly not suggest that the average individual 
operate in the market. 

Senator Ropnerrson. You have referred to the fact that if we are to 
have a dynamic and expanding economy we need more new money. 

Mr. Funston. Yes, sir. 

Senator Rogpertson. Do we not have more money in circulation than 
ever before in our history ¢ 

Mr. Funsron. Sir, what I was referring to was, I was referring to 
new capital acquired by growing companies for the purpose of—new 
permanent capital. 

Senator Roperrson. You do suggest they get it by buying equities, 
do you not? 

Mr. Funston. No, sir. What I would like to see them do is to issue 
more equities as a percent of the total amount raised than they have 
been raising in the past. 

Senator Roperrson. It is true we have more money in circulation 
than ever before, and quite a bit of it has gone into the present market. 

Mr. Funston. I am just not familiar with the amount that we have 
in circulation. 

Senator Roperrson. It far exceeds anything we ever have had. 
Bank check money is also money, is it not ¢ 

Mr. Funston. Yes, sir. I am not prepared to talk about that. 

Senator Rogertson. Is it not a fact that the $18 billion in reserves of 
the Federal Reserve System is now supporting $120 billion of bank 
check money ¢ 
Mr. Funsron. I am not qualified to talk about that. I just do not 
know. 

Senator Ropertson. When you speak of needing more new money 
I am thinking about an old Scotch-Irish farmer back in 1934, when 
we went off the gold standard. He told me, “I like money that the dog 
can’t chew up.” Eighty-five percent of the money we now have is 
Federal Reserve notes. Is that not true? 

Mr. Funston. I do not know, sir. It may be. 

Senator Roperrson. I think it is. We have been putting out new 
money ever since we have been engaging in deficit financing, and that 
has been for over 20 years. 

Would we not be able to put out $2 billion of new money if we 
distribute $20 of sugarplums all income tax free? Would you favor 
that way of getting some new money ¢ 

Mr. Funsron. Sir, I am not an authority on that. I have not studied 
it and I just do not know. 

Senator Roperrson. But you propose to us that we are to have an 
expanding economy ? 

Mr. Funston. Yes, sir. 

Senator Ronrertson. And get the national product up to $535 billion, 
was it not ? 
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Mr. Funston. Yes, sir. 

Senator Rozertson. All right. To do that we must get new money. 
[ want to know whether you favor new money whether it is sound 
money or inflationary money ¢ 

Mr. Funston. Sir, if I may say so I, of course, favor sound money. 
ut my point is this: Business and industry will have to have, if we 
are going to get this new estimate, $60 billion a year in capital. A 
lot of that will be going for new plant and equipment. In the past 
few years it has been running at the rate of about $28 billion a year for 
new plant and equipment. Of that amount only 8 percent of that has 
been raised by new equity financing. That is, corporations selling new 
stock. Three to three and one-half times that amount has been raised 
each year by the creation of debt. 

I say the economy in the future would be much sounder if we would 
raise as much in equity capital as we raise in debt. That is what the 
corporations ought to do by selling stocks to get permanent capital into 
the business—ownership equity capital. 

Senator Ropertson. I want to see an expanding economy but I am 
frankly disturbed over this question of new money. You do not remem- 
ber the campaign of 1896, but I do, and money was the big issue. The 
gold standard and sound money. I remember the candidtate for the 
Senate in Tennessee, named Alf Taylor, when asked at the end of the 
campaign, “Where do you stand on this money issue?” said, “My 
friend, I am glad you asked that question. I favor plenty of gold; 
plenty of silver; plenty of greenbacks; and a little dash of counter- 
feits.” 

The CuatrmMan. The Senator from Ohio, Mr. Bricker. 

Senator Bricker. I think your statement was most comprehensive, 
especially when supplemented by the complete statement and the ex- 
hibits that are attached to it. ‘There is only one question I have at 
this time. 

I would like to have you more clearly distinguish between the factors 
that led to the 1929 debacle and the conditions that exist at the present 
time. You touched upon them in your statement but I would like for 
the record to have you state what the differences are between the situa- 
tion then and the one that exists today. 

Mr. Funston. Senator, if I may, and in order to keep from wander- 
ing too much and taking too much of your time, I would like to refer 
you to my statement, 

Senator Bricker. That is the reason why I said your statement is 
complete. I would like you to detail it for the purpose of the record. 

Mr. Funston. Yes, sir; and if I may state that just briefly. We 
believe that there are tremendous changes in the economy that have 
taken place since 1929, so that even if you accept the fact that the 
averages today have exceeded 1929, that by itself is not a matter to 
be greatly surprised at. 

In my answer to question 3 I cite some statistics. In other words, 
since the 1954 economy compared with the 1929 economy in those 
things which can be measured economically, by economic measure- 
ments, are 3 or 4 times what they have been, that is, gross national 
product, national disposable income, and so on. In terms of physical 
volume the 1954 economy is twice what it was in 1929, and that is the 
Féderal Reserve index of production. Crude petroleum, electric- 
power production, nonfarm housing starts. 
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Then in terms of profits and totals of corporations, in terms of total 
profits after taxes and in terms of total assets, corporations are twice 
as big. 

Now, then, if you look at the stock market by comparison, the stock 
prices instead of being twice or four times as much, even before you 
adjust for the decline in the value of the dollar, are only just slightly 
in excess of where they were in 1929. If you adjust in terms of con- 
stant dollar, the present market averages are only 68 percent of what 
they were in 1929. Stock price earning ratios are only 80 per cvent 
of what they were. Andso on. 

Then you relate that also to the condition in the security market 
and you get facts like this: That new stock issued last year instead of 
being four times as much—as you might expect if it had kept pace 
with the economy—is less than one-third as large. The total volume 
of New York Stock Exchange transactions is only one-fifth as large. 
Stock transactions as a percentage of national income, which in 1929 
was 142 percent, last year was only 8 percent—in other words, only 
one-eighteenth as large. The average daily reported volume was only 
half aslarge. The ratio of volume to listings was only a sixth as large. 
Member borrowings were only a fifth as large. So that on a statisti- 
cal basis there is no resemblance. 

Then, in addition to that, the companies are entirely different today 
than they were then. In other words, you just can’t compare an 
individual company today with what it was back in 1929. They have 
grown so. They have plowed back earnings. Many of them are so 
much stronger. 

Then, another thing is that the present market is a completely regu- 
lated market—or not completely regulated, but it is a regulated market. 
We now have the Securities Act of 1933 and the Securities and Ex- 
change Act of 1934. The SEC polices all the actions. There’s full 
disclosure. The Federal Reserve Board now has margin requirements 
which are greater than they were then. A whole new profession has 
developed of market analysis—of market analysts. Our members 
spend millions of dollars each year giving information to the public 
about securities, which information didn’t exist in 1929. 

If our market were as active today as it was in 1929, on a turnover 
basis, instead of having 3 million shares a day, we would have 16 
million shares a day. There are not the pools in operation in the 
market today that there were. The exchange rules are much tighter 
and much stronger. 

There is not the credit in the market today. In 1929 one of the big 
troubles was there was a tremendous amount of excess credit in the 
market. Today the member borrowings as a per cent of total value of 
the stock exchange is about a little over 1 percent. In 1929 it was 10 
percent. 

I am afraid I am talking too long. I don’t know how much detail 
you want. I have these figures which I can go on and be more detailed 
about if you wish. 

Senator Bricker. I wish you would complete your statement, yes. 

Mr. Funston. Would you like me to go into details of why the 
credit situation is different, for example? 

Senator Bricker. I would. 

Mr. Funston. Well, for example, in 1929 the loans as a percent of 
value were 9.8 percent. Today they are 1.1 percent. Member firm 
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borrowings to total bank loans for selected dates: In June 1929 the 
borrowings to bank loans were 17 percent. Today they are 2 percent. 

The public transaction study which we have completed recently 
shows that the largest single source of volume is cash transactions for 
long-term investment—the largest single item that is present in the 
market today. The amount of margin buying, while it has gone up, 
we believe has no comparison at all with what the situation was at that 
earlier day. 

Prices in terms of earnings: In 1929 you had to pay 1744 times the 
earnings of a company for a stock. Today it is about 15 times earn- 
Ings. 

In 1929 the yield on common stocks was down to 3.3 percent. To- 
day it is 4.3 percent. In 1929 bond yields were 4.8 percent. Today 
they are 2.8 percent. 

In other words, the interesting thing is that while the traditional 
relationship between bond yields and stock yields should be that stock 
yields would be higher than bond yields because there is more risk, in 
1929 stock yields were lower than bond yields. So that that relation- 
ship between the two is very important. 

At the present time, for example, the stock yields are about 133 
percent of the bond yields. In 1929 they were about 68 percent. 

In 1929 the uns vdjusted index of Standard & Poor’s 480 composite 
stocks was 201. Today that same figure is 227. But when you adjust 
it for the change in the value of the dollar, the 1929 figure becomes 167, 
and the present figure becomes 111. 

Now, another thing is that in 1929 the Standard & Poor figures of 
book value versus stock prices were 303 percent. Today they are 187 
percent. And, of course, the importance of that is that we are not 
capitalizing the earning power of our companies nearly as high today 
in terms of their physical assets as we were then. 

As a matter of fact, we made a survey on December 10, 1954 of all 
of the stocks listed on our boards, and, mind you, the average of the 
stocks at that time was high, and we found that even on that date 42 
percent of our stocks were selling below book value. 

Senator Bricker. Largely because of the plowback of earnings! 

Mr. Funston. Pardon me? 

Senator Bricker. I say that was largely due to the plowback of 
earnings and not capitalizing 

Mr. Funston. Well, it was because the investors did not think in 
terms of earning power that the stocks were worth what had been 
plowed back. As you say, I think that a lot of people have not realized. 
I have some spec ific examples here of amounts that companies have 
plowed back in earnings since the war, and they are almost as high 
as the stock is selling for at the present time. It is that same principle. 

Senator Bricker. Thank you. 

The Cuatrman. The Senator from Alabama. 

Senator Sparkman. Mr. Funston, I want to say first of all that I 
enjoyed very much your very fine and lucid statement. I was intend- 
ing to ask you the same question that Senator Bricker asked. I think 
you showed a very good contrast as between conditions in 1929 and 
now. Let me ask you just this general question : 

Are sharp fluctuations in the stock market healthy or unhealthy, or 
does it have any particular warning significance at all ? 
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Mr. Funston. I think, sir, that it is fair to say that the stock ex- 
hange would prefer to see an orderly market without sharp fluctua- 
tions. Of course, if the market fluctuates in line with understandable 
easons, such as changes in the prospect for earnings and dividends 
of the companies listed on it, then I think that is quite understandable. 
Stocks, of course, fluctuate, as I have said before, based on indi- 
vidual considerations, and as long as we are sure that those fluctuations 
represent an appraisal of the general public of the prospects of that 
company and as long as they are not a reflection of some kind of pool 
operation or of an undue amount of credit pushing it up, then I think 
that the Stock Exchange is performing its function. 

Senator SPARKMAN. I notice you have each time limited your state- 

ment with reference to the confidence of the public in that particular 
stoc *k, that particular company. 

Mr. Funston. Yes, sir. 

Senator SPaARKMAN. There — one little thing in your statement 
that attracted my attention. I do not believe you gave it here this 
morning. But you picked out one day in which the general overall 
showed a shar p increase, when as a matter of fact the majority of the 
stocks showed a decline. 

Mr. Funston. Sir, I believe the reference that I made was on the 
last day of 1954—I just picked the last day of last year to be an ex- 
ample—the stock average, the Dow-Jones average, went up a small 
percent, and on that day, ~ while the general average went up, 680 stocks, 
individual stocks, went up, I believe 330 went down. and the difference 
of some 241 stayed the same. 

But anyway, Senator, in any one day in the stock market, whether 
it goes up or down, there will be many stocks that do just the opposite 
and many that remain unchanged for reasons which are particular to 
their own industry. 

Senator Sparkman. It reflects the thinking of investors with ref- 
erence to that individual corporation and what its future may be? 

Mr. Funston. Yes, sir. 

Senator SparkMANn. As a matter of fact, is it not a rather dangerous 
philosophy to think that it represents confidence in all business or all 
undertakings or the overall economy of the country ? 

Mr. Funston. Well, sir, 1 would suppose that if people are afraid 
of the future of the country or afraid of the future of the value of the 
dollar, or what have you. that it affects their decision to some extent. 
That is where psychology comes in. It is hard to measure. 

Senator Sparkman. Yes. Mass thinking or a general fear would 
have that effect. 

Mr. Funston. Yes, sir. 

Senator SparkMaN. But I do not imagine the farmer gets much 
consolation out of a sharp increase in the stock market when he sees 
his prices going down. You would not intend to convey that impres- 
sion, would you? 

Mr. Funston. No, sir. Of course, you see, we have many, many 
farmers who are owners of our securities — 

Senator SparKMAN. Oh, yes. 

Mr. Funston. (Continuing). And, furthermore, wherever it hap- 
pens in the country it is reflected. 

Now, if you look at the price action on the exchange of the farm ma- 
chinery stocks, for example, that is quite a different action over this 
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15-month period we have here or since 1929. And textiles is another 
one. They reflect whatever is going on in those businesses—the stocks 
on the exchange. And that is one of the reasons why some stocks go 
down on certain days. 

Senator Sparkman. Yes. That is the reason you get these varia- 
tions as between different stocks? 

Mr. Funston. That is correct. 

Senator SparkMaN. Is the hope that an investor may have of get- 
ting a good dividend one of the most potent factors in his willing- 
ness to pay a higher price for a stock ¢ 

Mr. Funsron. It all depends, sir, on what the individual has in 
mind. I would say that, by and large, dividends and earnings play 
a very important part. Of course, there are some people who put a 
greater premium on long-term growth than they do on immediate re- 
turn, and that has been one reason why the blue-chip stocks have 
moved up so much more than the normal stocks—I mean than the 
average. 

Senator SparkMAN. That would particularly apply to institutional 
buying, would it not ? 

Mr. Funston. Yes, sir. 

Senator SparKMAN. Or to those who want to put the stocks in their 
portfolio as a permanent investment? 

Mr. Funston. Yes, sir. 

Senator Sparkman. I have just been handed a note calling my 
attention to the fact that nearly 400 stocks listed on the New York 
Stock Exchange are now selling for less than they were in 1946. 

Mr. Funston. Yes, sir. 

Senator Sparkman. Then if the average stock price went up as 
much as you said—50 percent, wasn’t it? 

Mr. Funston. Yes, sir. 

Senator SparKMAN. That means that a great many of them went 
up much more than 50 percent ? 

Mr. Funston. Oh, yes, very much more. And those that went up 
very much more by and large are, as I say, the blue-chip stocks, the 
long-term-growth stocks, where they yield today many of them 2 and 
3 nercent. They have been bought very largely by institutions who 
when they come into the market feel they have to buy blue clips for 
conservatism. ‘Chat is where the impact is particularly strong of the 
capital gains tax. 

Senator Sparkman. By the way, I want to ask you something about 
that. You recommended that some changes be made in the capital 
gains tax. 

Mr. Funston. Yes, sir. 

Senator Sparkman. Do you believe that the capital gains tax should 
be eliminated entirely ? 

Mr. Funsron. No, sir, I do not. I think my thinking is that is 
colored probably by an appreciation of the revenue needs of the Gov- 
ernment. 

Senator SparkMan. Well, I will say a good many people have advo- 

cated elimination of the capital gains tax saying it was an unjust 
tax. I have never quite understood if they meant ‘by that that no tax 
should be paid at all on the profit made from the sale of stocks, that 
is, either income tax or capital gains tax. 
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Mr. Funston. I would say to that, Senator, that given an ideal 
situation I believe that no tax should be imposed on capital gains, just 
as taxes are not imposed on capital gains in any other major country 
of the world. No other major country in the world has a capital 
gains tax except the United States. 

Senator SparKMAN. Well, do you not regard profit made on a 
transaction as income? 

Mr. Funston. No, sir. It all depends on how 

Senator SparkMAN. Profit made out of business is income is it not? 

Mr. Funston. Well, I would say that any profit made in securities 
by anybody who is in the business of trying to make a profit out of 
securities should be taxed at the regular income tax rate. That is his 
business. 

But, no, sir, I think that there is a difference. I do not regard 
capital as income—if it is a real capital gain like the kind you have in 
a security. A lot of other things are called capital gains. 

A recent tax study was made that came to the conclusion that capital 
gains in securities and real estate are what you might call legitimate 
capital gains. Then there are lots of other things that are termed 
that where there is some doubt as to whether they are capital gains or 
income. 

Senator Sparkman. I have time for just 1 or 2 very fast questions. 
You say other countries do not have a capital-gains tax. They do 
have transaction taxes though ? 

Mr. Funston. Yes, sir. 

Senator SparkMAN. And taxes very close to our capital-gains tax ¢ 
Do they not? 

Mr. Funston. Well, I do not know. I know they have transfer 
taxes. I am not entirely familiar with whether they have some- 
thing 

Senator SparkMAN. You do make the recommendation that the time 
limit be cut from 6 months down to 3 months ? 

Mr. Funston. Yes, sir. 

Senator SparkMaAN. Would that not simply congest it more because 
people could better afford to hold their stocks for 3 months rather 
than holding them for 6 months? Do you not think it would cut 
down the turnover rather than increase it 

Mr. Funston. Oh, no, sir. We think it would definitely increase 
the turnover, because many people who were not willing to make a 
commitment for 6 months would be willing to make a commitment 
for 3 months—many businessmen for example. 

We estimated last year, in connection with our appearances before 
the Senate Finance Committee and before the House Ways and Means 
Committee, that if the holding period were cut from 6 months to 3 
months it would increase governmental revenue—that one act—by 
$200 million a year. 

Senator SparKMAN. Thank you, Mr. Chairman. 

The CuarrmaNn. The Senator’s time is up. 

The senior Senator from New York I believe is next. 

Senator Ives. Mr. Funston, I want to congratulate you upon your 
splendid presentation here. It has been very enlightening, especially 
your contrast between 1929 and 1955. 

Most of the questions I had intended to ask you have already been 
answered by you and answered very effectively. 
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To carry on this capital-gains matter, however, I would like to 
ask you one question to start with. Do you think the present level of 
stock prices is too high ? 

Mr. Funston. Sir, I cannot answer that. I do not know. And, 
furthermore, maybe some of the professional market analysts who 
come before you ‘will be able to say, “Yes” or “No” to that. But all 
that I can say is that a year or two from now I will be able to say 
whether it was too high or not. I just do not know. 

The most that I can say is this, sir: I believe that the present market 
levels of the price of securities have been created not by undue flow 
of borrowed money or not by manipulation but represent the public’s 
appraisal at this time of the future value of the future of earnings and 
dividends. 

Now, to what extent the public would change their appraisal, to 
what extent they would take a new look at these present statistics 
of the market which contrasted with periods in the past make it look 
as though they are not nearly as high as they have been in the past, I 
do not know. 

I do not want to have anybody get the impression that I say that a 
break in the market cannot come or that the market won’t go down, 
because when people start to talk that way it is not a particularly good 
sign. 

Senator Ives. Well, you are not especially worried about the present 
level of stock prices, are you ? 

Mr. Funston. Well, all I can say, Senator, all I can do there is say 
personally and just say that I bought some stocks in January and in 
February, and as soon as I can get some more savings I am going to 
buy some more. But that is just my personal situation. 

Senator Ives. Well, that is the answer I was seeking—how you felt 
about it yourself. 

To what extent do you think the present level of stocks is main- 
tained by what I might term these artificial stimulants like the capital- 
gains tax to which you referred first in your remarks as contributing 
to the increase in stock values and stock prices ¢ 

Mr. Funston. Well, sir, I think that that particular factor of the 
capital-gains tax has affected very much the prices of certain stocks 
where there has been a rapid appreciation. I have figures here which 
indicate, for example, that we estimate there has been an appreciation 
of about $39 billion in stocks listed on our exchange alone since 1949, 
and of that about $17 billion is in 10 of the leading stocks. And we 
see the effect of that. As the price goes up, the market activity goes 
down. So that this is what the market activity is. These are individ- 
ual stocks: 3.1, 5.9, 4.0, 4.0, 4.8, 3.2, 4.5, 3.8, 7, 7.2 percent. That is 
related to overall turnover on the market of 19 percent. 

As the prices goes up, people just do not want to sell, and it does 
not make sense from the standpoint of: Well, should they or shouldn’t 
they? It is the psychology that takes hold. Nobody is going to volun- 
tarily impose a tax on himself unless he has to sell. 

One of our investment analysts—and indeed I quote in here the state- 
ment of one of them—said that between 70 and 80 percent of their 
customers just will not accept their advice to sell stocks in which they 
have a large gain even though all the investment principles of what 
makes sense indicate that they should. 
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Senator Ives. In that connection I would like to refer to that ques- 
} tionnaire you were talking about a little earlier. I saw the report in 
the New York Times regarding it. As I recall, one of the answers 


which was given to the question on the capital-gains tax was that 49 


percent I believe of the stockholders who were approached on the sub- 
ject—I do not know whether you approached all of them or not, and 
undoubtedly not—indicated they were utterly indifferent to the 
capital- gains tax. Isthat correct? 

Mr. Funsron. No, we were surprised when we saw that figure. We 
did not eidihin it would be so high. But I believe that it did not mean 
that they were indifferent to the capital-gains tax. What it meant 
was taxes in general. And I believe the question was broader than 
just the capital gains. I believe it was high personal- income taxes. 
They did not consider the tax situation very much when they were 
purchasing equities. It isn’t quite the same. I do not believe the 
question is ; quite the same as the way that you phrased it. 

Senator Ives. I probably misread it ‘then. I gathered it was the 
capital- -gains tax to which reference was made. 

Mr. Funsron. Sir, I have the exact question here now. It says, 
“Would you say that Federal tax considerations have no special effect, 
a moderate effect, or a great effect on how you decide to invest your 
savings?” So that this is capital-gains tax and all the others. And 
{9 percent of the shareowners did say that they did not think it had 
any special effect. 

Senator Ives. Well, that would include the capital-gains tax? 

Mr. Funston. Yes, ‘and the others too. 

Senator Ives. In other words, 49 percent were not disturbed about 
the capital-gains tax ? 

Mr. Funston. Apparently that is right. 

Senator Ives. And 30 percent as I recall were disturbed about it. 

Mr. Funston. Yes, sir. 

Senator Ives. At least they were disturbed about taxes definitely ? 

Mr. Funsron. Yes. 

Senator Ives. And apparently it is a small minority, comparatively 
speaking, or at least a minority, of the stockholders which is causing 
this artificial rise among these few stocks to which you have referred. 
I take it there are relatively few stocks that are really affected by 
this capital-gains tax “lock in,” as it might be termed. 

Mr. Funsron. No, sir. I would say that all those stocks that were 
affected by it were stocks in which there is a capital gain, but the 
greater the capital gain gets as a percentage, the more the effect takes 
hold. 

So that I would say that it has an effect on most all of the stocks 
and it has an especial effect on the blue chips. As it gets higher and 
higher and the supply is restricted more and more, the price swings 
go up. 

I have some other figures here which indicate that the more activity 
that there is in an individual stock—I pointed out earlier the activity 
goes down to practically nothing in these blue chips—the less wide the 
price swing. 

Now, here is one of the stocks that I mentioned in that list where 
the price swing has been 20 percent. Here is another one in the same 
list with 26 percent. These are the blue chips, investment grades, 
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and here is what their price owen have been in the month of No- 
vember and December alone: 20, 16, 26, 23, 11, 14, 16, 12, 22, 24. and 24 
percent. And then some aisada that have not had the similar great 
capital gains, the price rise has been much less drastic. 

Senator Ives. Thank you very much. 

The Cuareman. The Senator from Delaware. 

Senator Frrar. Mr. Chairman, Mr. Funston, I think the New York 
Stock Exchange should be congratulated on having Mr. Funston as 
its president. 

I wonder if the president of the New York Stock Exchange di- 
vulges the identity of his purchases to his friends. On second thought, 
I request that he not answer that. | 

Just a moment ago in talking about capital gains as being nontax- 
able for Federal income, I wondered if you would also propose that 
losses under sales would also be nondeductible. In other words, if a 
person loses in the stock exchange, would he be denied the right to 
deduct it as a loss? 

Mr. Funsron. You mean, sir, if there were no capital-gains tax at 
all? 

Senator Frear. If you had no capital-gains tax on stocks, would 
you also want the hol lers of stocks when they sold and a loss was sus- 
tained to have that be nonde ductible ? 

Mr. Funsron. Well, sir, I have given no considered thought to the 
prospect that we would have no tax at all. This is not a statement 
that I have thought out carefully. But my offhand opinion would 
be that if there were no capital-gains tax imposed that one could not 
expect any similar offset for a capital loss. 

Senator Frrar. In financing the big corporations through the sale 
of stock and also through the sale of debentures, is it your opinion 
that the companies are better off financially by selling stock or by 
issu'ng debentures 4 

Mr. Funston. Senator, it is very hard to generalize on that ques- 
tion. But from the e xperience that I have hs ad asa corporation direc- 
tor and other business experience that I have had plus what I learned 
in economies, I believe that a corporation is much better off to have 
their permanent financing as largely in equity capital as they can and 
as little in debt. 

Senator Frear. Well, by wee do you mean debentures ? 

Mr. Funston. Oh, I see. Yes, I meant debentures. Are you re- 
ferring now to convertible debentures like the American Tel. & Tel.? 

Senator Frear. Well, I meant debentures either convertible or non- 
convertible. If there is a distinction in your mind, I think you 
should state it. 

Mr. Funsron. Well, I believe that I regard a debenture as a bond. 

Senator Frear. Right. 

Funston. I mean as a fixed debt obligation of the firm. And 
so I would much rather have a corporation that I had anything to do 
with have equities rather than debt as permanent capital of that 
company. 

Senator Frear. I call your attention to the fact that, of course, in- 
terest on bonds or debentures of a corporation is tax exempt from 
corporate tax, whereas, the dividends paid on stock are not. That 
would have no significant feature I assume ? 
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Mr. Funston. Well, yes. You were asking me, I thought, Senator, 
which I would rather have. Now, as a corporation director I have 
voted for the issuance of bonds or the selling of bonds because of the 
very great incentive that is given to doing that by the tax laws of 
the country. And that is why the exchange has recommended to 

» Ways and Means Committee and the Senate Finance Committee 
that as soon as the revenue considerations permit further steps ought 
to be taken toward equalizing the advantage by doing away with the 
double taxation of dividends. 

Senator Frear. In financing through profits of a c orporat ion versus 
financing through the sale of additional capital stock by way of grant- 
ing larger div idends to its present stockholders and soliciting the sale 
of additional stock to those same stockholders, in your opinion—as a 
director maybe I should ask—would it be better to use your profits 
directly in the expansion of a company or pay oe 2m out in dividends 
to your stockholders and solicit from your stockholders that capital 
in the way of additional stock ? 

Mr. Funsi0n. Sir, 1 would like, before I answer that, to say I may 
have left an impression that 1 am currently a director of a company or 
companies. I resigned those when I went with the stock exchange. 

Of course, again, it is very hard to generalize with respect to what a 
particular company should do, Looking at it from the overall stand- 
point, we believe that the shareowners are entitled to get a fair amount 
of the earnings of a corporation paid out to them as the owners of the 
business, and the trend has been in that direction. 

Che final figures are not available I do not believe yet for 1954, but 
I think in general terms the payout will be approaching 6 )percent. It 
has been gradually going up since 1946, when it was at a low point. 

Senator Frear. Yes. I noticed in some figures here before me that 
in 1954 the dividends of all United States corporations amounted to 
a billion, which is the highest of any point in this schedule. Under 
the same set of figures the retained earnings were only $8 billion— 
down from $12.9 billion i in 1950. I think that substantiates your state- 
ment, 

Mr. Funsron. Yes, sir. 

| beg your pardon. 

Senator Frear. I thought you were going to make a comment. 

Mr. Funsron. I’m sorry. I went to sleep here. Do you want me to 
comment further ? 

Senator Frear. No one would ever accuse you of being asleep. 

Mr. Funsron. Well, sir, I have these same figures before me now 
that I did not have before. Have I responded sufficiently to the ques- 
tion, or do you want me to expand a litle bit ? 

Senator Frear. No; I think you have. I thought you were going to 
make a comment. 

Mr. Funsron. I’m sorry. 

Senator Frear. Now, the final question—and I believe you touched 
on this before when you related the financing or the acquisition of 
equity capital and cited two recent instances, the one of General 
Motors and the one of the A. T. & T., where General Motors sold addi- 
tional common stock and the A. T. & T. sold convertible debentures. 
Would you say that those two were equal as far as equity capital was 
concerned but that the different structure of the companies gave the 
directors the idea of which way to go? Why would not ‘General 
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Motors have sold convertible debentures, or why would not A. T. & T. 
have sold common stock? Is it a particular characteristic of the two 
companies ? 

Mr. Funston. Yes, sir. I would not know what was in their minds. 
But I think that it is definite to say that it was the different situations 
which the directors faced in the two companies. 

Senator Frear. Then the overall conclusion is—and I must say that 
I concur—that the stock exchange serves a very wonderful purpose for 
the economy of our country. Only last week in a weekly broadcast to 
the constituents in Delaware I advocated fuller participation by the 
people of Delaware in purchasing stock and owning part of America 
through their stocks. 

I was not trying to be an advertising agent for the New York Stock 
Exchange at all, but I was merely conveying what I thought was good 
economy. 

Mr. Funston, Thank you. 

The Cuarrman. The Senator from Connecticut. 

Senator Busn. Mr. Chairman, I join with my colleagues on the com- 
mittee in commending Mr. Funston for his competence as a witness, 
and I would just like to ask 2 or 3 questions. 

A great deal of emphasis has been laid here on the matter of common 
stocks. Is it not true that on the exchange you also have listed pre- 
ferred stocks and bonds and debentures and evidences of obligations 
of different kinds of corporations throughout the country ¢ 

Mr. Funston. Yes, indeed. We do, sir. 

Senator Busu. That isa substantial part of the business ? 

Mr. Funston. Oh, yes. Yes, sir. 

Senator Busu. Those listings are put through the same screening 
process or approximately the same screening process that is applied 
to common stocks when they are listed ? 

Mr. Funston. Senator, I 

Senator Busn. Are they put through a screening process ? 

Mr. Funston. Yes, they are. 

Senator Busu. It may not be the same one, but the purpose is the 
same? Isthat true? 

Mr. Funsron. Yes, sir. 

Senator Busu. Would you give us a brief summary of just what 
the process is? You do not have to identify it as a common stock or 
a preferred stock, but what is the general screening process that 
applies to securities that are listed on the exchange? 

Mr. Funston. Senator, the companies that wish to be listed on our 
exchange usually come and make an application for listing, and long 
before an official application is made the staff, the officers and attorneys 
for the applying company, and the officers of the stock exchange stock 
list department, talk back and forth. We take about 20 companies 
ayear. That is about the average. 

We have certain statistical criteria. Exceptions can be made but 
seldom are. In the case of common stocks a company should have 
about $7 million worth of assets. It should have earned over the previ- 
cus 3-year period an average after taxes of $1 million a year. It should 
have in the hands of the public, the general public, some 350,000 
shares. It should have 1,500 shareowners. 

In addition, it has to also, I might add, be a leader in its business 
and give promise of there being a national interest in the stock. 
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Senator Busu. Do you check the character of the managements of 
these companies to make sure you are getting honest management in 
the listed companies ¢ 

Mr. Funston. Yes, sir. 

Senator BusH. Before they are listed you make those investigations ? 

Mr. Funston. Yes, sir. And then we have certain rules which the 
company has to agree to before they list. And they sign with us a 
listing agreement. For one thing, we will not accept nonvoting com- 
mon stock. The issuance of proxy statements. The holding of an 
annual meeting within 3 months after the annual report. The provid- 
ing of an audited annual report. We try to insist upon quarterly 
reports. All of those things the company agrees with us they will do. 

Senator Busu. So that the purpose is to find out when you list 
these companies that they have a reasonable chance of success? I 
mean that they are not going bust in the next week or the next month ? 
You are not letting them list so that they can get the market to sell 
out on, so to speak ¢ 

Mr. Funston. No, sir. 

Senator Busu. They are supposed to have a chance to go ahead 
and be successful? Isthat right? 

Mr. Funston. Yes, sir. They are supposed to be leading, stable 
companies. 

Senator Bus. Are you prepared to comment on the act of 1934, 
the Exchange Act, the Federal law which has some control over the 
operations of the exchange? Are you prepared to comment at this 
time on the effect of that as you have observed it to date ? 

Mr. Funston. Yes, sir. I think that the act of 1934, the Securities 
Exchange Act of 1934, has been a great thing for the people of this 
country and for the securities industry. 

Senator Busu. I have no other questions. 

The CuatrmMan. The Senator from Illinois. 

Senator Doveras. Mr. Funston, I would like to ask you some ques- 
tions if I may on margins. I notice that on page 17 of your printed 
statement you state that the borrowings by member firms of the ex- 
change in 1954 amounted to only $1.9 billion, a little over 1 percent of 
the total value of all stocks listed. 

Mr. Funston. Yes, sir. 

Senator Doveras. If you include the loans to members of the gen- 
eral public on margin, that would raise the total by approximately 
another billion, would it not ? 

Mr. Funston. Yes, sir. 

Senator Doveias. Or making it 2 percent of total market value of 
stocks listed. But since the market is a thin market and only a small 
proportion of stocks held are actually traded in, this would be a much 
larger percentage of the actual value of stocks traded in. Is that not 
true! 

Mr. Funston. Senator, would you rephrase that in view of the-—— 

Senator Doveras. Well, your comparison is in terms of the total 
value of stocks listed. 

Mr. Funston. Yes, sir. 

Senator Doveias. What I am saying is that since only a small frac- 
tion of the outstanding shares of stocks listed are actually traded in 
and the large proportion is held, the amount of margin loans is much 
more than 2 percent on the value of stocks traded in, actually traded in. 
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That is, if you were to take the volume of shares multiplied by the 
market price to get the total value of stocks traded in, the percentage 
of margin loans would be very much higher than 2, would it not? 

Mr. Funston. Well, yes, it would be. 

Senator Doveras. Do you have any idea as to how much ? 

Mr. Funston. No, sir. One thing that we have tried to find is 
what percent of the value of the securities purchased on margin has 
been represented by the amount borrowed, but we have not been able 
to get any such figures. 

Senator Doveias. Well, is it not true that past investigations have 
shown that margin trading has accounted for between 40 and 50 per- 
cent of all public transactions when the margin requirements were set 
at 50 percent or below ? 

Mr. Funston. Yes, sir. Our public transaction study does show 
that I think about 33 percent of the total volume or 31 percent of the 
number of transactions of the exchange have been accounted for by 
margin trading. That is a figure though about which there are a 
number of imponderables. Would you—— 

Senator Doveras. Well, no; I want to follow from this. Then is 
it not true that about a third of the total volume of transactions are 
financed by credit ? 

Mr. Funsron. About a third of the transactions on these 2 days, 
these test day s last fall, yes, sir, were 
Senator Doveras. Those are fairly typical days, are they not? 

Mr. Funston. We believe so. 

Senator Doveias. Therefore, the margins set by the Federal Reserve 
Board are very important, are they not, in helping to determine the 
volume of trading ? 

Mr. Funsron. Well, sir, that is a debatable point. There are those 

ho argue that the impouitiiin of the margin requirement has a great 
impact on the volume of trading, and there are those who say that it 
does not. It is hard to be categorical about it. 

Senator Dovetas. Is it not true that when the margin which the 
purchaser is required to put down is diminished and therefore bank 
credit is increased that the volume of trading increases too, that the 
two go together? 

Mr. Funsron. I don’t—— 

Senator Doveias. One may be cause and one may be effect, but 
is that—— 

Mr. Funsron. I know there is some debate as to just what effect the 
changes in margin requirements have on the volume of trading. 

Senator Doveias. I may say that, as I read the very interesting 
material prepared by the st: aff of this committee, that conclusion comes 
out. 

Now, may I ask this: The requirement was formerly for some years 
that ms irgins were to be 75 percent, 25 percent bank credit ? 

Mr. Funsron. Yes, sir. 

Senator Doveias. And then in the winter of 1953 this was reduced 
to 50 percent. Isn’t that true? 

Mr. Funston. Yes, sir. 

Senator Doveias. Making it possible with the same amount of cash 


to buy an additional amount of stock through credit. Isn’t that true? 
Mr. Funston. Yes, sir. 
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Senator Dovenas. Do you think this had an effect of increasing the 
p irchase of stock ¢ : eet vue 

Mr. Funsron. It is my personal opinion, yes, sir, that it did have 
in effect. 

senator DouGLAS. That it did? 

Mr. Funston. Yes, sir. 

Senator Doveias. Did you favor the reduction in this margin 
from 75 

Mr. Funsron. Oh, yes, sir. Definitely. 

Senator Dovetas. Now, on the 4th of January of this year the 
Federal Reserve raised the margin from 50 percent to 60 percent. 

Mr. Funsron. Yes, sir. 

Senator Doveias. Did you feel that was a wise move ? 

Mr. Funsron. I stated at the time, sir, that I did not. 

Senator Douenas. On mature reflection do you 

Funston. Yes, I did. It seemed to me that at that time the 
mount of credit in the market—for reasons that I have given and 
on the figures that I have—was relatively small, and I did not see 
how, if it was primarily a cash market, a change in the margin require- 
ments would change the situation very much. 

After hearing Mr. Martin say a few days after the announcement 
was made that they had no intent in mind by raising the margin re- 
quirements to try to influence the level of the stock market—because 
I don’t think margins can do that—I felt much better about it. 

And in connection with that, the Federal Reserve, Senator, is the 
organization that has a much broader view of the total credit picture 
than we do. 

Senator Dovetas. Well, Mr. Funston, the volume of cash payments, 
cash trading, is not as large as one would believe from your statement 
on page 17. The statement on page 17 would seem to indicate that 
since members only purchase on margin mounting to 1.1 percent of 
the market value of stock that the margin requirements are relatively 
unimportant. But we have just brought out that about a third of the 

tock traded in has been purchased on margin, so that the 1 percent 
analogy—or the 2-percent analogy—does not hold. It is approxi- 
nately a third. 

And is it not also true that so far as the public is concerned when 
the margins go down to, say, 50 percent, then you have among their 
purchases somewhere between 40 and 50 percent made on margins? 

Mr. Funsron. Yes, sir. According to the latest transaction study 
it was about 52 percent I believe. Of course, if I just may say one 
thing, one of the reasons why the 1.1 figure is emphasized is that that 
is the traditional figure that has been used and against which we have 
comparisons in the past. 

Senator Dovcnas. I want to suggest that it is a misleading figure, 
because it is not the total value of stock but the total value of traded 
stock. What you have is a tremendous amount of stock which is not 
traded in and which by being kept off the market does not enter into 
the supply and demand, which, as you say, determines market price. 

Mr. Funsron. The use of the percentage, Senator, does enable us 
to see where we are compared to where we have been in periods in the 
past. 
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Senator Dove.as. I suggest that in the future you make it as a 
percentage of the value of stock traded in, of actual stock traded jj 
bought and sold, not listed. 

Mr. Funston. Yes,sir. May I just make one point ? 

Senator Douatas. Yes. 

Mr. Funsrow. With respect to this credit regulation, the Federal] 
Reserve, as I said, has a much broader picture. They are responsible 
for credit everywhere. And we believe that the administration of 
that is in competent hands. 

Senator Dovetas. Is it also true that in addition to the loans to 
brokers and customers for the express purpose of carrying securities 
that the Federal Reserve in a tale it made for this committee found 
that an additional $3 billion of other loans were collateralized with 
securities? Isthat not true? 

Mr. Funston. That is true; yes, sir. 

Senator Dovetas. And is it not possible that a considerable portion 
of these loans of $3 billion on which securities were used as collateral 
was in fact used for the purchase of collateral even though not ex- 
pressly stated ¢ 

Mr. Funston. Well, sir, under regulation 

Senator Doveras. Used for the purchase of stock. Pardon me. 

Mr. Funston. Under regulation U, which controls those so-called 
nonpurpose loans on the part of the banks, the banks are not supposed 
to make those loans if the intent of the person is going to be to buy 
stocks, and they have to sign a—excuse me, sir. 

Senator Dovenas. Go ahead. 

Mr. Funston. They have to sign a statement saying—the individ 
ual does—that in good faith the money that they are borrowing by 
this means is not going into the stock market. Now, I have no way of 
knowing to what extent that is being——— 

Senator Doveras. Do you think that is observed 100 percent ? 

Mr. Funston. I really do not know, sir. I do not know. That is 
not in my bailiwick. I mean some of the bankers that I have talked 
to about the problem say that they think that it is very small. 

I think that one of the contributions, one of the many contributions, 
made by the committee is getting the facts on areas like that which I do 
not know about and which do not fall within the area of my responsi- 
bilities. 

Senator Doveras. One final question, Mr. Funston. We have had 
about 2 months pass now since the margin requirements were raised 
from 50 to 60 percent. After 2 months’ deliberation do you now think 
that the change in margin requirements was unwise ? 

Mr. Funston. Well, sir, I don’t like to second- -guess myself. At 
the time I did not think it should be done. The Federal Reserve did 
it. They are the authority that is responsible for determining it. 
And it is done. I think that in general it will show that during that 
period, in the period since then, the level of the borrowings has gone 
down. I mean it has not continued to increase at the same rate. 
Whether it is cause or effect I do not know. 

Senator Dovetas. Would you like to see the margin requirements 
raised to 75 percent ? 

Mr. Funston. At this time; no, sir. 

Senator Dovetas. Why not? 
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Mr. Funston. Because I do not believe that there is an excess use 
f credit in the market at the present time, or I do not believe as of this 
moment that there is a sufficient danger of that occurring in the near 
future to warrant such an increase. Now, I might change my mind in 
a week. I donot know. 

Senator Doveias. Let me raise this fundamental question. Why 
shoul 1 the purchase of stocks be financed at all by bank credit? W hy 

hould not the purchase of stocks be financed out of individual sav ings, 
from income ? 

Mr. Funston. Well, that is a broad economic problem, sir, that I 
do not feel qualified to answer. I will answer in terms of the way 
some of our people in the business feel. They say that they do not 
know why people should not be encouraged by credit to save their 
money as much as to buy something that is expendable. I do not 
know whether that is an answer or not. 

The Cuairman. The time of the Senator is up. In fact, he ran over 
a couple of minutes. 

Senator Doveias. Lamsorry. I ask to have that deducted. 

The Cuamman. The Senator from Maryland. 

Senator Bratt. Mr. Chairman, I think the subject has been very 
well covered, and I also want to add my congratulations to Mr. Fun- 
ston for his frankness and the intelligent manner in which he has 
answered these questions this morning. It leads me to ask one ques- 
tion. 

You said a little while ago I believe that a survey showed about 33 
percent of the people understood what common stocks were. 

Mr. Funsron. Yes, sir. 

Senator Bratt. Do you feel that hearings of this kind will help to 
educate the American people in the values or what common stocks 
are and perhaps the value of investing in common stocks of corpora- 
tions of their country ? 

Mr. Funston. Yes, sir; I do. That is one of the reasons why we 
are so happy to be here, because we feel that it will be a big step for- 
ward in telling people about the great opportunity they have. 

Senator Bean. Then there is another thing I wanted to ask you. 
Comparing 1929 with 1955, do you not have a new group of clients 
or customers? I mean today you have insurance companies, banks, 
and building and loans, or some building and loans, and also labor 
unions and welfare funds that are investing in common stocks today. 
They have given you a new source of clients that are coming in. Do 
you think that that has helped a lot to stimulate the market today— 
this new group of customers ¢ 

Mr. Funston. Oh, yes, sir. These customers bought $3 billion 
worth last year, $2 billion on our exchange. They own already 28 
percent, we estimate, of the total securities listed on our Exch ange. 
And I think that it is a very healthy development. I think that it 
poses an added responsibility on all of us to make sure that future 
financing on the part of corporations is in the equity route so that 
a continuing and increased supply of stock can be put on the market 
so that there will be enough av: ailabia for institutions and other peo- 
ple to buy without causing the price to be pushed up too much. 

Senator Beaty. The broadening of State laws in many States has 
permitted these different corporations to come in. Do you think that 
has helped to encourage these people ? 
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Mr. Funsron. Yes, sir, it certainly has, sir. And many are not 
taking full advantage of the opportunity—life insurance companies 
particularly—that has been given to them by the States. 

Senator Brats. Thank you, Mr. Chairman. That is all. 

The Cuarrman. The junior Senator from New York. 

Senator Leuman. I want to ask you 1 or 2 questions. You testi 
fied, I think very soundly, that trading of securities is subject to sup- 
ply and demand like any other commodity. 

Mr. Funsron. Yes, sir. 

Senator Lenmay. Is it not a fact that there has been a very great 
increase in the number of shares and in the wide distribution of those 
shares because of various steps that have been taken notably by the 
large companies through splitups, through stock dividends, through 
increased capitalization and other factors? In other words, companies 
like General Motors, Sears & Roebuck, United States Steel, A. T. & T., 
and Du Pont, have vastly increased the number of shares which are 
now in the hands of the public ¢ 

Mr. Funston. Yes, sir. 

Senator Leuman. Well, would that not be an element of safety 
against any efforts to manipulate the stock market? The more shares 
there are, it seems to me, the wider the distribution is, the safer we 
are against manipulation. Isthat not a fact ? 

Mr. Funston. I believe that is true; yes, sir. 

Senator LenmMan. You made mention of the Dow-Jones average 
and compared the prices today with the prices in 1929. Since then, 
as I have outlined here and as you have mentioned, there has been 
a great increase in the number of shares that are in the hands of the 
public. 

Mr. Funston. Yes, sir. 

Senator Lenman. Is that average weighted to give effect to this 
greatly increased number of shares in computing the averages? 

Mr. Funston. Senator, I just do not know. The computation of 
that average is a very complicated thing, and I do not know the 
answer to that, but I will be happy to get it and send it to you. I just 
do not know. 

Senator Lenman. I think it would be very interesting if you would. 

Mr. Funston. I will send it to you. 

Senator Lenman. I want to ask you a few questions in the hope of 
clearing up a great deal of ignorance and vr ehension with regard 
to the operations and the functions of the New York Stock Exchange. 
I think in the minds of a great many people there is an impression that 
the stock exchange is either a monopoly or an irresponsible body. I 
think there is a feeling that in some way or other the brokers on the 
floor of the exchange or the brokerage houses can really on their own 
initiative engage in manipulation of securities on a large scale. 

Am I right in my belief that the brokers on the floor who execute 
orders for the sale of securities, generally speaking—and I know there 
are some exceptions because of specialties—but generally speaking do 
not own the stock which they are offering for sale? 

Mr. Funston. Oh, yes, sir. That is correct. There would only bea 
very few people who would own stock themselves that they would sell. 
A very, very small percentage. 

Senator Leaman. There is also an impression in the minds of a 
great many people that when a man owns a stock for which he has paid 
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2100 a share, and because of circumstances he offers that stock at a time 
a serious decline has already taken place and he can get only $50 a 
share, that somehow or other in some way somebody m: akes $ $50 on the 
trade. Now, is that not a fallacy? 

Mr. Funston. That is, sir. Well, I would s say that if the man buys 
it at 50 and then it goes to 75, he makes some money eventu: ally, but as 
a result of that deal, ves, sir, I think that is right. 

Senator Lenman. But it is exactly the same w ay as if a man dealt 
in real estate or in steel or what not. 

Mr. Funston. Yes, sir. 

Senator LenmMan. But the fact that the man has lost $50 does not 
mean that at that time somebody takes over that $50 which he has lost. 

Mr. Funston. Yes, sir. 

Senator Leuman. I think there is a very great misapprehension 
about that. 

Mr. Funston. Yes, sir. 

Senator LenMan. I want to ask you one more question. You spoke 
about the facilities of a broad market making possible the sale of 
securities by large companies like the A. T. & T. and General Motors 
and a great many others which we could mention. But is it not a fact 
that the stock exchange, save for the fact that it provides a wide mar- 
ket, wide facilities for trading between various people, has nothing 
whatsoever to do with the sale of the stock? Is that stock not sold 
either by the company direct to its stockholders or by the company 
through investment banking firms or brokers which in turn make an 
offering to the public but that there is no part that the stock exchange 
has in that transaction save that it provides a market for later trading 
in the securities ? 

Mr. Funston. That is correct, sir. Yes, sir. 

Senator Lrumwan. Now, one other question. My recollection of the 
stock exchange and investment banking generally is a little hazy since 
I have been out of that field for 26 or 27 years. But as I recall it, I 
think one of the great evils of trading in the stock exchange, trading 
in securities, and one of the great means by which unscrupulous people 
forced this stock to a higher level or to a lower level, if you will, 
through manipulation, was that they were permitted to make matched 
or wash sales—I am not sure what term is used now—which was simply 
a conspiracy between men, but it was pretty widely followed by cer- 
tain groups. 

Am I not right in saying that that kind of a transaction is com- 
pletely prohibited by the stock exchange and that any infraction of 
the rule would subject a man to very serious punishment, possibly 
expulsion ? 

Mr. Funston. Yes, indeed, by the rules of the stock exchange and 
by the Seeurities and Exchange Act of 1934, yes, sir. 

The CuarrmMan. Senator, your time is up. 

The Senator from Maine. 

Senator Payne. Mr. Chairman, Mr. Funston, I want to join my 
colleagues in commending you for what has been a very informative 
statement that you have | given and also for the forthright answers 
that you have given to the members of this committee which will be 
very helpful. 

I wondered if you would care to comment as to the number of those 
who are listed on the exchange who have entered into so-called stock 
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splits, whether or not there has been an increased number of com- 
panies that have worked into that situation within a recent period or 
whether or not it is normal to the general pattern. 

Mr. Funston. Well, of course, I think, Senator, that the splitting 
of shares is quite a normal practice when the value of the shares, the 
market price of the stock, goes up and when business prospects are 
good and when the corporations wish to broaden the base of their 
share ownership. And the fact that the prices have gone up and 
prospects are good, and so on, has meant that within the past year I 
would say there have been more than an average number of stock 
splits. 

In connect ton with stock splits, in our listing agreements with com- 
panies they have to come back and apply to the stock exe hange for 
the listing of any additional securities which have been created a 
result of the split, and we have definite rules and regulations hich 
govern those. 

In the recent past there have been a number of companies that 
wanted to split their stocks and we would not agree with them. We 
have certain requirements which we think in the public interest should 
govern. And when in the opinion of the exchange they do not meet 
those, we say that we don’t think we ought to list the additional shares. 

Senator Payne. Well, now, Mr. Funston, officers of some of the 
larger corporations are often given options or provided options to pur- 
chase large blocks of that company’s stock. 

Mr. Funston. Yes, sir. 

Senator Payne. I wonder if you care to comment as to whether or 
not this might in any degree le: id to decisions by those same executives 
which would not be basic ally sound and which might result eventually 
in an upward trend in the value of those stocks on the market. 

Mr. Funston. If I may divide that into two parts, with respect to 
stock options the exchange has adopted the policy that any time a 
listed company wishes to give stock options it has to be submitted to 
and approved by the stockholders first. So that from the exchange 
viewpoint we believe that any stock-option plan that has been sub- 
mitted to the stockholders and the stockholders who are the owners 
of the business have approved is what the corporation should do. 

So that whether stock options are granted or anything like that, 
problems related thereto, is not in our jur isdiction. 

If I might answer your question on a personal basis, however, I 
would say that in the experience that I have had in corporations before 
I came to the stock exchange where stock options were given the execu- 
tives, it resulted in an increased interest in the executives, in the man- 
agement, and progress of the business. And I believe that under the 
1934 act, sections 16 (a) and 16 (b), relating to the disclosure of officer 
transactions, and so on, show that the Congress sought to take care of 
the kind of manipulation that I believe you had in mind that might 
arise out of the ownership by insiders and directors of large blocks of 
stock, whether they acquired it the normal way or through a stock 
option. 

Senator Payne. Well, what I had in mind basically, Mr. Funston, 
I think you will gather, i is that of course it is possible if a person is so 
minded and secures a substantial block of stock in a corporation and 
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res to speculate or has that in his mind, they of course can by the 
licy of the executive board determine a dividend structure of a type 
it normally would cause an upward trend in the value of that stock 
ling toward the time when they might want to dispose of it. I was 
ist wondering whether or not this practice, from your understanding 
t, has been pretty well regulated so that that does not normally 
ppen in the general course of events. 
Mir. Funston. I really am not in a position to say, Senator. I do 
not know. 

Senator Payne. I wondered whether or not there were sufficient of 

ose cases so it might have an effect upon the trend of the market. 

Mr. Funston. I do not have that impression, but I have not studied 
the subject, so I think I had better say I just do not know. 

Senator Payne. That is all I have, Mr. Chairman. 

The CHarrmMan. The Senator from Oklahoma. 

Senator Monroney. Mr. Funston, like all of the other members | 
certainly appreciate the information and the many points that you 
have helped make clear. 

There was one in the beginning. I wonder if the purchase of s‘ock 
which you mentioned that you were still making was on the monthly 
investment plan which you have featured in the operation of the stock 
exchange. 

Mr. Funsron. One of the purchases was, yes, sir. 

Senator Monroney. One thing that rather disturbs me is that, in our 
discussion we go back to 1929 on almost every question, and on almost 
all our statistics, to find that in 1929, according to your testimony, the 
price of stocks listed then was 17 times their earnings and in 1955 
the price of listed stocks was 15 times their earnings. I am worried 
about going back to 1929, because I think it is as unrealistic to use any 
figure of that period as it would be to use the behavior of an alcoholic 
on a lost weekend in comparison to what a sane and sober man 
would do. 

I wonder if there are any statistics that later could be available to 
to more nearly approximate a general average in the preinflation 
period, before the events that led up to the crash that gave us the worst 
depression in our history. 

Mr. Funsron. Yes, sir. I have dwelt so much on 1929 because thaf 
was the specific question which was asked, but I agree with you. I 
mean the dissimilarities are very great between 1929 and now. I 
have those same figures, some that I was quoting, on prices in relation 
to earnings and dividends and so on for the periods other than 1929, 
more recent than that, which I would be glad to recite now if you want. 
me to. 

Senator Monroney. I would like to know what you consider per- 
haps a normal base period between the two wars so we could get 
something that was worthwhile to us in comparing the general level. 
rather than the awful hysteria and the prices that were then reflected. 

If we go back to 1929 and say, Well, stocks are not out of line in 
comparison to 1929,” it is like comparing a fever of 105 with a man’s 
health at the present time. 

_Mr. Funston. Well, Senator, I do not know that any particular pe- 
riod would be comparable to this. It is very hard to say. But I have 
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picked here the first quarter of 1937 and the second quarter of 1946 as 
being periods in the past when the level of the stock market was re- 
garded as fairly high, and I have the comparisons on that basis if you 
would like to have me give them. 

Senator Monronry. Do you have any between, say, 1924 and 1927, 
before the market went on the binge that it did? 

Mr. Funston. No, sir, I do not, but we can get those, and we can 
compile those statistics and submit them to you. 

Senator Monroney. I hate to burden the record, but I do think since 
we have heard so much about 1929, it would be of vast help to the com- 
mittee to try and establish some historical pattern with which we can 
compare the present with the normal pattern. 

Mr. Funston. We will be very happy to supply those. 

Senator Monroney- I would appreciate that. 

(The information referred to follows :) 


New YorK Srock EXCHANGE, 
New York, N. Y., March 9, 1955. 
Hon. J. WILLIAM FULBRIGHT, 
Senate Committee on Banking and Currency, 
Washington, D.C. 
Dear Senator Futsricut: During my appearance before your committee 
Thursday, interest was expressed in various stock-market indicators for years 
prior to 1929. Here are some comparisons of the past decade of the 1920's, in 
terms of annual averages. 
Stock Prices: The Standard & Poor’s Composite Stock Price Index (480 com- 
mon stocks) and the Dow-Jones Industrial Stock Averages show the following: 
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pehatisea hse. 121.5 173.6 
1921 58. é 72.7 1946 139.9 187.8 
1922 71.5 91.0 || 1947 123.0 | 175. 1 
1923 72.9 } 95.6 |} 1948.__. 124.4 179.3 
1924 ; 76.9 | 104.4 || 1949_- 121.4 181.0 
1925 94.8 ORR Re. 58s 146. 4 216.2 
1926 105. 6 | 150.9 |; 1951_..... ameaniial 176. 5 257.7 
1927 124.9 177.6 || 1952........ $3. 187.7 275.2 
1928 s 158.3 “it eer 189. 0 274.6 
1929 at 200. 9 200.0 || 1064............ ; 226. 7 312.1 


Yields: In terms of yields, the following comparison is between Moody’s 125 
industrial stocks and Moody’s Aaa corporate bonds: 





Year Stocks | Bonds Year | Stocks | Bonds 

Percent Percent | | Percent | Percent 

1920 5. 54 6.12 || 1945 -- sa aaa 4.00 | 2. 62 
1921 5 5.97 || 1946 ; sah } 3. 75 | 2. 53 
1922 5. 37 | SOA Te Es oo --| 5. 06 2. 61 
1923 5.12 || 1948 : — 5. 87 | 2.82 
1924 5. 06 1949 oot. Ss | 6. 82 2. 66 
1925 4.88 || 1950 - ae 6 51 | 2. 62 
1926 _. 4.73 || 1951 wie 6. 29 | 2. 86 
1927 4.57 || 1952 Sos SF ft 5. 55 | 2, 96 
1928 3. 8 4.55 || 1953 ..-- ea Sree 5. 51 3.20 
1929 3.8 4. FB 1 BOOS oicncc...Gcessd desis 4. 66 | 2.90 
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price-earnings ratio: Moody’s industrial stock price-earnings ratios for the 


same periods (annual averages) follow: 


Year Ratio i Year Ratio 
a 120 . ‘ 8.3 | 1945 16.2 
1921 () 1946 14.1 
; os 13.8 || 1947 8.7 
3 3 9.3 | 1948 _ 6.8 
4 } 10.7 || 1949... | 7.1 
¥ } S.u 1950 6.8 
4 mf 10.5 || 1951 | 9.6 
2 ; eel 13.5 || 1952 10.5 
28 ; 14.2 || 1953 9.9 
129 tol pitt ch lack bess 16.3 || 1954._.___. me 11.8 
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Further detail is, of course, available in the publications of Standard & Poor's 
Corp.; Dow-Jones, Inc.; and Moody’s Investor Service. In addition, many 
of these series are charted in the periodic chartbooks of the Federal Reserve 
System. 
ro these data will be helpful to your committee. If you require any further 
information along these lines, I shall be pleased to provide it 

Sincerely yours, 
G. Keira FUNSTON, 

Senator Monronry. I noted in the testimony your very cogent and 
logical paragraph that the reason stock prices change is basically sup- 
ply and demand. If more stock is bid for than is offered, the price 
will goup. If more stock is offered for sale than is bid for, the price 
will decline. But throughout your testimony I find two currents run- 
ning: One, your complaint about the restriction of credit, your disa- 
creement at least with the wisdom of the restriction of credit. by the 
I‘ederal Reserve; and two your feeling that more tax benefits should 
be extended to those engaged in buying and selling of shares. You 
feature in almost all your testimony the desire to get more investors 
into the market. At the same time, however, you complain rather 
strongly that the issuance of new securities has not kept pace with the 
number of investors coming into the market. 

You have circulated the brochure from which Senator Fulbright, 
the chairman, has read, about encouragement of this investment in 
securities and state that there has been an increase of more than one 
million shareholders. But in encouraging the demand, what have you 
done to encourage the supply ? 

Mr. Funston. Senator, if I might, before I respond to that, I think 
I gave a wrong impression to the committee if the committee thinks 
that IT have been complaining about the Federal Reserve raising the 
margin rates. The Federal Reserve and the Exchange have the same 
objectives. We want to prohibit any excess speculation in our market 
that might come about as a result of an unsound issuance of credit. 
The Federal Reserve and not we are the ones that have been given.the 
responsibility by the Congress to determine that, and they have a 
broader picture, and whatever they decide we will abide by. 

Getting on to the next point, with respect to what our suggestions 
are with respect to the supply, increasing the supply of securities, they 
= basically twofold : One, that the rate ‘of the capital gains tax should 
be reduced to get people to be willing to sell securities. And the second 
one is that corporations should be induced to issue new securities. 
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Now, the higher level of the stock market itself, in general, and it 
it is sustained, in itself will be an inducement, because a corporation 
executive does not want to sell stock, what he calls “dilute the equity’ 
of his stockholders, if his stock in terms of the market value is selling 
below the book value. But as the stock prices rise and as the corpora 
tion gets above book value and the corporation executive thinks, “Now 
i can sell stock without diluting my equity,” he is more apt to do so. 

We have had recent examples—General Motors and the Alumi 
num Co, 

Then, the third thing that could be done would be to lessen this im 
pact of the double taxation of dividends, which provides an incentive 
for management to issue bonds rather than to issue stocks. And if 
we could return to the situation that was prevalent prior to 1936, where 
Shere was no substantial duplication or double taxation of dividends, 

: believe that that would be an added inducement for corporations 
ti issue stocks instead of to sell bonds. 
nator Monroney. But on the one side you are conducting a drive 
to ‘bring more investors into the market—and the very elevation of 
the stock market itself draws perhaps hundreds of thousands of people 
into the stock market—but nothing constructive is being done to in- 
crease the supply that would give you the normal supply-and-demand 
relationship. 

Mr. Funsron. Well, except that as the market goes higher in itself 
it increases the supply. Then, as I say, we believe that the supply 
should be increased also by this tax relief that I have been talking 
about. 

Senator Monroney. Well, it does not increase the supply on a stock 
split. The supply is still there. It is just in smaller denominations. 

Mr. Funsron. Yes, sir, that is right. 

Senator Monroney. Only the new issues, such as A. 'T. & T. and Gen- 
eral Motors, represent new investment securities, supply of securities, 
to meet the demand. In your testimony I think you pointed out that 
now the debt ratio to your listed corporations is three and a half times 
against the equity. Is that correct ? 

Mr. Funston. Yes, sir. That is in new money—new money issued 
by the corporation. 

Senator Monroney. If you, through your board of governors or 
your policy, or your public statements, could encourage a greater re- 
liance on equity capital, which you advocate, and a broadening of the 
base, you would relieve this bank credit of the drain or of the load 
of three and a half billion, you would automatically increase the 
supply, and then your law of supply and demand would work in a 
pormal relationship, would it not ? 

Mr. Funston. Yes, sir. Well. in everything that we do, in all of our 
public statements and so on, we have been trying to emphasize just 
that—that corporations are going to need tremendous amounts of new 
capital, that for their own soundness it ought to be through the equity 
route. Indeed, if we are going to supply that new capital, the institu- 
tions can’t do it. It has got to be the people of this country who come 
in to supply it, to purchase the issues. 

Senator Monroney. The people are ready to supply it—as indicated 
by a million new investors and the demand for stock that is apparently 
unprecedented. But nothing is being done to increase the supply of 
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«ks—which must be done and can only be done by the corporations 
themselves. Is that not true? 

Mr. Funsron. That is right. 

Senator Monroney. If they do not increase the supply, if we con- 

e to add a million new investors and fiduciaries and other groups, 
then it will mean more and more people in the marketplace bidding for 

e same amount, or virtually the same amount, of common stock, 
4 which would mean a continued elevation of the market based on the 
law of supply and demand and not necessarily on the earnings of the 
corporations themselves. 

Mr. Funston. Yes sir. 

Senator Monroney. But basically the value of a stock does go back 
9 its earning power in a normal market of supply and demand, does 
t not # 

Mr. Funsron. Yes sir. 

The CuarrmMan, The Senator’s time is up. 

Senator Morse. 

Senator Morse. Mr. Funston, does our American corporate system 
operate on a fiscal policy of deficit spending ¢ 

Mr. Funston. Will you repeat that, Senator ? 

Senator Morse. Does our American corporate system operate on a 
fiscal policy of deficit spending! 

Mr. Funston, Do you mean by that do they spend more money than 
they take in? 

Senator Morse. Well, I will rephrase my question. Do they operate 
on the basis of credit ? 

Mr. Funsron. Yes,sir. Yes indeed. They do. 

Senator Morse. That is a good capitalistic practice, isn’t it ? 

Mr. Funsron. Yes sir. 

Senator Morse, Would you say that the stock market is hitched to at 
least some degree to defense spending in America today ? 

Mr. Funston. I would suppose that it all depends on individual 
companies, I would say that insofar as some companies have a siz- 
able amount of defense contracts that of course it has an influence on 
their business. 

Senator Morse. Well, let’s take two companies, X and Y. X has 
defense contracts; Y doesn’t. Is Y to any extent affected by the busi- 
ness of X when you look at our economy as a whole ? 

Mr. Funston. You mean Y does not have 

Senator Morse. Does not have defense contracts, but X does. 

Mr. Funston. I would suppose that if business were good generally, 
sure, Y would be affected, because I mean they would have customers 
buying. 

Senator Morse. If we today took out of the American economy de- 
fense spending, what do you think would happen to the stock market ? 

Mr. Funston. I don’t have the faintest idea, sir. 

Senator Morse. You do not think it would have any reaction ? 

Mr. Funston. Oh, undoubtedly it would have a reaction. What 
the reaction would be I just do not know. 

Senator Morse. I think I’m a better guesser than you are then. Of 
course, that whole Government spending i is based on the good capi- 
talistic practice of deficit spending, is it not ? 
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Mr. Funston. Well, the Government is running a deficit, yes, sir, 

Senator Morse. You think then that it would be an extreme ob- 
servation to hold to the point of view that to some extent the Amer- 
ican corporate system then is enjoying a form of a Government subsid) 
at the present time through defense spending ¢ \ 

Mr. Funston. That is too broad an area for me, Senator, to get 
into. I just don’t know. 

Senator Morse. Well, I wanted to give you an opportunity. You 
are making the record, I’m not. 

Mr. Funston. Yes, sir. 

Senator Morse. Do you think that the Government spending helps 
reduce the risks of stock investment ? 

Mr. Funsron. I think it all depends, Senator, on the impact on an 
individual company. I just think it is very hard to generalize. 

Senator Morse. Do you think, Mr. Funston, that the capital-gains 
tax is one means through law of distributing wealth ? 

Mr. Funston. Yes. sir. 

Senator Morse. Do you think that a broad and deep base of purchas- 
ing power on the part of consumers as a whole is essential for the 
maintenance of a good stock market ? 

Mr. Funston. I would say that it is essential to the welfare of the 
country. To the extent that the stock market is sound because the 
country is sound I would say it would have an influence. 

Senator Morse. Well, you would not argue, would you, Mr. Fun- 
ston, that you a have a healthy stock market if you had an 
unhealthy economy ? 

Mr. Funston. Pardon me, sir? 

Senator Morse. You would not argue that you would have a healthy 
stock market if you had an unhealthy economy as far as the mass of 
consumers are concerned ? 

Mr. Funston. No, sir. I think that the stock market is a reflection, 
by and large, of the general prospects for earnings and dividends of 
the corporations that are listed on it. 

Senator Morse. Do you think there would be any justification for 
anyone to hold to the point of view that there might be a political 
motivation in part behind a speeded-up program for installment buy- 
ing of stocks in that if millions of Americans own a few dollars of 
stock they might not be so enthusiastic about a political program that 
would seek to impose legislative restrictions upon business abuses / 

Mr. Funston. Senator, I don’t follow. You are saying is there a 
political motive behind—— 

Senator Morse. No, my question was do you think there would be 
any basis for the observation on the part of anybody that there might 
be that motivation ? 

Mr. Funston. That there might be motivation to do just what? 

Senator Morse. A political motivation—wage an intensive national 

campaign for installment buying of stocks on the part of millions 
of Americans so you could get many of our citizens to own a few 
dollars of stock and that would have a political effect on them when it 
came to supporting or not supporting legislation that would seek to 
oh ice restrictions upon business abuses? 


Mr. Funston. May I ask another question to get clearly what you 
have in mind? 
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Senator Morse. Ask any question you want. If I can answer it, 
I will. 

Mr. Funston. Do you have in mind by that reference to install- 
ment buying the monthly investment plan that the members of the 
New York Stock Exchange have made available in the past year? 

Senator Morse. Yes, and the propaganda program in American 
business today to get people, for example, to buy a few shares 
of private utilities stock—as a pretty good backlog for a check on a 
power program that many people might think ought to be one in 
which the Government cooperates. 

Mr. Funston. I would say with respect to that installment program, 
that reference, that that monthly investment program does not involve 
the use of credit at all. It is not an installment program. The idea 
behind it is for people to take a certain amount out of their current 
income and buy stock. They own everything they have. There is no 
credit involved at all. 

And insofar as your question relates to that particular program, 
I can assure you that there is no political motivation of any kind 
behind that except what we believe is good for America, good for 
the people of this country and therefore good in terms of for the New 
York Stock Exchange and its community. 

Senator Morse. And to the extent you are successful in getting 
millions of Americans to own a few shares of stock in various cor- 
portions—you might have, for example, private utilities interests— 
you see no possible cause or effect resulting in political—— 

Mr. Funston. Sir, I don’t know about the utilities, but I know 
this—and this has been said by somebody—that the only trouble with 
capitalism is we don’t have enough capitalists. And I believe that 
one of the greatest things for our country would be if every American 
who could afford to take the risk could own a share of American busi- 
ness. I think it would be a great thing for our country. 

Senator Morse. Let me assure you I think there is nothing wrong 
with enlightened capitalism. I think it is the only way we can pre- 
serve political freedom of choice for the individual. But Government 
has a terrific responsibility to see that capitalism does not turn into 
monopoly. That is one of the checks we favs got to maintain, 

Mr. Funston. Yes, sir. 

Senator Morse. So when we are talking now about the regulation 
of the fiscal structure of American business we are always dealing 
with the problem of those minimum checks necessary to prevent the 
spread of monopoly. 

Mr. Funston Yes, sir. 

Senator Morse. And that is why I raised this question with regard 
to the political effects of a highly developed, propagandized program 
for the purchase by millions of Americans of just a few stocks. So 
many of them might get the idea that they really have a real stake in 
the stock structure. 

From the standpoint of the business concerned, what is the advan- 
tage of your installment program ? 

Mr. Funston. Well, sir, it isn’t an installment program. It is a 
pay-as-you-go plan. In other words, my interpretation of “install- 
ment” means that the use of credit is involved. There isn’t any use 
of credit involved here. 
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I think from the standpoint of business it is to their advantag 
because they broaden the number of owners that they have. They 
get many, many more owners. And, of course, one of the things 
that corporations look at is that they are prospective customers. They 
are areas of good will. 

Senator Morse. What percentage of the exchange business is done 
by the New York Stock Exchange in comparison with the percentage 
that is done by local exchanges ? 

Mr. Funsron. You limited that question to stocks listed on the New 
York Stock Exchange. From the latest figures that we have of the 
stocks listed on the New York Stock Exchange, our volume in terms 
of dollars is about 83 percent. The regional exchanges do about 8 
percent, and 6 or 7 percent is done in the over-the-counter market. 

Senator Morse. Well, in view of those monopolistic characteristics 
then, would you dispute the absolute necessity of Government main- 
taining control over the New York Stock Exchange by minimum 
requirements necessary to protect the public interest ? 

Mr. Funsron. Let me answer that two ways, Senator. We do not 
believe that is a monopolistic situation. And No. 2, we think—I have 
already said that—that the Securities Act of 1934 was a good act for 
the country and for our song 30 

Senator Morse. But the New York Stock Exchange fought it tooth 
and nail at the time. 

Mr. Funston. I think we are more enlightened now than we were 
then. 

Senator Morse. There is still room for improvement, I say respect- 
fully. 

Mr. Funston. I would never deny that. 

Senator Morsr. Now can I go back into the capital-gains tax? You 
say you are not for its elimination, I judge you are for its reduction. 

Mr. Funston. Yes, sir. 

Senator Morse. To what extent would you reduce it ? 

Mr. Funston. Our program, as we have been talking before the 
Ways and Means Committee and the Senate Finance Committee, 
would be to cut the tax in half. Well, technically, it would be to 
reduce the inclusion—cut that in half—but the net effect is to cut the 
tax in half. 

Senator Morse. From the standpoint of tax theory, why does that 
make it a better tax ? 

Mr. Funston. Well, because we believe that if you want to have 
taxes to raise revenue that you would raise more revenue that way. 
We believe also—and I think what this committee is particularly inter- 
ested in—that it would create a supply of stock in those stocks in 
which there are presently capital gains that does not exist at the pres- 
ent time. 

Senator Morse. This testimony of yours about the supply of stock 
has me a little concerned. 

The Carman. Will the Senator yield? Your time is up. We are 
going on again at 2:30, and I will recognize you to pursue the matter 
at that time, because this is a fairly long, I think, series of questions, is 
it not? _Tassume you would want te— 

Senator Morse. If my time is up, we will start with the others at 
the beginning. 
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The CHamman. We are going to recess until 2:30 and then go on. 
[ think we ought to recess now. Then the Senator will have an oppor- 
tunity to goon. 

We will recess until 2: 30. 

(Whereupon, at 12:55 p. m., the hearing was recessed until 2: 30 
». m., this date.) 


AFTERNOON SESSION 


The Cuarrman. The committee will come to order. 

Mr. Funston, you opened up something at the first session this morn- 
ing with regard to this campaign for the sale of stock to new investors. 
1 wish you would describe in a little more detail just what that cam- 
paign consists of. What do you actually do? 

Mr. Funston. Well, sir, as far as the Stock Exchange itself goes, it 
is just a program of public education, and what we do is we have a 
comparatively modest national advertising budget and 

The CuatrrMan. How large is it ? 

Mr. Funston. It is about $525,000 a year. ‘This year I believe it 
will be about $600,000. 

The CuarrMan. How is that spent? 

Mr. Funston. That is spent nearly all in newspaper advertising, 16 
ads a year plus a very limited amount of magazine advertising. 

The CuamMan. Do you have any examples of those ads with you? 

Mr. Funston. Yes, sir, I do. I have one that is appearing in a 
national magazine today. 

The Cuatrman. Would you have your staff supply the committee 
with samples of those ads for our information ¢ 

Mr. Funsron. We would be very happy to. 

The Cuarrman. What else do you do besides that? 

Mr. Funsron. I have this one ad here, Senator, and I will send you 
more. 

The CuarrMan. We would like to have that. 

Mr. Funston. I will send you copies. Then we undertake a so- 
called speaker’s bureau, an investor’s information service, wherein we 
more or less coordinate activities of members and people who want 
to talk about the common stocks and bonds and preferred stocks and 
investment in general. 

(The information referred to will be found in the files of the com- 
mittee. ) 

The Cuatrman. Who speaks on those ? 

Mr. Funsron. Members of the industry throughout the country. 

The Cuarrman. Do you speak? 

Mr. Funston. No, sir. 

The Cuarrman. You have never made speeches on that subject? 

Mr. Funston. Well, yes sir. In all of the speeches that I make I 
try to carry forward the educational efforts of the exchange and point 
out the advantages, as we see it, for broadened shareownership to the 
country. That is one of the subjects I talk about. I have talked about 
many others. 

The Cuatrman. To whom do you speak, what sort of audiences? 

Mr. Funston. Well, the last talk I made was in Indiana before the 
Associated Colleges of Indiana. 

The Cuatrman. The what? 
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Mr. Funsron. The Associated Colleges of Indiana. The next on 
I am going to make is going to be in Pittsburgh before the association 
of stock exchange firms, then before the Rotary Club in Los Angeles, 
then before the security analysts in May in New York. 

The Cuarrman. You speak on the radio or national hookups? 

Mr. Funston. No, sir. Well, I mean I have from time to time o1 
a very limited basis. 

The Cuatirman. Did you ever appear on television ? 

Mr. Funston. Yes, sir. 

The Crarrman. I should think you would do well on television. 

Mr. Funsron, Thank you, sir. 

The Cuarrman. Who are the other people who speak? Are the) 
members of your exchange ? 

Mr. Funston. Well, some of them are and some of them are not. 
In New York, for example, we have a group of young men who are 
mainly registered representatives of our member firms, and they are 
the ones that do the speaking. We hope to enlarge the program and 
to get it all over the country and to supply speakers from our own 
membership to those organizations that want them. We do not go out 
trying to build up a lot of speaking engagements. 

The Cuarmman. Do you ever use paid speakers? Do you pay an 
body to speak for this program ? 

Mr. Funston. No, sir. 

The CuatrrmMan. Do you ever purchase time on the radio or televi 
sion for these speeches ? 

Mr. Funston. No, sir. 

The Cuatrman. It isall given to you? 

Mr. Funston. Well, yes. As a matter of fact, sir, I do not believe 
that very much of this has gone on television or radio. 

The Crarreman. Could you tell us how much has gone on—how 
much time you used last year? 

Mr. Funston. You mean in connection with this program ? 

The CHarrMan. Yes. 

Mr. Funston. I would say none. 

The Crarrman. None? I thought you had been on. 

Mr. Funston. Well, not in direct connection with this investor's 
program. I would say that in the past year I have been on television— 
I am just guessing—a couple of times. 

The Cuatrman. In behalf of this program ? 

Mr. Funston. No. I mean just as president of the stock exchange. 

The CHarrMan. You were not urging people to purchase stocks? 

Mr. Funston. Oh,no. I do not think that is my job. 

The Cnarrman. I should not put it that way. You were not telling 
them the advantages of owning part of our business ? 

Mr. Funston. I don’t know that I have, but I would not hesitate 
to if it fitted into the situation and the occasion, 

The CHarrman. Well, I understood you to say you think it is a 
good thing for everybody to own a part of the business. 

Mr. Funston. I do. 

The Cuatrman. Then why would you not advocate it? 

Mr. Funsron. As I say, if the occasion came when it would be 
appropriate, I would. 

The Crarrman. I understand you have estimated a million new 
investors or purchasers of stocks. Over what period was that? 
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Mr. Funston. I would say that we estimate that during the past 
} years. 

‘The CHarrmMan. Three years? 

Mr. Funston. Yes, sir. In the past 3 years there have been a mil- 
lion new shareowners, and I would not agree that we have stimulated 
it. I would say that those people have decided to 

The CuarrmMan. In your report you take some credit for having 
stimulated them, do you not? Was this for the benefit of your own 
members ¢ 

Mr. Funston. No, sir; that is for everybody. 

The Cuarrman. I thought this was what you were telling your 
members of what a good job you were doing. That is very ni atural. 

Mr. Funston. Well, we are trying to. 

The Cuarrman. That is the sort of thing I do when I go back to 
Arkansas. As I understand it, you feel that your activities have 
helped stimulate a million people to get into the market ? 

Mr. Funston. Yes, sir; that is correct. 

The Cratrman. What would you say is a typical new member of 
this privileged coterie ? 

Mr. Funston. Well, I would say that in this survey- 

The Cuarrman. What I mean by that is are they large investors? 
Do they on the average own a thousand shares or a hundred shares or 
ten shares? What would be the typical investor ? 

Mr. Funston. I believe that past figures indicate that the average 
shareowner in this country has about $4,000 worth of common stock. 
Whether this new group that has been added follows the pattern that 
was there before, I do not know. I would assume that it does. 

The Crarrman. You would not think they are more likely to be 
smaller than the previous owners of stock ¢ 

Mr. Funston. I would not have any knowledge that would lead me 
to conclude one way or another ; no, sir. 

The Cuatrrman. Would you say that 10 or 15 years ago a rich man 
with $100,000 or more was more likely to own shares that are listed 
on your exchange or was the poor man with $10,000 more likely ? 

Mr. Funston. Well, I would say that then and now the man who 
has $100,000 is more apt to own stock listed on our exchange than the 
man with the smaller amount. 

The Cuarrman. If I understood you correctly this morning, you left 
the impression with me that this campaign is directed at the small 
man, and that you said that unless you could tap that source of capi- 
tal there was no way to finance this tremendous expansion you are 
looking forward to. 

Mr. Funston. Yes, sir. Of course, I did not mean necessarily the 
small man. I meant by the general American public. Now, our sur- 
veys indicate quite some amazing things. For example, I believe only 
half of the business executives of the country own any common stocks 
at the present time. I mean the potential lies not in the small person 
but also in many people who have more than little amounts who are 
not presently owners of stock. 

The Caatrman. You would not think that is because people are 
too smart, would you ? 

Mr. Funston. I do not think I follow you, sir. I am sorry. 

The CrarrmMan. You said only half the business executives own 
stocks in these companies. 
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Mr. Funston. Well, no, I do not think so. 
as ‘AIRMAN. Why do you think they do not own them? 
Funston. I think because they do not know about it. 

The CuatkMan. They do not know about shares ? 

Mr. Funsron. A surprising number, sir, do not; no, sir. AsI say, 
only 25 percent of the people that are interviewed, and that is the 
general sample of the country, can define a common stock, 

The Cnairman. Would you define them as business executives ? 

Mr. Funston. Well, I do not know. I would assume the business 
executive more than anybody else would certainly know what common 
stocks were. Iam talking about averages. 

Senator CapeHart. Will the Senator yield ? 

The CuarrmMan. Certainly. 

Senator Caremart. What rules are we working under now? May 
I interrupt and ask permission from you to ask questions, or are we 
still on the 10-minute rule 4 

The Cuarrman. [If there is no larger attendance than this. I do not 
see any need for the 10-minute rule, and I am perfectly willing to 
yield for questions at this time, but not the floor. 

Senator Carrnarr, Is it not the fact that many business executives 
and business owners of the United States have all their funds tied up 
in their own businesses ? 

Mr. Funston. Yes, sir. 

Senator CarenArr. Their own shares in their own small companies? 

Mr. Funsron. Yes, sir. 

Senator Carrnart, And just do not buy stocks on the New York 
Exchange or any other exchange? 

Mr. Funston. Yes, sir; that is undoubtedly true. 

Senator Carenarr. I am talking from experience now. I think 
maybe that does predominate throughout the country. 

The Cuarrman. Did you ever run into an executive of a corporation 
who did not know what a common stock was ? 

Mr. Funsron. Well, I do not know. I assume they know, and I do 
not ask many people that question. 

The Cuarrman. I thought you would not want to leave the impres- 
sion that a large percentage of our business executives in the corpora- 
tions do not know what a common stock is. Maybe they do not know 
much about politics, but they know about common stocks. Most of 
them have options, do they not, to provide for common stocks ? 

Mr. Funston. I do not think most of them do, but a great many do 
in the larger publicly owned corporations. 

The Cuamman. How many of the companies listed on your ex- 
change do you think give options to their management to purchase 
stock c 

Mr. Funsron. I do not recall the figure exactly. We can supply it 
to you. I believe it is a relatively small percentage of the total. 

The Cuarrman. Would you supply the committee with the names 
of the corporations that have given options to their management for 
the purchase of stocks ? 

Mr. Funston. Yes, sir. For those that are listed on our exchange? 

The CHarrman. Yes. 

Mr. Funsron. Yes, sir. 

The Cuamman. And the time and the prices. You have that in- 
formation ? 
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Mr. Funston. Yes, sir, we do, Senator. We will be very happy to 
supply it. ‘ 7 

fhe Cuarrman. What is the difference between that and a put or 
call? What is a call, anyway ? 

Mr. Funston. Well, Senator, I just do not believe that I am qualified 
to give you a precise answer to that. I can either supply it to you or I 
ean confer with one of my colleagues and get a precise answer. It 
is a term that is so—it is such a small part of our business and is so 
relatively unimportant that I have not concerned myself too much 
with it, and I would hate to try to give you a definition without being 
able to give you a precise one. 

The Cuairman. I notice in the Wall Street Journal, which I look 
at once or twice a year, that it has a little listing that says Puts and 
Calls, and then a price behind it. 

Mr. Funsron. It is an option, really. What they are are options 
to buy or sell stock. 

The Cuarrman. What is the difference between a call and an option 
to buy ? 

Mr. Funston. Well, a call is an option to buy and a put is an option 
to sell. 

The Caarrman. For how longa period are the calls sold ? 

Mr. Funston. They vary, depending on the desire of the person who 
is offering them. The average length of time is 30 days to over 6 
months. 

The CHatrMAN. Have you noticed any quotations on the value of 
calls recently ¢ 

Mr. Funston. No, sir, I have not. 

The CHamMan, They are valuable, are they not? 

Mr. Funston. Well, I suppose they would be, depending on the 
deal that is made. We do not trade them on our exchange at all, so 
that this is something that is outside the exchange field of knowledge. 

The Cuarrman. Where are they traded ? 

Mr. Funston. I believe in the over-the-counter market. I believe 
that there are certain put and call dealers that deal in this kind of 
business, that they are very few in number, and that the amount of 
business which they do on that basis is also very restricted. 

Senator Capenart. Will the Senator yield? 

The Cuarman. I want to develop this. What is the difference be- 
tween a call and a right ? 

Mr. Funston. Well, a right is something that is issued by a com- 
pany when they are issuing new stocks or issuing additional stocks, 
which takes cognizance of the desire to give preemptive rights on the 
issuance of any new stock to their stockholders. For example, in the 
current General Motors financing, General Motors was issuing these 
additional shares, and they gave each of their present stockholders a 
right to buy the new shares that were issued, on the basis that for every 
twenty shares you had you could buy one new share at a price of about 
$75, which price was below the then quoted market price on the secur- 
ity. So that the right carried with it some value. If one did not care 
to exercise his rights, he could sell his rights on the New York Stock 
Exchange. 

The Cuamman. And that right has a recognized value ? 

Mr. Funston. Yes, sir. 
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The Cuarrman. Which is approximately the difference between thy 
market price and the price the right carries ¢ 

Mr. Funston. Yes, sir. 

The Carman. Can you describe a typical option ¢ 

Mr. Funston. Yes, sir. A typical option is one wherein the cor 
poration will undertake with the executive to give him the opportunity 
to buy a certain number of shares over a certain period of time at a 
price which is very close, and in many cases is above, the market price 
on the date the option is given to him, and for the privilege of t: aking 
those options—miost of them are over a 10-year period—he « can take 
up only a certain amount each 10 years. The idea is to keep him 


interested in the business and keep him there over the period of the 


option. 
y he CHarrMman. Is the life of the option usually for 10 years! 

Mr. Funston. I do not know, sir. The ones that I am familiar with 
ill have been. 

he CuarrMan. Ten years? 

Mr. kunston. Yes, the ones that I am familiar with personally. 
There may be other periods. I do not know. 

Senator Carenarr. Will the Senator yield / 

The CHamman., I yiele d. 

Senator Carenarr. Of course, you know there are other periods, 
becs ause the company might give one of its employees an option to buy 
stock and it would be all over the board. It might be for 60 days; it 
might be for 6 years or 10 years. 

Mr. Funsron. Except, sir, that it is just my impression that many 
option plans are spre ad over a period of years because the board of 
directors wants to keep the management interested in the company 
and to keep them in their employ, and if they leave before the option 
period is up they do not get the option. 

Senator Carrnarr. Of course, they are entitled to have ownership 

ntitled to have these options because they are the fellows that are 
making the company go and making dividends and profits for the 
owners. But my point is that there is no relationship between options 
to management and ten years. That is my point. 

Mr. Funsron. No, sir. I quite agree. 

Senator Carrnart. It may be 6 months, 6 vears, or 10 years or 2 
years or 1 year. There is no relationship between an dpibn and 10 
years. 

; Mr. Funstrox, No, sir. 

The CuatrmMan. Will you supply all those details? We would like 
to see the pattern, if there is a pattern, that exists with regard to the 
giving of the option. 

Mr. Funston. Yes, sir. 

(The information referred to will be found in the files of the com- 
mittee. ) 

The Cuairnman. When the option is given to a manager, we will say, 
is the value of that option at the time it is given to him c: alculated, 
that is, is it part Ae ee for that vear? 

Mr. Funston. Well, sir, this has nothing to do with the stock ex- 
change operation. I have yo studied this, and I am not familiar with 
it. My personal impression is that under the tax laws of the Congress 
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he does not pay the taxes on that until he exercises the option. But 
really, Senator, | am not competent enough on the details of these 






i @ plans to be a very informed witness, I am afraid. 

: The CuatrmMan. Do you consider these options as a significant part 
= of our present method of doing business—remuneration of executives ? 
i You mentioned it earlier this morning in your testimony. 


Mr. Funston. Yes, sir. 

The CuarrMan. You seem to attach some importance to it 

Mr. Funsron. Yes. I believe that corporation directors have found 
the option method a very important device to keep and enlist good ex- 


Ess ecutive talent. 
: Phe CuatrMan. Why is that superior to paying them higher sal- 
/ 


aries f 

Mr. Funston. Well, I would suppose that they get to keep so little 
of the higher salaries that they cannot acquire stocks over a period of 
time. That is just a supposition. 

The CuarrmMan. There is a difference of opinion among the corpo- 
rations as to the better practice, is there not ? 

Mr. Funston. Well, there may well be. I do not know enough 
about the subject to be an authority on it. 

The CuatrMan. You do not know about it ? 

Mr. Funston. No, sir. 

The Cuarrman. Returning to this program of educating the public 
in regard to the benefits of ownership of common stock, I believe that 
in the statistics that were discussed this morning with regard to trad- 
ing transactions—vou touched on it, I believe, briefly this morning— 
that in March 1954 trading transactions with less than 30 days were 
6.5 percent and in December 10.3. That is an increase of over 50 per- 
cent. Do you think that your program has any effect upon that or 
caused that ¢ 

Mr. Funsron, What page is that ? 

The Cratrman. Page 4 of your study—the public transactions 
study. 

Mr. Funsron. The trading transactions have gone from 6.5 to 10.3 
percent. 

The Cuatrman. That is the trading transactions of less than 30 
days ¢ 

Mr. Funsron. Yes, sir. No, sir, I do not believe that the program 
to enlist more shareowners has anything to do with that at all. I 
mean this is a different thing entirely, because our member firms when 
they seek new stockholders do not seek them on any basis other than 
buying stocks and holding them over a period of time—pure invest- 
ment transactions. 

The Cuatrrman. What is your explanation of that very large in- 
crease percentagewise in the short-term ? 

Mr. Funston. I think it is an indication that there has been more 
speculation on the part of people who have been trying to buy and sell 
stocks, not with the idea of holding them over a long period of time but 
of making a speculative profit. 

The Cuarrman. These are the new people that have come into the 
market ? 

Mr. Funsron. Oh, no, sir. 
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The Cuarmman. I thought you told us this morning that all the old 
people are frozen in by the capital gains tax and they just cannot get 
out. 

Mr. Funston. No, that is a different kind of person altogether. The 
persons who are frozen in their trades do not show up here because 
they are not making any. 

The Cuarrman. That is right. They are the oldtimers who bought 
some time ago? 

Mr. Funston. They are not oldtimers. They are everybody who has 
a profit in their security. 

The CuarrmMan. What I mean is the man who bought stocks 2, 3, or 
4 years ago obviously has more profit in it than one who bought it 
last weekend, because they on the whole have all gone up ? 

Mr. Funston. Yes. sir. 

The Cuarrman. It looks very logical tome. I do not know how you 
deny that the people who have come in recently must make up that 30 
days and not people who have ben frozen in because they do not want 
to pay tax. 

Mr. Funston. They are people who are active in the market all the 
time, and have been, and whose purpose is not to invest but whose 
purpose is to trade and to make a profit on their trading. 

The Cuarrman. In which case there is a better than 50 percent in- 
crease in speculative transactions between March and December 1954; 
is that correct ? 

Mr. Funston. That is correct. 

The Cuarrman. In the next line it is 11.9 to 17.3 in the 1-to-6-monthis’ 
category; is that not right? 

Mr. Funston. Yes, sir. 

The Cuarrman. And the curious thing is in long-term investment 
over 6 months there is a decrease from 38 to 34 percent. How do you 
explain that? 

Mr. Funston. Well, I explain that by saying that the interesting 
thing about these markets here, of course, is that the December 8 and 
15 market was a much larger market in terms of the shares transacted, 
and that on those 2 days the number of shares that were bought and 
sold in the other 2 categories increased, but I daresay the volume of 
the long-term investment also increased, but not at as rapid a rate. 
Therefore, in terms of percentages the figures show up the way they do. 

The CHarrman. You notice in the next line, too, which is also in 
accord with that same tendency, the institutions decreased substan- 
tially from 19.2 to 13.6. 

Mr. Funston. Yes, sir. 

The CHatrman. Institutional buying is on the whole long-term? 

Mr. Funston. Yes, sir. 

The CuatrMan. So you have quite a decided increase in speculative 
activity and decrease in investment activity. 

Mr. Funston. Or these 2 particular days. 

The Cuarrman. You picked the days. 

Mr. Funston. At random. We picked them at random. When we 
make a study of this nature, which is a terribly complicated thing— 
and this study here involved 80,000 different transactions—we pick 
them 3 weeks in advance, and the disadvantage of doing it is that we 
are not able to get exactly comparable days in terms of activity. So 
if you relate these 4 periods in the past, 1 influence that influences 
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the figures is the size of the volume that happened to occur that par- 
ticular day. 

The CHamrMan. This same study also shows a remarkable increase 
in margin transactions. 

Mr. Funston. Yes, sir. 

The Cuarrman. Members of the public bought on margin 1,210,000 
shares during the 2 days in September in 1952, but bought on margin 
5,039,000 shares on the 2 days in December 1954. Whereas the 
September 1952 cash transactions were almost double that of margin 
transactions, in December 1954 margin transactions exceeded cash 
transactions. 

Mr. Funston. Yes, sir; that is correct. 

The Cuarrman. Again it leads to the same conclusion that there 
is an increase in speculative activity. 

Mr. Funston. I agree. 

The Cuarrman. And that, coinciding with the increase in these 
new people in the market, could lead to the conclusion that these 
inexperienced people are adding to the speculative activity of the 
market. 

Mr. Funston. It could lead to that conclusion, Senator, but I as- 
sure you I am confident that that is not taking place on a general basis. 

The CuatrMan. Do you have any figures that you could give us 
that would throw light on that particular aspect of it ? 

Mr. Funston. Yes, sir, do. For example, this monthly investment 
plan about which there has been some reference here—that plan, in 
the view of the members of the stock exchange, has been a very good 
plan, and it has been very successful. At the end of the first year, 
approximately 30,000 accounts were brought in through that basis, 
and a goodly percentage of them were people who had never owned 
shares before. The total of all their purchases, however, for the whole 
year was 330,000 shares, which were the equivalent of less than 10 per- 
cent of a3 million share day. And the kinds of stocks that those people 
bought were some of the finest stocks in the country. And the certifi- 
cates are not given to the people. They are held until they complete 
their plan, and there has been very little turnover of those. 

The CuarrmMan. How many people bought those 330,000 shares ? 

Mr. Funston. 28,800. 

The CHarrMan. 28,800? 

Mr. Funston. Yes. 

The CrHatrman. They bought a little more than 10 shares each ? 

Mr. Funston. Yes; that figures out about 10 shares. 

The Cuatrrman, A little more than 10 shares. 

Mr. Funston. I would say that it is through that vehicle and 
through the vehicle of the mutual funds—that is what we think of as 
the little person—which is an example of what they have been doing. 

The Cuamman. Having lured them into purchase of stocks, do you 
feel any responsibility to protect that investment ? 

Mr. Funsron. We do, sir. And let me say one thing. Our mem- 
bers are not luring people into purchasing common stocks. They are 
not luring people. All that they are trying to do in carrying out their 
responsibility is to see that people understand the opportunities, give 
them good advice as to what stocks they think might be bought in 
terms of the personal needs of that person. 
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The Cuamman. I do not want to quarrel about the words. If you 
prefer “induce” or “entice” or “persuade”—whatever you like—you 
have perhaps helped persuade them to purchase. You say you feel a 
responsibility to protect that investment. Would there be any chance 
of your coming in and asking us in Congress to put a support price 
under these shares that you sell these people ? 

Mr. Funsron. I do not there is the slightest chance of that, Mr. 
senator. 

Vhe Cnarrman. You do not think so? 

Mr. Funston. No, sir. 

Phe CHAIRMAN, eee you have a disastrous slump in the market 
from this level, or a large one. I will not use the word “disastrous.” 
Suppose you have a 30- percent drop. In view of the numbers here, the 
large numbers on margin and of recent acquisition, they may have 
tro ble. Do you think they will take that without a considerable 
complaint ? 

Mr. Funsron. I think, sir, that we—and when I say “we” here I am 
talking not of the stock exchange itself but I am talking about our 
member firms—I believe that their opinion would be that if these 
peonle had followed the advice that had been given them that they 
would understand that such a hs appening is one of the risks that one 
gets when one buys a common stock. That is why the educational pro 
gram, Senator, is so basically important in this whole program. 

The Cnamman. Do you not think the most persuasive thing about 
this educational program is reading every morning when they go up 
th r » has been a new high, and if you had only a hundred shares yes 
terday you would be $100 better off today? ‘That is what really in 
spired a lot of this speculation ¢ 

Mr. Funston. Well, I agree, sir, that what has brought about a 
million new share owners undoubtedly has been the fact that prices 
have gone up. 

The CHatrman. And getting these million new people in there 
itself tends to push the prices up; does it not? 

Mr. Funston. Yes, sir; insofar as those people created an added 
dem: and. Along with the demand of the institutions, and so on, that 
increases the demand side; ves, sir. 

The Crarrman. I notice in your study that between December 1953 
and 1954 the price-earnings ratio increased from 9.5 to 14.5 nearly a 
5O-percent increase. 

Mr. Funston. Yes, sir. 

The Cuarrmman. The 1929 ratio, I am told, is 17, approximately. 

Mr. Funston. Yes, sir. 

The CrarrmMan. This morning reference was made to the prior peri- 
od with which we could compare the present. I would like to suggest 
to the others, since you are going to supply us with some of these data, 
_ ben consider 1927 and 1928 as being a comparable period, rather 
then 1929, because we hope we are not in 1929. But how close we are 
no ete knows, or whether we will ever have another one nobody 
knows, I may add. But I think some period prior to 1929 would be 
more comparable. 

You are quite sure you are not going to come in and ask us to put 
in a support price under the price you sold these people at? You are 
going to let them take their chances? 
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Mr. Funsron. Well, I cannot foresee any possibility of it at this 
1% The CuarmMan. Do you see anything wrong with it in case we do 


have difficulty ¢ 

Mr. Funston. Yes. I think that it would be utterly impracticable. 

The CuarrmMan. Why? 

Mr. Funston. I do not believe that you can put a sup port price 
under security prices. I have had no experience with it myself, 
put 

The CuarrMan. Do you not think that would help you make more 

les if you guar: anteed the price? 

Mr. F uNstron. Sure it would. It would be a big help. 

The CHarrMan. Maybe that has not occurred to your board yet. 

Mr. Funston. Well, all I know—well 

The CHarrman. You said this morning that you had purchased 
stocks yourself personally. Are all the officers of the New York Stock 
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Bis Exchange permitted to buy and sell stocks ? 

? % Mr. Funston. Yes, sir: we are under certain conditions: and not 

bas all of us do by any means. The head of our stock list department, for 
a example, does not own a single share of stock. The rules are these, 
: F and they apply to all exchange employees: No exchange employee can 


take any advantage of any information that he has secured as an 
exchange employee and purchase stock based on that information. 


) Ks Every exchange employee when he make a purchase, including myself, 
) ’ has to report, and a copy of the statement has to be sent to the secre- 
4 tary of the exchange. In addition to that, at any time that anybody 
= ets any ki iowledge that any unlisted company might consider list} ing 


or has been ts alking to the stock list department, no exchange employee 


As who has any knowledge of that can purchase that stock until a week 
; 4 after it has been listed. 
: The Cuatrman. I am still not very clear. Is there only one person 
} Fa who is completely forbidden to purchase stocks, and that is the head of 
FH the list department ¢ 
| 3 Mr. Funston. No; nobody is forbidden. 
4 The Cuarman. Then all of you may? 
Mr. Funsron. All of us may; yes, sir. 
¥ The CuatrmMan. Those restrictions that apply to special cases of 
i knowledge. I do not quite understand how you enforce that kind of 
i restriction. How do you acquire knowledge of a stock in your ca- 
s pacity as president of the exchange and then acquire it in some other 
2 capacity ? 
: Mr. Funsron. Well, that relates to any kind of information that 
° Bi we might get with respect to a company’s plans to issue a stock divi- 
t a dend or any other information of that sort. 
’ F) The Cuamman. Well, you admit it is a rather unusual situation in 
7 3 which we have the members themselves controlling and_ policing 
3 themselves; is it not ? 
’ Mr. Funsion. Yes. I think it is a great thing for America. I 
3 think it isa great thing for our country that—— 
E The Cuamman, If it is done properly, that is true. 
t Mr. Funston. That is right exactly. 
3 9 The Cuarrman. I wonder if it would not be perhaps useful to this — 


committee if you would give us the information with regard to the 
trading in stoc ks by yourself and the members of the board. 
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Mr. Funsron. The members of the board ? 

The Cuarrman. Well, the officers, I should say. 

Mr. Funston. The officers of the exchange. Sure. We would be 
very happy to do it. 

The Cuarrman. I believe that would be interesting. ‘That is one 
of the things that, of course, both this committee and the SEC would 
always be interested in. 

Mr. Funsvon. I will be very happy to compile it. For the officers 
of the exchange, Senator. And for what period would you like it? 

The CHamman. W hat do you suggest? Last year? 

Mr. Funsron. Anything you want is all right with us. 

The Cuarmman. Well, the last year or 2 years, if it is not too much. 

Mr. Funston. The last 2 years? 

The Cuairman. I would not assume it is very much. 

Mr. Funston. No, sir. 

The Cuarrman. Are they big sales? 

Mr. Funston. No, sir. 

The CuarrmMan. I would assume it would be rather small. 

Mr. Funston. Shall we say for the last 2 years ! 

The Cuarrman. The last 2 years would be a good period. 

(The information referred to will be found in the files of the com- 
mittee. ) 

The Cuairman. I have some other questions, but for the moment 
I will desist and recognize the Senator from Indiana, 

Senator Capenart. I gather from the questioning by the chairman 
of our committee that maybe the fact that there are a million new 
stockholders or people that purchased common stocks might not be 
a good thing. What is your opinion? 

Mr. Funston. Senator, I think that the more Americans that we 

can get who own American industry on a sound basis the greater 

thing it is for our country. To me this is almost a crusade. This is 
the opportunity that I saw in the exchange community to do some- 
thing that everybody talks about, and that is how to make capitalism 
work better on behalf of all of the people. 

Senator Carruartr. What you are trying to do is get a wider dis- 
tribution of the ownership of the American corporations ? 

Mr. Funston. Yes, sir. 

The Caarrman. Would the Senator yield for a moment? 

Senator Capenarr. I yield. 

The Cuatrman. I did not say it would be a bad thing by any means. 
You said that. . You drew that implication. I was trying to make 
the point that this is a new development. If it is new, it is one we 
should take notice of—we and the SEC. Whether it is a good thing 
or not is to be determined. I am certainly making no such assertion 
or giving any such opinion at this time. It is a new development. 

Senator Carenarr. I withdraw the question. I was one the im- 
pression by the questioning that maybe it was not a good thing, but 
we can well understand the Senator's position now. Inasmuch as it 
is a new thing, he thinks maybe we ought to know more about it. Then 
what you are trying to do is to get a wider ownership of American 
industry ? ¢ 

Mr. Funston. That is correct. 
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Senator Carrnarr. Trying to get more and more millions of people 


owning a little bit of the large ‘and small companies in the United 


States f 

Mr. Funsron. Yes, sir. 

Senator CareHart. And to that end you have put on an advertising 
and public relations campaign ¢ 

Mr. Funston. Well, put it this way: This program is not as new 
as people seem to think. It has been implicit in the exchange pro- 
oram for a long time, but it is probably getting better known now 
than it was before. 

Senator Capemart. Some 1,600 members in the exchange have been 
doing it for years ¢ 

Mr. Funston. Yes, sir. 

Senator Capenarr. And now the stock exchange itself began this 

program, did it not, a couple of years ago / 
' Mr. Funston. Yes, sir. W ell, we have been doing it over a period 
of time, but within the past 2 or 3 years perhaps we have been pointing 
our public education program more along those lines than we have 
before. 

Senator Cargmarr. And the purpose of it, the honest purpose, is to 
sell shares in American industry ? 

Mr. Funston. Yes, sir. 

Senator Caprmarr. Of course, in buying shares in American 
industry they buy them through the stock exchange—through your 
exchange ¢ 

Mr. Funston. Yes, sir. 

Senator Caremarr. And in buying them through your exchange, 
of course, your members get a commission or fee for selling them ? 

Mr. Funston. Right. 

Senator Carenarr. If we did not have a New York Stock Exchange 
or some other comparable exchange, how would we deal in securities 
inthe United States? How would we handle it ! 

Mr. Funsron. Sir, if you did not have a stock exchange and you 
wanted a lot of people to own securities, I think you would have to 
create a stock exchange. In other words, the stock exchange is the 
medium for the mass distribution of securities to many, many people. 
The thing that has happened in the bond market, for example—we 
trade bonds. I keep talking about stocks, but we also trade bonds 
and preferred stocks in great quantities on the exchange, but since 
bonds have come to be owned by fewer and fewer individuals rather 
than lots of people, they have been traded more over the counter than 
they have at the exchange. 

Senator Capenarr. Well, how would you go about marketing secu- 
rities in the United States? How would you go about trading in secu- 
rities of all kinds—common stocks, debentures, and bonds—if you did 
not have an exchange or someplace where the man could go and buy 
or sell a share that he himself owned, just like he would go and buy 
and sell a bushel of wheat or bushel of corn ? 

Mr. Funston. Sir, I do not think that you could, and I think that 
is why the exchange started in the first place, because they wanted to 
sell securities and nobody would’ buy them unless they knew that. when 
they wanted to sell them they could. So that is how the exchange 
started. 
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Senator Carruart. Are you completely, 100-percent satisfied as t 
president of your exchange—I should ask this of the Securities and 
Exchange Commission, but I will include them in this question—that 
there is no rigging of the market? I mean by that no watered sales, 
no pushing up the price of stocks for the purpose of unloading ¢ 

Mr. Funston. Yes, sir. Of course, we have our rules and regula- 
tions of the exchange to prevent that. We police them. We have a 
great many people on the exchange policing the market. Employees 
of the exc hange and governors of the exchange police it. 

Senator CaPeHart. Let me say this. Of « course, that does not hap- 
pen on the market as a whole. I am talking about specific issues. 
Are you satisfied that in specific issues between yourself and the Secu- 
rities and Exchange Commission you have eliminated the practice of 
rigging the market and pushing up the price of individual shares in 
a company for the purpose of a few people making money ¢ 

Mr. Funston. Fes, sir, so far as we know, and it is a continua! 
source of vigilance on the part of the New York Stock Exchange. 

Senator Carenart. You do not think it is happening today ? 

Mr. Funston. I do not, no, sir. 

Senator Caremart. You do not think it is happening in this preseit 
market ? 

Mr. Funston. No, sir. 

Senator Carenart. Do you think the present rise has been due to 
the confidence in business and the future ? 

Mr. Funston. Yes, sir. 

Senator Capenarr. Plus the fact that the people have a lot of 
money ¢ 

Mr. Funston. Yes, sir. 

Senator Capenarr. Plus the fact that the average American likes 
to gamble? 

Mr. Funston. I would not agree with that last one. 

Senator Caprenart. I think it is an honest statement that he likes 
to gamble. I see nothing wrong with it. I do not know any bigge: 
gambler than a farmer. Iam a farmer, and I take a big gamble whe 
I go out and plant a crop of corn or wheat or go into the hog business. 
I think it is a tremendous gamble. I think the American people like 
it. I think they like to gamble. Is that not what the private enter 
prise system is, a gamble? Is that not all you get—a license either to 
make money or lose money ? 

Mr. Funston. If your idea of gambling and my idea of speculation 
are the same, I would agree with you. 

Senator CAPEHART. Maybe I should say “speculation.” 

Mr. Funston. Yes, sir; I would agree with that. 

Senator Carrenart. Is not the private enterprise system the right 
to profit? Is it not a gamble or a speculation ¢ 

Mr. Funston. Yes, sir. 

Senator Capenarr. In other words, it is a right either to mak 
a profit or loss, make money on your investment or lose money. Ever) 
time you go into business you gamble or speculate, whatever wor! 
you care to use. If you are a farmer, every time you plant a crop 
you gamble or speculate that you are going to either make mone’ 

‘lose money. You do it in the manufacturing business. You do it 
in every business. That is the capitalistic system, and the stock market 
ist no exception, is it 
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Senator Doueias. Mr. Chairman? 
The CuarrMaNn. Will the Senator yield? 

Senator Carenart. I yield. 

Senator Doveras. I must protest at this definition of capitalism by 
the Senator from Indiana, because I certainly cannot agree that specu- 
lation is identical with gambling. Gambling adds to the sum total 

f the risk. Speculation is a means of bearing existing risks, and 
there is much more sense to the capitalistic system than my good friend 
from Indiana says. He is making it a very debased process. 

The Caarrman. Will the Senator yield? 

Senator Carenart. I yield. 

The Cuairman. Is it true that someone was fired or suspended for 
referring to this activity as gambling, some member of an exchange 
or brokerage firm ¢ 

Mr. Funston. Not as far as I know, sir. 

The Cuarrman. I thought I read in the paper that someone was 
fired because he called it gambling. 

Mr. Funston. Sir, there is a story which I had not heard about 
that we could get and put in the record. There was apparently an 
employee of a member firm who did make an unfortunate reference 
to gambling. And his own firm did not fire him. I think some kind 
of disciplinary action was taken against him. If you would like, we 
can get the detail of that. 

The Cuatrman. I do not think it is necessary. 

Senator Caprnarr. Regardless of what you call it, I think any man 

takes a gamble when he buys stocks, bonds, or goes into business or 
plead a crop. I do not quite understand the able Senator from 
Illinois’ distinction between the two. I guess I have to get some help 
here. While I was talking, about 7 or 8 of them were thinking up 
some way to answer me. I think I have finished. 

Senator Lenman. Mr. Chairman ? 

The Cuatrman. The Senator from New York. 

Senator Lenman. Are we proceeding under the seniority rule, o1 
can anybody ask questions ? 

The CatrMan. As I said at the beginning, there were only 2 or 3 
here when we started. In order to keep it orderly, I prefer the limited 
time. I think if that is agreeable we will revert to that. 

Senator Leuman. I do not want to interfere with the seniority rule. 

The Carman. I will recognize the Senator from New York for 
10 minutes. 

Senator Lenman. I want to make a statement first. 

I have no idea whether the security market is too high or not. I 
have not kept in close touch with the stock market, but I want it known 
that although I never was a member of the stock exchange, my firm 
was a member of the stock exchange for a great many years. So I 
did have an opportunity of observing what was going on. I think 
it is generally known that I no longer have any interest whatsoever 
n my firm, having retired 25 vears ago. 

I want to ask Mr. Funston a couple of questions, if I may. The 
suggestion was made here today by one of my colleagues I think 
very logically made—why, in view of the fact that there is a shortage 
of equity securities so that the demand cannot be always satisfied in 
an orderly way, the stock exchange has not taken steps to pane ide for 
the issuance of additional amounts of new equity securities. I think, 
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Mr. Funston, it would be very interesting if you would tell the com 
mittee—if I am correct in my recollection—that the stock exchange 
has absolutely no connection whatsoever with the administration of 
the corporations which issue securities. They are entirely apart, and 
the corporations are entirely apart from the stock exchange. They 
have no relationship whatsoever, save one in connection with the list- 
ing of their securities. Isthat correct? 

Mr. Funston. Yes, sir; that is absolutely correct. 

Senator Leaman. May I ask you, too, whether my recollection is 
correct that the stock exchange has absolutely no influence or no con- 
trol with regard to the character of the financing or the kind of se 
curities that a corporation may issue. In other words, the corporation 
may decide to issue mortgage bonds or debentures or preferred stocks 
or common stocks. That is entirely within the discretion and in ac- 
cordance with the judgment of the directors of the corporation. They 
do not in any way consult the stock exchange, nor does the stock ex- 
change volunteer its opinion. I can say in the 30 years of my business 

‘areer I was a director in a great number of corporations. I do not 
recall a single instance where the stock exchange was either consulted 
by the board of directors with regard to the kind of securities that 
were to be issued or that the stock exchange volunteered any advice 
with regard to the character of the securities to be issued. That was 
e sntirely within the discretion of the directors of the corporation, who 
sometimes took into account advice they received from investment 
banking firms, but the stock exchange had nothing whatsoever to do 
withthat. Isthat still the rule? 

Mr. Funston. That is true, Senator. Those two areas that you 
have mentioned are not within our function at all. We have nothing 
to do with them. 

Senator Leuman. May Lask one more question. 

Senator Monronery. I would like to ask you to yield on that point 
for amplification. 

Senator Leaman. Do you want to do that now? I have two more 
questions I want to ask. 

Senator Monronry. I want to come back to this question you asked. 

Senator Lermman. Let me ask one more question and make a very 
brief observation. Our committee has at various times discussed the 
problem or the issue of certain groups trying to get control of com 
panies, largely through the medium of securing proxies, and they have 
in certain instances I assume succeeded. 

[ want to ask you first whether in your opinion proxies are controlled 
in large amounts by the brokerage houses or the investment bankers 
who are members of the exchange. Furthermore, is it a fact—and I 
believe it is—that a brokerage house, or an investment banking house 
which is a member of the exchange, either by rule of the SEC or by 
rule of the stock exchange—and I am not sure which one issued the 
rule—is not permitted to issue any proxy save on the authority of the 
owner, that is, the actual beneficial owner of the securities, even though 
that stock may be recorded in the name of the brokerage or investment 
banking house ¢ 

Mr. Funston. Sir, under the rules of the stock exchange governing 
these matters, the way it works is like this. The company will send 
to the member firm of the stock exchange a proxy statement. The 
proxy has to be signed by the owner of record, which happens to be 
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the brokerage firm even though the beneficial owner is an individual 
ocated somewhere else. Under the exchange rules promptly after 
proxy statements come in the firm receiving them sends them to each 
beneficial owner and asks him, “How do you want to vote this stock?” 
If it is a matter of routine where there is no question coming up, and 

here there has been no dispute in the company, or where the rights 
f the stockholder are not materially affected, as they would be through 
. merger, or a change in the capitalization of the company, our mem 
ber firms are permitted, if they have not received the proxy back from 
the stockholders 10 days before the annual meeting, to complete the 
proxy and send it back and vote in favor of the management. 

But, if there is any controversy, or any material matter affecting 
the stockholder, then the member firm is not permitted under an) 
conditions to sign and return that proxy without instructions from the 
beneficial owner. 

Senator Lenman. I want to make one very brief observation. Of 
course there has been a great deal of thought I think in the stock ex- 
change and security market, in the minds of a great many people of 
this country who associate it with gambling pure and simple. I have 
no doubt whatsoever that there are still some abuses in the adminis- 
tration of the stock exchange in the manner in which business is carried 
on. Certainly there were in my time. Although I believe that the 
situation is vastly improved. It seems to me it should be clear to people 
that when a man goes down to the New York Stock Exchange, or the 
Chicago Stock Exchange and buys himself 100 shares of United States 
Steel, he is not cambling a bit more than Mr. Fairless is, who is Presi- 
dent of United ‘States Steel, save for the fact that Mr. Fairless gets a 
very large salary, and I do not know whether he is entitled to a salary 
of the size that is given to him and otherwise possibly certain othe 

perquisites, but the stockholder who buys 100 shares of United States 
Ste el is in exactly the same position that Mr. Fairless is. He is making 
what he thinks is an investment. Mr. Fairless, who is a large stock 

holder, may find after a while that the United States Steel Corp 

is not doing as well as he hoped it would do. Then in all probability 
the stock would decline. But it is no more a gamble for a man to go in 
and buy after consideration, or for any other reason, 100 shares of 
United States Steel, than it would be for the president, or any of the 
other officers or large stockholders of the United States Steel Corp., 

to do so. 

That I think is duplicated in all of our companies and all of our 
large companies. The public is permitted to go in and become a stock- 
holder of these companies on identically the same basis that the execu- 
tives of the company are permitted to. 

[ only make that statement because-I think that unfortunately there 
has grown up in his country an impression that every transaction on 
the stock exchange is a gamble and the at every time a man makes money 
on the stock exchange, even though it be part of a prudent investment, 
somebody else has lost money; or, every time a man loses money on the 
stock exchange through the sale of securities, somebody else immedi- 
ately acquires that. I hope it is a fallacy which may be corrected, at 
least in part. 

The Cuamrman. Senator Monroney is recognized. 

Senator Monronry. I do not intend to take up much time. I was 
trying to analyze how the stock exchange can in all good conscience 
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deliberately increase and attract 1 million new shareholders—of which 
[ approve. I approve very much of a broad base policy of sharehold- 
ing. But how they can deliberately set out to increase individual 
shareholders by 1 million in three years, encourage the investment of 
trust accounts and insurance company accounts, and still be oblivious 
to the necessity of having an inventory of shares available for that in- 
creased demand, without seeing the elevation of the stock market far 
beyond its earning power? I think that either in an advisory capacity, 
or by going out and enlarging the base of your 1,200 listed companies, 
or in some other way this demand that they are encouraging could be 
met by additional listings of corporations. Perhaps the base could be 
dropped from the minimum, which now represents about $15 million 
or $16 million of net worth, to a lower figure, so that small business 
might have a chance to be listed along with the giants. 

Mr. Funsron, Sir, if I may reply to that. Our exchange is only one 
of a number of other exchanges in the country. You will hear from 
the presidents of the other exchanges. They also list stocks. The 
public has a tremendous supply of stocks available for their pur- 
chase—in addition to those which are listed on our exchange—those in 
the over-the-counter market. We couldn’t agree with you more. 

We say one of the things we must do at the present time—the only 
corporations I know about are those that are listed on our exchange— 
is to try to do things that will make those companies encouraged to 
issue additional shares of equity capital in order to get the money that 
they need to expand and in order to provide a supply of stock. 

We are not going around dragging in the insurance companies and 
institutions and general public into our market to buy. Those people 
are coming in because they want to buy. Who is to say, for example, 
that the impact of their purchases in recent years has raised the stock 
market level too high? I do not know that it has. 

I do not know where the stock market is going from here at all. I 
make no predictions obviously. But it is interesting to note that at its 
present level the stock market apparently is attracing companies to 
issue new equity securities, which is doing the very thing you are sug- 
gesting. The General Motors deal, for example. 

Senator Monroney. Yes, but could you give us roughly—and you 
could supply it—the number of shares that were available, let us say 
before the current upward tilt in 1952, 1953, 1954, and 1955, to see if the 
supply is keeping step with the new investors that are being attracted 
into the market : 

Either through the deliberate action of the stock exchange, or the 
creation of a favorable investment climate which you continue to urge 
in a reduction of taxes and elimination of duplicate corporate taxes, 
and other things of that nature. 

Mr. Funsron. Yes, sir, That question would have to be broken 
down in two parts. Over the period of the past few years, about two 
billion dollars worth of new corporate securities have been—new cor- 
porate equities have been issued each year. Last year I believe the fig- 
ure will be somewhere around 2.4 billion, But a great pait of that 
represents the equity financing of the American Telephone & Tele- 
graph Co. That is one way to create a supply. That is the way that 
we have got to create the supply to finance American industry in the 
future. Then there is another way to create a supply of stock, and 
that is through the split-ups, stock dividends. Now, we have listed 
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, our board at the present time 3.2 billion shares. Back in 1929 it 
as 1 billion shares. And it has increased gradually each year. 

Senator Monroney. Well, Mr. Funston, that does not add a thin 
lime to the investment in the corporation. It is merely a breaking up 
nto smaller denominations of the shares now outstanding, when you 
have a split-up. 

Mr. Funston. Yes, sir. Except insofar as through the General 
\fotors way, for example, the exercise of rights, it brings in new 
capital. 

Senator Monroney. But that is not a stock split-up, is it ? 

Mr. Funston. No, it is not a stock split-up. It is in addition to 
the existing capital listed on the exchange. 

Senator Monroney. Which represents new invested capital flowing 
nto that business. But there is not a thin dime that is added to the 
ivestment of a corporation in a stock split. 

Mr. Funsron. Well, it all depends, sir. The split itself might not. 
But usually before a company gets in a position to make such a split, 
they have plowed back a great deal in retained earnings, so that the 
ompany has been building from within. 

Senator Monroney. But the old stock is worth just as much as the 
new stock after the split. 

Mr. Funston. That is right. 

Senator Monroney. So you get no injection of new capital whatso- 
ever. You are merely having more and more buyers competing, be- 

iuse you have more and more shares for the same net worth that was 
there on the old shares. So that would just be a sleight-of-hand trick, 
vou might say, if you thought that additional shares created by splits 
would enlarge the investment field. 

Mr. Funston. The answer to the problem is to get corporations to 
raise new capital, new money, through the equity route. And another 
thing is to get those holders who have the shares now that won’t let 
them go, to encourage them to let them go. 

Senator Monroney. That is right. Now, in answer to Senator Leh- 
man’s question, as I understood it, the stock exchange could look the 
other way, without any feeling that they have responsibility or any 
means of persuasion to encourage new issues. Is it not a fact, Mr. 
[‘unston, that the finest brokers in the world are the members who own 
the stock exchange, and as such must at least be trusted counsellors 
for the very industries whose stocks they handle? 

Mr. Funston. Yes, sir. Now, that again breaks down to two parts. 
Let us take first the stock exchange itself. Our major function is to 
provide a market for the trading of securities. If I, as the president 
of the stock exchange, or one of the governors, would go to the XYZ 
corporation and say “Here, we think you ought to raise some equity 
capital instead of bonds,” they would look at us and say “What busi- 
ness is it of yours?” And they would be perfectly right. Now, some 
of our members 

Senator Monronry. You are owned by your members, are you not? 

Mr. Funston. Yes. 

Senator Monronry. The people you work for own this cooperative 
stock exchange, and are the investment counselors of the very people - 
whose stocks they buy and sell on the floor. 

Mr. Funston. Well, it is a little bit different, sir. You are talking 
now about a different group. In our industry, there are two big major 
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groups. There are the investment bankers, who are engaged in the 
primary distribution of securities. Then there are the investment 
brokers, who are engaged in the secondary distribution. Now, it is 
the investment brokers group, in the secondary distribution, of which 
we play a part. The primary distribution are the investment bankers, 
many of whom are also our members. They are the ones who work 
with the companies, and undoubtedly do counsel them from time to 
time and say “We think you ought to issue bonds instead of stocks.” 
But then—— 

Senator Monronry. Do they do that? 

Mr. Funsron. Oh, yes, definitely. I am speaking—— 

Senator Monroney. You mean stocks instead of bonds. 

Mr. Funston. Yes—issue stocks instead of bonds is what I meant. 
Oh, definitely they do. And I have not been in that business; I have 
not done so myself, but I say with confidence that I know they do. 
And there will be some other witnesses that are in that end of the 
business that could corroborate that. 

Senator Monronry. Could you definitely say, or tell this committee. 
that there is no desire for an economy of shortage in available securities 
so the market could continue to go up undisturbed ? 

Mr. Funston. I cannot speak for the whole securities industry, but 
that is the first time that I have ever even heard the thought raised. 

Senator Monroney. It just happens this way, and no one has yet 
wanted to test the market beyond General Motors and A. T. & T. on 
big stock issues. 

Mr. Funston. That is right. And everybody thinks it should be 
done. But there are factors there that discourage corporations from 
doing it. I believe that those factors ought to be changed, and | 
believe the Congress can help in changing those factors. 

Senator Monronry. What factor? Do you mean the tax factor?’ 

Mr. Funston. Yes. 

Senator Monronry. Well, the stock market now is beyond the 1929 
peak, so it could not be a weakness in the market that would discourage 
that, or an overburden in taxation that would not allow the present 
market to reach that point. 

Mr. Funston. Well, here is one of the factors. In the first place. 
many of the companies’ corporate managements have said “I don’t 
want to issue equity capital, because I don’t want to dilute the equity 
of my stockholders.” They feel that way, and very properly so, when 
the price of the stock as evaluated by the market is selling below 
book value. Now, when the prices go up, so that they are well above 
book value, or when the management of a company thinks “Well, our 
stock is selling at a pretty good price now—we will sell equities,” they 
will be apt to do it. And we believe that that is perhaps starting to 
happen now at these market levels. 

The second thing is that a corporation management, in deciding— 
say they know they need some new capital. This is the way they look 
at it. They say “Well, we could either do it through common stocks 
or we could do it through bonds. If our stock is yielding 5 percent 
now, our money, if we do it through the common-stock route, is going 
to cost 5 percent. On the other hand, if we issue bonds, we can borrow 
it for 3 percent, we get a tax deduction for the 3 percent. So that is 
52 percent. So our money costs us that way only 114 percent; to sell 
stock it costs us 5 percent.” And they think in terms of the fact that 
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the stockholder, when he gets the money, is going to have to pay a tax 
mn it, too. 

Senator Monroney. If you issue bonds and run into hard times, the 
nterest has to be paid, but the dividends do not. 

Mr. Funston. That is right. And the bond indebtedness of corpo- 

ations since the war has gone up from $87 billion to I think, $187 

jillion, which many economists, however, say—some say it is too big 
al unsound and others say “Well, it isn’t at all, because the national 
economy has grown so much that it is all right.” But that is a question 
{ am not—— 

The CuarrMANn. The Senator’s time is up. Is the Senator from IIli- 
nois seeking recognition? The Senator from Alabama. 

Senator SparKMAN. Mr, Funston, I want to clear up one point on 
what you have just said to Senator Monroney. You said it costs them 
) percent to sell the stock. I do not quite follow that. 

Mr. Funston. What I meant, Senator, was that if that particular 
stock is yielding—say that it is selling for 50 and is paying $2.50 divi- 
dend. They figure that it ise osting them—— 

Senator SparkMan. In other words, they have to pay out $5, 5 per- 
cent, in the form of dividends. 

Mr. Funston. That is right. 

Senator SparRKMAN. Are some stocks sold both on your exchange 
and over the counter ? 

Mr. Funston. Yes, sir. 

Senator SPARKMAN. A great many? 

Mr. Funston. Yes; I would say a great many. 

Senator SparKMAN. In other words, there is no restriction when a 
list was used as to other sales. 

Mr. Funston. No, sir. Many corporations list their stocks on other 
exchanges, and stocks can be traded over the counter without the ap- 
proval of a company. 

Senator SparKMAN. Now, going back to some of the things that 
Senator Lehman and you discussed, about checking the securities that 
are listed with you—you have nothing to do with chec ‘king them at 
all, do you? 

Mr. Funston. How do you mean, sir, “checking them” ? 

Senator SparKMAN. To determine whether or not they are properly 
issued or should be issued. That is the job of the Securities and Ex- 
change Commission, is it not ? 

Mr. Funston. Do you mean, sir, the issuance of additional shares 
of securities ? 

Senator SparkMAN. Well, any of the securities that are listed with 
you. 

Mr. Funsron. Are apt to be securities which have been registered 
under the SEC Act. 

Senator SPARKMAN. Yes, 

Mr. Funston. And which any additional listings of shares or any 
large listings of shares have to be registered with the SEC; yes, sir. 

Senator SPARKMAN. Yes. 

Mr. Funston. And we cannot list them until that has been done 
and until the SEC tells us “All right, go ahead.” There has been the | 
period—I think it is a 30-day period—when they examine it and so 
on, and then they say “All right, go ahead. You can list it.” And we 
list it when they tell us we can. 
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Senator Sparkman. Are the prices of stocks generally, stocks that 
are sold over the counter and in your exchange or in the various ex 
changes—do they usually bring the same pric ef 

Mr. Funston. They are usually pretty close. Italldepends. I don’t 
know what the prices are, and I don’t think anybody knows what the 
prices are of the secur ities that are sold in the over-the-counter market 
as compared with what they are on the exchange. 

Senator Sparkman. I believe you made some reference to that i: 
your full statement, did you not? As TI recall, you said that up until 
comparatively recently, there was no check on those. But I thought 
you said there was some agency now that checked on them. 

Mr. Funston. I don’t recall having made that statement, Senator. 

Senator Sparkman. I may be wrong, but I was under the impressio: 
that was in your full statement. 

Mr. Funsron. I’m afraid I misled you. Well, there is an organi 
zation that you are going to hear from, the National Association of 
Security Dealers, that looks over the over-the-counter market. 

Senator Sparkman. And they do give some information on that ? 

Mr. Funston. Yes, sir. I do not believe they give information on 
that particular thing, that area. 

Senator SparKMAN. I believe that is all. 

The Cuarrman. Was the Senator from Oregon seeking recognition 

Senator Morse. It is not my turn yet. 

The Cnamman. The Senator from Indiana is recognized. 

Senator Caprnart. Mr. Funston, I would like to get into this proxy 
business a little further, please. Do we understand that if a broker. 
a member of the New York Stock Exchange, was holding, let us say. 
100,000 shares of stock for some beneficial owner, and they were having 
an annual meeting, that he could vote that stock without anyone know 
ing the ownership of the stock ¢ 

Mr. Funston. Yes, sir, he could vote the stock as nominee for the 
beneficial owner. 

Senator Carenarr. Without anyone knowing the real ownership 
of the stock. 

Mr. Funston. Yes, sir. 

Senator Caremarr. You, of course, know that I have a bill pending 
to correct that. 

Mr. Funston. Yes, sir. 

Senator Carenarr. And I think it ought to be corrected, because— 
you have 1,366 members, have you not? 

Mr. Funston. Yes, sir. 

Senator Carenart. Now, you take a company whose stock is widely 
traded in, with many shares traded every a and it is possible that 
all 1,866 may be holding every day or on any given day some of the 
shares of that stock for some other owner. 

Mr. Funston. Excuse me, sir, would you repeat that question. 

Senator Carruarr. Well, you have 1,366 et that trade on the 
exchange each day. Now, take a stock that is widely held or widely 
traded each day. The chances are that all 1,866 of them have some 
sales each day in that specific stock, is that correct ? 

Mr. Funston. No, sir, because a ’much smaller number than the 
1,366 do business with the = 

Senator Carenart. How man 

Mr. Funston. I don’t know. Vaybe 700 or 800. 
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Senator CapeHart. Well, the 600 members could deal in a given 
stock each day. 

Mr. Funston. Yes, they could. 

Senator CareHart. What we are trying to do in this legislation is 
to see exactly who the owners of these shares are before they are voted. 

Mr. Funston. Yes, sir. While I have not had an opportunity yet, 
Senator, to study the bill as much as I want to and intend to, I under- 
stand that at the present time anyone who is an owner of 10 percent, 
anyone who is an owner, who is a director or an officer or a 10 percent 
owner, it is a matter of public record what his holdings are. And I 
believe that your proposal is to drop that figure to 5 percent. 

Senator Caprnart. Yes—and also to force the members of the 
exchange, or all other exchanges, in voting the stock to disclose in 
advance of the election date the true owners of the stock. 

Mr. Funston. For any amount at all? I mean even 100 shares 
of stock? 

Senator CareHart. Yes. I do not know why they should be per- 
mitted to vote the stock without disclosing the complete 

Mr. Funston. Senator, at the present time the relationship between 
the stockholder and our member firm is regarded as a spivilened one, 
and of course at any time when there is any court order or any dispute 
or anything like that, that is opened up. 

Senator CareHart. Well, that very fact might enable a man to accu- 
mulate 100,000 shares or 1,000,000 shares in a corporation and keep 
his identity completely hidden, and then the broker or the member 
of your firm voting the stock in either one direction or the other, either 
for one set of directors or against one set of directors, without the 
public and the other stockholders in that corporation knowing who it 
was that was gaining control. Now, do you think that is correct? 
Do you think that is right? 

Mr. Funston. Well, let me say this. I think that the whole basis 
of the stock exchange has always been for full disclosure. And I 
can assure you that any policy that the Congress decides that it thinks 
is in the public interest, along the line of full disclosure, will be some- 
thing that is thoroughly consistent with what our aims have been. 

Senator CareHarr. I am only interested in protecting the existing 
stockholders against a raid on the part of a competitor or someone 
else who knows nothing about the business. And I think if I am a 
stockholder of the company, I am entitled to know who it is who is 
trying to get ownership of sufficient stock to get ownership of that 
company, because if they are going to get control of it, or if the pres- 
ent manager is going to remain in, either one or the other, it works 
both ways just as well, I may want to get out. 

The Cuarrman. The Senator from Oregon. 

Senator Morsr. I have only a few questions, in view of the time. Mr. 
Funston, as I understood you, you stated that the capital gains tax, 
institutional investments, purchases by investment companies, have 
created an artificial restraint on stock for sale, which has forced prices 
higher. My question is, Does this mean that because of these factors, 
prices are higher than the intrinsic worth of the stock indicate they 
should be? , 

Mr, Fonsron. Sir, I have no views on that particular matter. I 
would find it very hard to say whether any one stock, no matter what 
the factors were affecting it, was or was not overvalued. 
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,ator Morse. Well, as an economic operating fact, is it not logical 
to conclude that, if demand is greater than supply, and these arti- 
ficial restrictions to which you refer have the effect of limiting the 
supply, it is only to be expected that the price may go beyond the 
intrinsic worth? 

Mr. Funsron. Well, let’s put it this way—that those stocks typi- 
cally sell on a very high times-earnings basis and on a very low yield 
basis. Now, to what extent that is a w rarranted high valuation or not, 
I think would depend entirely on the stock. And certainly as presi- 
dent of the stock exchange, it has nothing to do with the determina- 
tion of values or the setting of prices. I do not think it would be 
appropriate for me to make a statement one way or another, even if 
I felt I was competent to do so, which I do not feel I am in this case. 

Senator Morse. Well, take my chair for a moment. You are a pub- 
lic official. You heard someone testify with your expertness that these 
artificial restraints are having an effect on the supply. Does it not 
follow - I have the duty, as every other member of the committee, 
as I see it, has the duty, of looking into those restraints to see what, 
if any, economic effect they may be hi ving in pushing up the price 
beyond the intrinsic worth of the stock ? 

Mr. Funston. Sir, you will have some professional market analysts 
and members who are in a position to answer that question much bet- 
ter than I. 

Senator Morse. Well, would you help me this much with it. In 
response to that question, am I to understand that you agree or dis- 
agree that from the standpoint of the legislative process, we, as legis- 
lators, have the duty of looking into the question as to whether or not 
these restraints that you are referring to may be having an effect on 
the prices being paid for stocks bey ond their intrinsic worth or the 
intrinsic worth of the sec urity that they represent. Therefore, we 
have the duty of finding the answers to that problem in order to pro- 
tect the } vublic. 

Mr. F unston. Yes, sir. Maybe this will be satisfactory. Many of 
the people in our business, the market analysts who study the matter 
carefully, believe that should the capital-gains tax be cut, that these 
particular securities which are selling on a very high times-earnings 
basis, would have created a new source of supply, which would tend 
to keep the price from going higher when the normal demand came 
in, and might even cause the prices to go down. That is what a lot of 
our people in the business who ought to know say. 

Senator Morse. Well, now, that answer goes back to the topic we 
were discussing at the time of the luncheon adjournment. If I under- 
stood you correctly this morning, you expressed yourself to the effect 
that you did not see the justification of treating capital gains as 
income. Isthat a correct statement of your theory ? 

Mr. Funston. Yes, sir, as an economic theory. 

Senator Morse. You were testifying in your individual capacity. 

Mr. Funston. Yes, sir. 

Senator Morse. I have no desire or intention of linking this testi- 
mony to your official position. I am interested in your business judg- 
ment on this as an individual. You did not think it was income. 
Then you told me, before luncheon, that you thought that the reduction 
should be 50 percent. 
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Mr. Funsron. Yes, sir. 

Senator Morse. What is the basis of that theory? If you think it 
is not income at all, why didn’t you ask for its elimination? 

Mr. Funsron. For two reasons, Senator. I don’t believe that as a 
practical matter it would be possible to get it cut down below 50 
percent with the Government needs for revenue being what they are. 
Similarly, I think that before it would be eliminated entirely, an 
adequate definition of what a capital gains is would have to be devised, 
and so far the Treasury and Mr. Stamm’s group and so on have not 
been able to devise an adequate definition. 

Senator Morse. Would you say that in view of the ever-present 
need in the Government for funds to carry on public business, perform 
public services for the people, it is a tax that is at least related to 
ability to pay‘ 

Mr. Funsron. Well, I can answer that by saying that 78 percent, 
I believe, of the people who pay capital gains have incomes of under 
$10,000 a year; 79 percent who take advantage of the capital loss 
provisions have incomes of $10,000 a year. So that the capital-gains 
tax itself is not a rich man’s tax as everyone thinks it is. It is true, 
of course, that those people’s share of ownership is not as large as 
those percentages. But it is also true that the capital gains in many 
ways hits some of the lower income people where it does not hit some 
of the larger ones because they are not able to offset a loss against 
u gain. 

Senator Morsr. Would you say, Mr. Funston, th: Be when you come 
to the total amount of the capital gains for the Nation as a whole 
in a given year, that you are dealing with a substantial reservoir, 
ac cording to your theory, of—in quotation marks—income that repre- 
sents at least a source for taxation of considerable amount / 

Mr. Funsron. Sir, you mean the amount of the capital gain 

Senator Morse. That is subject to taxation. 

Mr. Funsron. Yes, sir. Since 1949, from the figures I cited this 
morning, we estimate that there are capital gains on stocks listed on 
i our exchange in the amount of $39 billion—something like that. 

Senator Morsr. So that, speaking again from the standpoint of 
the legislative process, when you come to look at that reservoir of 
income—in quotation marks—as a source of taxation, raising revenue 
for the operation of the system of Government, as compared with the 
possibility of imposing a sales tax on millions of Americans that are 
even below this 78 percent low-income people that you say fall within 
the capital-gains bracket, we, as legislators, then, have to make that 
comparison in the application of the ability to pay, do we not / 

Mr. Funston. Yes, sir. The capital-gains tax at the present time 
E brings in about a billion dollars worth of income. Of course, if it 

were abolished, the Government would lose the billion dollars. But 
if the rate were cut in half, as we are suggesting, we believe that you 
would get more revenue, because there would be more transactions. 

Senator Morse. On the theory that it would produce an incentive? 

Mr. Funston. Yes, sir. 

Senator Morse. Well, I am for producing incentives. Now, would 
you say, Mr. Funston, that fluctuations in stock prices are essential to - 
the successful operation of the business of the stock exchange / 

Mr. Funston. No, sir, not fluctuations. 
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Senator Morse. That is, if we could imagine an ideal economic 
situation in which the stocks of corporations 1 to 100 would remai: 
at a fixed price, because of model efficiency within their operations, 
would the business of the New York Stock Exchange be affected b) 
that kind of stability ? 

Mr. Funston. I would say that would be very bad, because that 
would be a static economy, and I would hope that these companies that 
are successful and so on, that as they go along, they will prosper and 
pay more dividends, and therefore there will be in increase in the 
value of the securities. 

Senator Morse. Well, in view of that comment, the record will show 
what the preceding comment was, let us see if I understand you. My 
question was the successful operation of the stock exchange, as far as 
your business is concerned, depends to a marked degree upon fluctua- 
tions in stock prices. 

Mr. Funston. If I get your question correctly, the stock exchange 
would much prefer, and indeed we try to provide, a continuous stable 
market, where the price of each succeeding purchase or sale varies 
not too far from the price of the previous sale. 

Senator Morse. Then the ideal would be, as you see it, to eliminate 
the speculative factor. 

Mr. Funston. No, sir. You have that and still have a speculative 
factor—because the stock market has to be responsive to what is going 
on in the country. After all, a stock market which is free from undue 
credit, free from manipulations, is nothing more than a thermometer 
showing what is going on inside, in the country, and not in general 
averages, but in terms of specific companies. 

Senator Morse. Well, the chairman has indicated my time is up, 
so we will continue this discussion later, with this observation. You 
are changing the hypothetical on me. I am not going to let you do 
that. You have got to stay with my major premise. That is, if we 
are going to have the stability in prices which you said you thought 
was desirable, then I asked you for conclusions as to whether or not 
that would in effect decrease the enthusiasm on the part of the potential 
speculator who hopes to buy low and sell high. 

The Cuamman. The Senator’s time is up. I recognize the Senator 
from Illinois for 10 minutes. 

Senator Doveias. Mr. Funston, you have undoubtedly studied the 
Pecora investigations of some 20 years ago. 

Mr. Funsron. Yes, sir. 

Senator Douetas. Three of the abuses which Pecora unearthed and 
which were made to some degree illegal by the SEC, are, first, im- 
proper use of information by insiders; second, wash sales; third, pools. 

Now, I would like to ask some questions about those topics, if I may. 

As I understand it, if an officer or director of a company purchases 
or sells stock, publicity is given to that fact. 

Mr. Funsron. Yes, sir. 

Senator Dovexas. If he makes a profit on the sale of his stock, then 
what happens? 

Mr. Funston. If it is on a short-term basis—in other words, if it 
is under 6 months, he is liable to pay that back to the company. 

Senator Doveias. But the SEC has no power of suit, and suit must 
either be by the company or by stockholders, is that true ? 

Mr. Funston. Yes. 





" 7 P fod i i ee 
a a a OR mee, 


en 
4" 





STOCK MARKET STUDY 73 









Senator Doveras. So that if he is influential in the affairs of the 
company , of which he is an officer and director, the burden is largely 
hrown upon the stockholders, is that true ? 

Mr. Funston. That is right. 

Senator Dovetas. Do you think that should be strengthened ? 

Mr. Funston. A couple of years ago, I believe we had some recom- 
mendations before a committee of the "House, and we indicated that 
we thought that there probably ought to be some teeth in the law. 

Senator Dovenas. May I ask this. To what degree could this pro- 
vision be circumvented by the officers and directors having fronts, 
either in the form of friends or family investment trusts, which would 
buy or sell for them ? 

Mr. Funston. I believe, sir, that under that rule, it is the responsi- 
bility that if the director or the officer does that, he is violating the 
law. 

Senator Doueias. How can it be proved—through a friend? 

Mr. Funston. Well, I suppose that it could be proved. A record 
could be obtained of with whom he did business. Well, Senator, I 
am not competent to answer that. I do not know how it would be 
enforced. 

Senator Dovetas. Has the exchange ever tried to find out about 
these matters on its own ? 

4 Mr. Funsron. No, sir. 

Senator Douenas. You leave that to the stockholders. 

Mr. Funston. I believe that that rule is policed by the Securities 
and Exchange Commission. 

Senator Doveias. W ell, we developed that they have no power of 
suit. That suit has to be by the company or the stockholk lers, and if 
the man in question is an influential officer and director, it is unlikely 
that the company will bring suit. So you really throw it back upon 
the stockholders, do you not? Now, there is a very real question as 
to whether the exchange should not take some responsibility in this 
matter, because this was one of the great abuses which the Pecora in- 
vestigation developed. Directors, when they found the earnings were 
P favorable, were rushing out and buying stock and thus intercepting 
. the gains ’ which really belonged to the stockholders, or, if the situa- 

tion was unfavorable, selling and unloading losses upon innocent out- 
siders who did not have the information that they had. This was one 
of the practices which brought, not necessarily the stock exchange, 
but American corporate practice into disrepute. And do you not feel 
this problem should really be attacked ¢ 
P Mr. Funston. I think undoubtedly that the problem should be ex- 
amined by the Congress. But I do not believe, sir, that it is incum- 
bent or desirable on the part of the stock exchange to try to police it, 
because we cannot police the laws of the land as they relate to offi- 
cers of companies over which we have no control, 

Senator Dovenas. Can’t you set up ethical standards which go be- 
‘ yond the law’ Must you always stick to the bare provisions of 
the law ? 

; Mr. Funston. We do, sir. We do have such standards in the areas 
of our members or our membership where we have some control. 
Senator Doueias. Why not take this on? 
Mr. Funston. Sir, we have a hard enough job looking after our 
own and ours, I believe, without going far afield. 


cn 





iano * 


bert. 





74 STOCK MARKET STUDY 


Senator Doveras. Can officers buy stock in their companies pursuant 
to a stock option and sell that stock shortly afterward without any 
liability ¢ 

Mr. Funston. I do not know the answer to that. It would depend 
upon the terms of the stock option. 

Senator Doveras. As I read section X, 16—-B-3, Rules of the Seeuri- 
ties and Exchange Commission, they can do that. 

Mr. Funston. I don’t know the answer to that question. 

Senator Doveras. I have a copy here. It is a direct statement that 
they are not liable. Do you think that should be tightened up, because 
that means that they can get out quickly and not have & permanent 
stake in the company, which is presumably the justification for the 
stock option. 

Mr. Funston. Yes, sir. While that is not in our jurisdiction, we 
have no position, no policy, as a personal matter, I would be inclined 
to agree with you. 

Senator Doveias. Now Mr. Pecora also brought up the fact that 
pools were quite widely used. I believe one of the pools was the famous 
Anacenda pool, including Mr. Charles E. Mitchum, as one of the 
leaders; namely, they agreed to maintain the price of the stock at a 
given figure until the insiders had sold out, and then when they had 
sold, ceasing to protect the price of the stock. Do you think you have 
stopped that? 

Mr. Funston. Yes, sir. To the best of our knowledge and belief. 
we have. Any pools or anything operating on the floor of the stock 
exchange or on the part of our members, that is our business, and we 
devote a great deal of time and attention to policing that. 

Senator Doveras. So you do say that part of your job is to prevent 
pools from operating, but it is not part of your job to prevent insiders 
from operating. 

Mr. Funston. Yes, sir. Pools that are operating in the area of 
our jurisdiction. 

Senator Dove.as. Securities traded on the exchange. 

Mr. Funston. Ye§, sir. 

Senator Doveias. Now, what about wash sales? A buying from B, 
B buying from A, or introducing multiple brokers with apparent great 
activity, but one sale canceling out the other. Do you think that is 
possible now ¢ 

Mr. Funston. No, sir, they are also prohibited by the rules of the 
exchange and of the SEC also. 

Senator Doveras. Do you think you can detect them ? 

Mr. Funston. Yes, we do; yes, sir. 

Senator Doueias. Have you ever detected cases ? 

Mr. Funston. Senator, may I ask one of my colleagues so I can give 
you a precise answer? 

Yes, sir, we have found some cases where we suspected or saw wash 
sales, and we reported those to the SEC. 

Senator Doveras. You did not take action yourself. 

Mr. Funston. No, sir, they were nonmembers of the exchange 
involved. 

Senator Doveras. Have you ever found any members of the ex- 
change ¢ 

Mr. Funsron. No. 
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Senator Dovetas. Have you ever taken any disciplinary action in 
connection with pools ¢ 
; Mr. Funston. No, sir. 
Senator Doveias. Thank you. 
The Caamman. Mr. Funston, there are 1 or 2 dangling ends I want 
to clear up. There is this question that was raised 2 or 3 times about 
the effect of taking these large blocks of stock out of the market by 


' the purchases of institutions. If I understand you correctly, it is 
4 about $2 billion a year, is that right / 


Mr. Funston. Last year we estimated it was $3 billion in all, of 
which $2 billion were purchases on the floor of the stock exchange. 

The CuamMan. So that that is about two-thirds of the new capital 
issues, equity issues, that are brought out, isn’t that right 

Mr. Funsron. Well, those, Senator, were not new issues. They were 
big existing securities. 

Che CuatrMan,. I know that. I said in sum total. If I understood 
you correctly, something a little under $3 billion of new equity securities 
were issued last year and about $2 billion are presumed to be taken 
off by what you call institutional investors. 

Mr. Funsron. Yes, sir. 





. 


i The CuHairman. So there is a very small accretion of new equity 

3 securities for purchase, is that not correct ¢ wilt 

a Mr. Funston. If you assume that all of the institutional purchases 

i are purchases that they will buy and hold indefinitely, which is not a 

; valid assumption. 

3 The CHarrmMan. Well, at least the tendency is largely that way. 

4 Mr. Funston. Yes, stf. It is more of a tendency with them than 

q it has been in the past perhaps with other owners. 

¥ The Cuarrman. The point I was trying to make—if that is going 

ey on now in a rather accelerated manner, and you also are coming into 

Fe the market with these new people you are inducing in the market, that 

ey in itself is creating this difficulty, this pressure on prices and raising 

them, isn’t it—tending to raise the prices. 

3 Mr. Funston. Well, Senator, we do not believe that an institution 
has any better right to own securities in the stock exchange than the 
little fellow in this country. 

The CuatrMan. Well, that is a different matter, I would say. I am 
really asking you if this combintaion of circumstances, coincidence 
E of circumstances, of removing of the available securities, plus your 
aggressive selling campaign, is not inflationary. It has nothing to 
rj 


do with the morality of who owns it. Is it not inflationary, obviously ? 
It tends to push up the prices of securities, does it not ? 

Mr. Funston, Well, if more people are demanding securities and 
the supply stays the same, yes, they will go up. 

The CHarrman. You are persuading them to demand more; are 
you not? You are doing your best. Everything you can think of you 
are doing to persuade them to demand more. 

Mr. Funston. Some of our members firms are persuading, doing 
a very aggressive selling job. 

The Cuarrman. Well, you yourself—you said you make speeches 
me you tell them how wonderful it is to own part of American 
mndustry. 
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Mr. Funston. Well, I doubt very much that a lot of people go out 
and buy stocks on what I say on a general basis like that. 

The Cuarrman. You are a very persuasive man. I am sure many 
do. A million of them have in the past 3 years. You contributed to it 

Mr. Funston. Well, the mite that I contributed is a very minute 
umount. 

The CuHarrmMan. You are too modest. 

Mr. Funston. Let’s not kid ourselves. The reason why we hav 
vot a million new stockholders in the last 3 years is not in general due 
to the terrific selling job of the securities industry, I don’t believe. | 
think it is due to the fact that the stock market has been going up, 
perhaps. 

The Cuarrman. Yes, I agree that has contributed greatly. There 
fore, it is very much to your advantage and the advantage of your 
members to have that market go up tremendously, is it not, because 
that does create this demand. It feeds upon itself; does it not ? 

Mr. Funsron. No, sir. I don’t know. It is not to the advantage 
of the stock exchange—of the stock exchange community—to have 
stocks 

The CuarrMan. Going up. 

Mr. Funston. Going up to the point where they represent unreason- 
able levels, because there is an old saying that trees don’t grow to the 
sky, and when they come down, then it would be very bad for the 
exchange and the exchange community. 

The CrarrmMan. Oh, really—would it? Don’t the members make 
a commission on a sale when it goes down just as much as when it 
goes up ? 

Mr. Funston. Yes, they get a commission. But there is a lot more, 
Senator—the public confidence in the exchange and the members, and 
the confidence in what we are as an institution is much more important 
than a few commissions. 

The Cuarrman. You people really are in business, though, to make 
a profit. 

Mr. Funsron. Absolutely they are; certainly. 

The Cuarrman. They do not do this just as public servants. 

Mr. Funston. No, they do not. But I will say this. I think that 
the only way they can prosper, of course, is by providing a good public 
service. 

The Cuatrman. And by having large activity on the market, a big 
turnover is very advantageous to a broker, is it not? 

Mr. Funston. Well, yes. He makes more money when the turnover 
is large than when it is small. 

The Crarrman. And he is interested in making more money, is he 
not, like all other Americans. I am not trying to ascribe to him any 
motives that most people do not enjoy in common. I do not know 
why you are so reluctant to admit it. They believe in the profit 
system ; do they not? 

Mr. Funston. That is right. 

The Caatrman. Sure they do. 

Mr. Funston. And the interesting thing is, I think, that last year 
was the first year in which our business, our members and their com- 
mission business, has been generally prosperous. The figures which 
we got for the previous year indicated quite the reverse. 
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The CoarrMan. Well, one other question that bothers me about the 

ee pital-gains tax. The fact that one can make a profit and pay 25 

| a ercent as against 50, we will say, or higher, for the normal income, 
which most people who deal in stocks would mi ike, makes big stoc ks 
attractive, does it not? 

Mr. Funston. Yes, sir. 

Che CHAIRMAN. It seems to me that you advocate the removal of 
this tax for the purpose of stabilizing the market and damming or 
slowing down or reducing the speculative fever. 

Mr. Funston. That is what I have been suggesting to this com- 
mittee, because that is what you have been inter ested in. 

[he CuarrMan. We are interested in it. You think it would have 
that effect. 

Mr. Funston. Yes, sir. 

. The CuarrMan. Well, that is what I do not understand, because it 
i seems to me if being at 25 percent rather than 50 is attractive, if it 
were at 10 percent, it would be even more attractive, and it would 
attract everybody into the market. 

Mr. Funston. We believe that it perhaps would increase the attrac- 
tiveness of shares generally. 

The CuamrMan. Well, how would that have a damming effect upon 
the prices ¢ 
Fs Mr. Funston. It would have a readjusting effect. In other words, 
just to speculate as to what might happen, what might happen is that 
people would sell more of these stocks which are locked in, the prices 
might conceivably go down there, and then the people would reinvest 
that money elsewhere in the stock market or in new enterprises and 
those prices might go up. 

a The Caamrman. Well, those particular ones. But would you not 

bs visualize an enormous increase in the participation by a lot of the poor 
working people that now see an opportunity to make money without 
paying any tax or very little? 

Mr. Funston. Senator, I don’t know definitely and I cannot predict. 

The only thing is that I do not believe that a lot of the average people 
have the capital-gains tax too much in mind as an inducement. Those 
figures we were citing this morning—the 49 percent—the question was 
what effect do you think taxes have on the purchase of securities. 

: The CHarrman. You challenged those figures this morning. You 

cannot have it both ways. 

Mr. Funston. I didn’t challenge it. Isaid I was surprised to see it. 
And I said this morning also—— 

The Cuarrman. You said they were thinking about other taxes. 

Mr. Funston. They are thinking about all Federal taxes. And as 
you pointed out, capital gains was one of the ones included in that 
group. 

The Cuarrman. Well, then, it is not very important and we really 

should not bother about repealing it, should we, or cutting it down. 

; Mr. Funston. Well, Senator, I have given you my views on it. I 
think that it is important. I think it is something you ought to do. 

sut you are going to hear from a lot of other people from the securities 

industry, and maybe they don’t agree with me. I don’t know. 

The CHarrman. But you will agree that it possibly might have the 
reverse effect—psychologically it might attract many people into the 
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market that are not in now because of the opportunity to retain a 
larger percentage of the profit. 

Mr. Funsron. Conceivably it might. 

The CuarrMan. It is a danger we should keep in mind. I asked you 
this morning about the amount of budget that you were spending on 
advertising in this program of attracting participation in the stock 
market. You said $600,000. 

Mr. Funston. Well, we spent $525,000 last year. I believe we in- 
creased the appropriation this year by $85,000, which would be about 
$610,000. That is the figure which we pay for media. And then in 
addition to that, we throw into our expense certain personnel and so 
on. So that our total advertising and sales promotion expense I would 
guess would approximate about a million dollars. 

The Cuairman. That is for the stock exchange itself. 

Mr. Funston. Yes, sir. 

The Cuarrman. Can you give us an idea of what your members are 
spending for the same purpose. 

Mr. Funsron. I can give you just a very rough idea. I believe that 
they are spending m: aybe $2 million for advertising i in addition. Then 
in terms of what they are spending in terms of sales promotion and so 
on, I just do not know. 

The CuatrMan. A very large sum. Do you have those figures avail 
able? Can your research man make them available ? 

Mr. Funsron. We don’t have them for the whole industry ; but I be 
lieve we could give you some. 

The Cuarrman. | mean your members, the people who are members 
of the exchange. 

Mr. Funston. Yes. I believe we could give you a pretty good esti- 
mate of that figure when we get some cost figures in from the industry 
in a month or so. 

The Cuarrman, | think it would be very interesting if you would 
supply them to the committee. 

Mr. Funston. We would be delighted. 

The Cuarrman. That is, the figures showing what your membership 
spends in promoting the sale of stock. 

Mr. Funston. Yes, sir. 

The Cuarmman. Did the Senator from Illinois ask you about the 
exception of options for management! I believe there is an exeeption. 
is there not # 

Mr. Funston. Yes; he did. 

The Cuarrman. You used as an illustration that a manager or 
executive could not retain the short-term profits from the sale of stocks. 
The matter of option is an exemption to that provision, is it not ? 

Mr. Funsron. I said I did not think so. 

The Cuarrman. Well, you can ask one of your lawyers. I am sure 
itis. It is an exemption. 

Mr. Funston. Our attorney says that there is a special rule which 
figures the amount of profit that can be taken down over the period 
of the option, and he says it is a very complicated rule. We will try 
to get that and put it into the record, if you want it. 

Senator Doveras. Mr. Chairman, the rule is in my hand. The rule 
is X-16B-3. It is entitled “Exemption From Section 16B of Certain 
Acquisitions of Securities” and it begins as follows: 
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Any acquisition of shares of stock or nontransferrable options (other than con- 
| a vertible stock or stock aequired pursuant to a transferable option, warrant or 
ight) by a director or officer of the issuer of such stock shall be exempt from the 
peration of section 16B of the act, if the stock or eption was acquired pur- 
uant to a bonus, profitsharing, retirement, or similar plan meeting all of the 
following conditions: 


The Cuamman. Yes, I just wanted the record to be clear. There is 
o question about the exemption. I did not want it to be left in an 
erroneous state. In any case, I think that whole rule can be made 
1 part of the record. 
¥ (The section reads as follows :) 


Rute X-—16B-3. ExeMPprTrion From SEcTION 16 (8B) oF CERTAIN ACQUISITIONS OF 
SecurRITIES UNDER STOCK BoNvS OR SIMILAR PLANS 


4 {ny aequisition of shares of stock or non-transferable options (other than 
¥ onvertible stock or stock acquired pursuant to a transferable option, warrant or 
cht) by a director or officer of the issuer of such stock shall be exempt from 
he operation of Section 16 (b) of the Act if the stock or option was acquired pur- 
suant to a bonus, profit-sharing, retirement or similar plan meeting all of the 
lowing conditions: 

(a) The plan has been approved specifically, or through the approval of a 
harter amendment authorizing stock for issuance pursuant to the plan, by 
security holders of the issuer at a meeting for which proxies were 
solicited in accordance with such rules and regulations, if any, as were then 

in elYect under section 14 (a) of the Act. 
(vb) If the selection of the persons who may receive funds or securities 
Fat pursuant to the plan, or the determination of the amount of funds or securi- 
A ties which may be so received by any such person is subject to the discretion 
f any person, such discretion shall be exercised by (1) a committee of three 
or more persons having full and final authority in the matter, or (2) the 
: board of directors of the issuer, provided the members of such committee, or 
Z a majority of the directors acting in the matter, are not entitled to partici- 
pate in such plans or in any other similar plan provided by the issuer or any 

of its affiliates. 

(c) The plan effectively limits the aggregate amount of funds or securities 
Which may be allocated with respect to each fiscal year pursuant to the 
plan, either by limiting the maximum amount which may be allocated to each 
participant in the plan or by limiting the maximum amount which may be so 
allocated to all such participants. 

(d) The aequisition of the securities pursuant to the plan does not involve 


oie 2a 


see 


soe 


ae 


a the payment of any cash (other than the application of funds currently 
received pursuant to the plan or payable pursuant to the option contract) 
5 directly or indirectly, to the issuer or any of its affiliates. 


The Catan. The option, as you pointed out, is a way to pay 
: executives, giving them a more advantageous tax situation, is it not? 
Mr. Funston. No. I don’t know. 
The Caamman, You do not know? 

Mr. Funston. No; I don’t think that 

The CuatrMan. I thought you said that it was very important in 
holding 

Mr. Funston. Yes, sir; but the way you worded your question was— 
you said the main reason for doing it is for tax advantages. And 

The CHairnman. Well, isn’t that obvious ? 

Mr. Funston. No. I think the main reason is to give the executives 
incentive to stay with the company. Now, Senator—— 

The Cuamman. Well, of course, I don’t see that there is any dif- 
ference. It enables them to retain more pay. If you paid them an 
amount that results in the same amount, it would have to be so high 
that it would shock the stockholders, would it not? They can do it 
either of two ways. 
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Mr. Funsron. I am not an authority on stock options. This mor 
ing when I was answering I was answering from my personal ex- 
perience, and it is nothing that the exchange has jurisdiction over. 
We make sure that all stock options are approved by the stockholders 
before we list any stock for the purpose, and we believe the exchange 
is carrying out its function when we do that. 

The Cuamman. Well, you do have jurisdiction over it. And of 
coures the SEC has jurisdiction over options. Overall, issuing op 
tions has a further effect upon stockholders in that it dilutes the inter 
est of the existing stockholders, does it not? It may, at least. 

Mr. Funston. Well, but, sir, we do not have any jurisdiction. If 
the stockholders vote and want it, they decide. The stock exchange 
has no jurisdiction over telling the stockholders what they can and 
cannot do with their company. 

The CHarrMan. I was interested in that statement you made i 
your prepared statement, regarding the right of these new stock- 
holders to a voice in management. As a factual matter, in reality, do 
you think they have a real ‘opportunity to influence management when 
they buy 10 shares of General Motors? 

Mr. Funston. No—10 shares in General Motors is nothing. 

The Carman. Or any other stock on your exchange. 

Mr. Funston. But as a group, Senator, if each one has the right to 
vote, as a group they have a lot of power, as we have seen in many in- 
stances in the past year or so. 

The Cuatrrman. You are thinking of the New York Central case. 

Mr. Funston. Well, just a lot of different ones. 

The CuarrmMan. But as a matter of fact, they should not be deluded 
into thinking they are going to have very much influence in the man- 
agement, should they? And do many of them really think that is 
important ? 

Mr. Funsron. Of course, we don’t try to indicate they do. The 
point is that we fight for them and we get the right for them to vote 
before we will list a stock on the exchange. 

The Crarrman. I understood that. I was just interested. You 
mentioned that particular aspect in your statement to the committee. 

Mr. Funston. We think it is a very important contribution that we 
are making to the investing group at large. 

The CuarrmMan. Well, I would not want them to be too disappointed 
when they find out that they really do not have too much to say about 
it. Most of them, small stockholders, do not seek to have very much 
influence. They buy in a different attitude from other investors, 
don’t they. 

There is one other matter in your statement I would like to have 
you comment on. On page 6 of the abstract of your statement, you 
point to the miracles of mass production and mass consumption. It is 
true that corporate earnings have increased because of the expiration 
of the excess profits tax, better depreciation allowances and improved 
technology. But while this was going on, farm income has been drop- 
ping. This while the average price of stocks has increased over 50 
percent in the past year and a half. Do you not think this creates 
quite a problem. Unless we make possible a growth in consumption 
along with growth in corporation earnings and stock prices, are we 
not likely to get the economy out of balance seriously ¢ 
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Mr. Funston. Well, of course, Senator, whatever happens in the 
economy anywhere in our Nation reflects itself in the stock exchange, 
and the fact of the diminution in the purchasing power of the farmer 
4 year or so ago compared with what he had been doing before showed 
up immediately in the earnings of the farm machinery companies, for 
example, and that was reflected on the stock exchange. And the same 

ng has happened in textiles. So we are just a reflection in the mir- 
ror of what is going on in the economics of the country. And we cer- 
tainly know that the stock exchange cannot prosper, our member 
(rms cannot prosper, unless our country prospers. 

The Cuarrman. Well, that is speaking over a long period. But 
take in the twenties. Agriculture was in the doldrums and the market 
was going up at high speed. Agriculture is not prospering now, is it, 
last year or presently. 

Mr. Funston. Well, Senator, I am not an economist. I think that 
undoubtedly farm income is not what it was maybe a short time ago. 
But it is much better than it has been in certain periods in the past. 
But I just don’t know. [have not studied the situation. 

The CHarrman. Well, you read the papers and you are familiar 
with the fact, for example, that cotton is an important agricultural 
commodity. Its acreage is being cut this year about 30 percent. 
That is a serious cut, wouldn’t you say, in gross acreage ? 

Mr. Funsron. Very much so. 

The Cuarrman. If we cut General Motors’ production 30 percent, 
there would be quite a reaction, would there not ? 

Mr. Funston. Surely. 

The CxHarrmMan. That is what they are doing in this coming year 
year in cotton. It was cut last year over the preceding year. In 
fact, it will come up this year with 18,100,000 acres against some 36 
million only a few years ago, during the war. Last year it was 
21,500,000. It is a very serious cut. A similar thing is taking place 
in rice. Take in December, when the market was hitting a new high 
each day, the price of poultry, one of the major industries of recent 
development, hit a new 25-year low, down 16, 17 cents, whereas the 
cost. of production is about 21 cents. Does that not disturb you at all? 

Mr. Funston. Senator, I am from South Dakota. I was raised 
there, so I know the problem of the farmer, and I am very sympa- 
thetic with his situation. But I have not studied the matter. I am 
not an economist. And I do not feel that I could offer anything to 
your deliberations in the way of any comment I might make about 
the relation of farm income to the other segments of our economy, 
because I just do not know. 

The Cuatrman. Well, the point of the question is, it seems to me, 
that you might be concerned about that very problem with regard 
to the health and stability of the market ; of the stock market. 

Mr. Funsron. Yes, sir; and it does. It has reflected itself in the 
machinery stocks, But there again, my concern and that of the stock 
exchange is the making of the market where the shares can be traded. 

The Cratrman, Well, it it going beyond that now. That is what 
I was trying to impress upon you. When you go out to induce, per- 
suade, may I say, investors into your market, you are assuming a little 


wider responsibility than merely being a place where transactions 
take place. 
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Mr. Funsvon. Yes, sir; I agree. 

The CHatrman. I think that is a very serious matter. I think it 
has possibilities. It might be extremely serious to the preservation 
of our capitalistic system. If you get 1 million, maybe 10 million, 
small investors in there and they lose their investment, it may disillu- 
sion them with the capitalistic system. 

You have cited here as a model for us, or at least something to con- 
sider, the experience in Great Britain, where they have no capital- 
gains tax. You would not want us to follow all of the economic prac- 
tices developed in Great Britain in the last 10 years, would you? 

Mr. Funston. I should say not. 

The Cuairman. That is why I think you should be concerned about 
the possible consequences of inducing these small people, which I am 
sure they must be, to come into the market in large numbers. 

Mr. Funsron. We are very conscious of that, Senator, and in all 
of the statements that any of us make, and our members make, we 
try to tell the facts of what stocks and bonds are, and we emphasize 
again and again the need of investigating before you invest, do not 
invest until after you have an emergency fund in the savings bank, 
in Government bonds; do not invest until you have protected your- 
self against catastrophe through life insurance; buy conservative 
things; get the facts ; get competent advice and counsel. 

The Crarrman. One other thing with regard to this campaign. 
You will recall that in the twenties the stock market conducted, brokers 
particularly, similar campaigns for the sale of stock, wider partici- 
pation, did they not? 

Mr. Funston. What year was that, sir? 

The Crarrman, In the twenties. 

Mr. Funsron. I do not know of my own knowledge. 

The Crarman. You have never read about it? 

Mr. Funsvron. I believe that it has been a continuing program be- 
fore and since. In other words, I do not believe that this is quite as 
new or dramatically different as some people think. 

The Crarrman. Well, I was only taking you at your word. This 
all arose out of your 1954 report, which I read to you, part of it, this 
morning. I was greatly impressed with it. 

One other point with regard to capital gains. You stated this morn- 
ing that no other major country has capital gains, 

Mr. Funston. Yes, sir. 

The CHatrman. In those countries, during the last year or 18 
months, have their stock prices gone up comparable to what they have 
gone up here? 

Mr. Funston. Yes, sir. There is a chart in here that shows— 
Chart 3 (see p. LO7)—that in Germany and in France they have gone 
up much more, and to a lesser extent in some of the other countries. 

The Carman. How do you reconcile that with your theory that 
the stock being locked in has caused the market to go up? 

Mr. Funston. As I indicated, there are many, many, many factors 
that. make stocks go up or down. And this capital- -gains factor is just 
one of them. I would say if they had capital gains in these other 
countries, undoubtedly their averages would have gone up higher than 
they did. But capital gains is not by any means the ie factor that 
is working for higher stock prices. 
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The Cuatrrman. Well, is it a significant factor? I was trying to 
find out if there is any reason to believe that it had the effect which 
you stated this morning. 

Mr. Funsron. I believe it has, sir. I believe it is significant. 

The Carman, All I was trying to do is examine the reasons why 
vou believed that, if there are any. Is it just something that occurred 
to you? 

Mr. Funsron. No. As I have cited in here, one of our—not a mem- 
ber, but an organization which is in the investment advisory business, 
to a very great extent says that between 70 and 80 percent of their 
customers Whom they advised to sell stocks and who should for well- 
rounded investment reasons, declined to do so because of the gains. 
We have many, many more of our members who attest to the same 
thing. I do not have the experience myself, exc ept as it relates to me 
personally. But our members who are in the advisor y business tell us 
again and again that people withhold stock from the market they 
should sell because of the impact of the capital-gains tax. 

The Cuarrman. How many floor traders do you have on the ex- 
change ¢ 

Mr. Funston. We have about 600 member that from time to time 
during the course of the year may trade on the floor; that is, make 
purchases for themselves on the floor. During the period that we last 
made a total check, I believe there were 230 members that were active 
in making at least 1 trade on their own—230 different members. Based 
on reports of floor trading covering 1 week in December 1954 and 2 
weeks in January 1955, 230 different members on the floor initiated 
transactions for accounts in which they had an interest. Of these, 
there are about 25 who are consitently more active than others. 

The Cuatrman. What percentage of the total sales would you say 
were accounted for by floor traders ? 

Mr. Funston. Last year I believe it was 3.4 percent. The latest 
figure that we have for the most recent week—the last figure is 1.7 
percent ; the week before that it was 2.3 percent. 

The Cuatrman. Is that in number of shares or dollar volume? 

Mr. Funston. That is in round lot volume—percent of round lot 
volumes. 

The Cuatrman, Of shares. 

Mr. Funsron. Shares; yes, sir. 

The CuatrmMan. Do you think that floor traders accentuate the 
swings in the market ? 

Mr. Funston. No, sir. 

The Caarrman. Well, what function do they serve? 

Mr. Funston. The function of the floor trader is he buys for his 
own account and pits his judgment against the judgment of every- 
body else in the hope that he can profit by temporary variations in 
the market. He can never compete with the public, and that means, 
therefore, that always when he buys, he always pays a higher price 
than the price that any member of the general public, the broker 
representing a member of the general public, is willing to pay, and 
the opposite on a short sale. 

The CuatrMan. Is that a rule of the exchange ? 

Mr. Funston. Yes, sir. 


The Cuarrman. You require the floor trader to pay more than the 
public? 
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Mr. Funston. Well, we do not let the floor trader, when he is 2 
increasing or establishing a position, to compete with the public— 
to compete, let us say, with the broker of the public. In other words, 
public orders always take precedence. That is, he buys at a higher 
price than would find anybody in the market willing to buy otherwise, 
and therefore stabilizes the prices. 

The CuatrmMan. Does he pay the same commission as the public? 

Mr. Funston. No, sir. Being a member of the stock exchange, 
depending on what the arrangements are he has, he pays only a por- 
tion of the normal nonmember commission. He usually pays the 
clearance rate but not floor brokerage, let’s say. 

The Cratrman. Is his net cost, then, higher, as you indicated, than 
Joe Smith down here in Washington who buys: a share ? : 

Mr. Funston. No. As a member of the exchange, his cost is less. ; 
I mean his cost for that transaction. But don’t forget that he has 
an investment of maybe $88,000 in the seat on the exchange. He has 
the loss of the use of that money. He has to pay dues to the exchange. 
He has to pay 1 percent on his commissions, and so on. 

The CuatrMan. Well, I know that. That is why it seemed to me 
rather odd that you said because he is a member he has to pay more 
than the public, leaving the impression that it cost him more. 

Mr. Funston. I beg your pardon. I am talking about the price 
that he pays. 

The Crarrman. Well, that is the impression, that it costs him 
more, too. oe 

Mr. Funston. I’m sorry. I did not mean to give that impression 

The Cuameman. I do not understand the market too well, and | 
apologize because T often misunderstand what you say about it. | 
thought you left the impression that he was paying more—that is, 
it cost him more. 

Mr. Funston. No, sir. Say that a member, a broker representing 
the public, is willing to buy a stock for $50. He has to pay a higher 
price in order to buy the stock, say 5014, whatever it might be. | 


don t know. 
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The Cuarrman. Yes. Dut the final result is on that specific trade, ; 
leaving out his overhead, it costs him less than the public. E 
Mr. Funston. It would cost the public on an average 1 percent 
one percent of the $50 would be commission, and he would have to 

pay something less. 

The Crarrman. I read somewhere that floor traders contribute 
to upswings and downswings by concentrating their trading on active 
stocks; that when they sense a move underway, they jump in and 
begin buying, so they are a little ahead. They know what happens 
before it appears on the ticker, do they not ! 

Mr. Funston. Well, they only know what happens when it ap- 
pears—before it appears on the ticker, if they happen to be stand- 
ing in the crowd on which a trade is made. 

The Crarrman. Well, they are likely to be standing at the post 
where a particular stock that they are dealing in is being sold. 

Mr. Funston. That is correct. 

The Cuarrman. Would you say that allegation is true or untrue, 
about contributing to it? 

Mr. Funston. I would say that it is untrue, and that if it is true, 
it comes about because the floor traders are violating the rules of the 
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tock exchange. We have a rule which prevents the floor traders from 
ompeting with the public, or from congregating—the phraseology is 
ongregating, dominating, or being conspicuous in the market. And 
when a floor official or a floor governor sees that they are, then correc- 
tive action is taken. 

The CuarrmMaNn. How long has that rule been in effect ? 

Mr. Funston. I believe that that rule was established in 1946. 

The Cruarrman. Has there been any violation of the rule? Have 

ou had any trouble enforcing it ? 
* Mr. Funston. It is like all of our rules—it is a rule that has to be 
ontinually policed and enforced. 

lhe Cuamman. What does the phrase “painting the tape” mean? 

Mr. Funston. It means that they record on the tape of the exchange 
sales in such a way to make anyone watching the tape believe that there 
sa lot of activity there. It is an inciting action. Let me give you an 
example. Suppose that someone bought 1,000 shares of stock, and 
then instead of putting it all on the tape, on the ticker, one sale of 
|,000, supposing they put on a 100-share sale now and about 5 minutes 
later put in another 100 shares, and so on. That is painting the tape, 
ind is prohibited by the rules of the exchange. 

The CuarrmMAN. It is prohibited ¢ 

Mr. Funston. Yes, sir, very definitely. 

The Cuairman. When the tape is late, what about the floor trader / 
Sometimes your tape is 15 or 20 minutes late, isn’t it? 

Mr. Funston. It isn’t that late very often. And we do everything 
that we can to keep it up to date. 

The Crarrman. Well, the floor broker, in that case— 

Mr. Funston. The floor broker would have more of a time advan 
tage if he were standing in a particular crowd than he would other- 
wise. Of course, you know, being a floor broker, also, he has some 
imitations on the amount of information which is available to him, 
which is available to other people, because there are no news tapes or 
inything on the floor, so that he gets news with respect to corporate 
r world affairs that might influence the value of the stocks in which 
lie might be interested later than people do on the outside. 

The CHarrmMan. Are these floor traders very successful? Do they 
make a lot of money ¢ 

Mr. Funston. Well, I couldn’t answer that categorically. I don't 
think they have the reputation of being a very aflluent group, as a 
group. Some are and some are not, I guess. I don’t know definitely. 

The Cuairman. Who does make most of the money out of the stock 
market ? 

Mr. Funston. Well, I don’t know. 

The Crtarrman. Who does make most of the money out of the stock 
market ? 

Mr. Funston. Well, I don’t know. The people who own stocks that 
go up. 

The Cuarrman. I never seem to know any of these folks. I seem 
to know only those complaining about it. And if they own them and 
sell them and they go on up, they still complain do they not ? 

Can you think of any other items that would be of interest tous? . 
Mr. Funston. No, sir. 
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The Crarrman. I have some other questions. Did you recently 
make a rule or issue a warning on floor trading? Have there been : 
recent developments ¢ 

Mr. Funsron. Yes, there was. 

The CuarrMan. What was it? 

Mr. Funston. I will to the best of my ability explain it generally 
and then if there are any more specific details you want we can send 
them to you. The governors of the exchange all the time as I Say 
are policing the matter; and, in January they detected what they 
thought was some evidence of floor brokers being conspicuous in the 
market, and some were given a warning. I mean, the market was 
investigated and some were found to be at fault, and they have been 
disciplined. That is not unusual. It is not a unique thing. There 
have been numerous instances that have happened in the past and 
this particular one, the most recent one, was in January. 

The Cuatrrman. Do you think the Wall Street Journal was properly 
informed when it ascribed that change to the prospective study or not / 

Mr. Funston. Pardon me? 

The Cuarrman. I say, did the Wall Street Journal attribute that 
change to the prospect of the study by this committee ? 

Mr. Funsron. I can assure you, sir, that was not the case. 

The CHarrMan. They were in error. 

Mr. Funston. Yes. 

The CHarrman. If they were, they have a reputation of being in 
error very seldom, you know. 

Mr. Funsron. That was one time I can assure you they were. 

The Cuarrman. They were in error then. I wonder if one of you 
associates there might describe for the record that distinction that 
this morning you did not wish to discuss, between a call and a spread 
and a put and a straddle. I think those are terms that the committee 
does not understand, and I wonder if they could describe what. those 
terms mean, very simply. 

Mr. Funston. Sir, that is a matter which is not—it does not fall 
within the purview of the exchange operations and we would rather 
get the story, whatever you want, and put it in the record. In other 
words, I do not believe any of my colleagues here feel they are com- 
petent to discuss it. 

The Cuatrman. All right. I just assumed they were the technical 
experts and might know what a straddle is. I see it in the paper and 
1am always puzzled at what it means. 

Mr. Funston. I does not relate directly 

The Cuatrman. Do any of your associates know or can they inform 
you who might know what those terms mean, and then we can ask 
them. 

Mr. Funston. There are put and call dealers who specialize in this 
business. I am told there are a half a dozen dealers who are non- 
members of the stock exchange, who engage in puts and calls, and we 
will get the information either from them for you, or whatever you 
choose. 

The Crarrman. It would be a convenience to the committee if you 
would. I know some of you, and your research men probably, have 
access to the information which will give us a very simple description ; 
simple enough for this committee to understand what those terms mean. 

Mr. Funston. Puts and calls and straddles. 
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Phe CoarrMan. I would like an illustration, just a sample we will 
ay. of how hey work. What would a call on General Motors be 
orth? What is its worth on the present market ? 

Vir. Funston. Yes. 

The CuHarrMan. Just as an illustration. I do not wish to make a big 

oint of it. It is something we do not quite understand, or at least I 
do not understand. 

(The information referred to will be found in the files of the com- 
nittee. } 

The Senator from Oregon. 

Senator Morse. Mr. Chairman, I have 2 or 3 questions to ask the 
witness. In order to summarize the chairman’s questions about the 
floor traders—which I think is very important, for the record I do not 
think this question has been put. Do the specialists and floor traders, 
or odd-lot dealers, have an advantage over the public when they make 
purchases or sales for their own account ? 
| Mr. Funston. No, sir, they do not. None of them at any time can 
compete with the public when they are purchasing for thheir own 
account. 

Senator Morse. Now I want to go back to an item we were discuss- 
ing this morning, very briefly. Was there a general increase in stock 
prices during the latter part of the summer ‘of 1954 and the fall of 
1954 ¢ 

Mr. Funston. A general increase in stock—— 

Senator Morss. Was there a rise? 

Mr. Funston. Yes, sir. Yes, sir. 

Senator Morse. During that same period of time there was a con- 
siderable speed up in the letting of defense contracts in this country. 
Do you think there might have been any cause or effect of those con- 
tracts on the stock market prices ? 

Mr. Funsron. That is very hard to say. It would depend on the 
individual companies. I would say that the letting of a contract itself 
is not nearly as effective in affecting the prices on the exchange as 

whether earnings may or may not be increased as a result of that 
contract. 

Senator Morse. I think it is true—and it is a rough figure but I 
think it is true—that the corporate income at the present time from 
those contracts is about 20 percent to national corporations. Do you 
think that a 20 percent cushion, so to speak, if you want to use that 
figure of speech, is bound to have some effect on the stock prices not 
only of those defense corporations, or corporations with defense con- 
tracts, but other corporations too; many of which will be doing busi- 
ness in some way with the defense corporation. 

Mr. Funsron. Sir, I do not know. I would assume that as a part 
of the total corporate picture—again getting back to an individual 
company. if an individual company is making profits which come 
about as a result of Government business, then I would suppose it 
would have an effect. It is impossible to generalize. 

Senator Morse. I want vou to know the theoretical basis for this 
part of the questioning, which I can assure you is a common one in 
trying to make this capitalist system work for the betterment of the - 
country. 

Mr. Funston. 





Yes. 
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Senator Morse. As we look to the long pull of a transfer from a de- 

fense economy to a totally civilian economy, which we pray will come 
if we have peace, do you think that the defense contracts are having 
the economic effect at the present time of serving as a support for the 
stock market generally, which the chairman referred to earlier today 
half facetiously, but I thought had pretty serious implications. 

Put the question this way. If 20 percent of our corporate income 
is coming through in defense spending—and I think that is rough!) 
correct—and if that spending is bound to have some effect at least on 
the stock prices of the direct companies concerned—and I think most 
economists would testify here it has considerable indirect effect on the 
stock prices of other companies—then we are not in fact today living 
in an economy that to some extent enjoys a form of Government sub- 
sidy as far as stock prices are concerned ¢ 

Mr. Funston. Sir, it would depend of course on what the firms 
would do if the defense contracts were taken away. What civilian 
work they would go into. I do not know and I cannot forecast the 
future. If my memory serves me correctly, after the Korean war there 
was a cessation in the amount of Government spending for defense. 
I do not believe we are on the same plateau now that we were then. 
Yet business is—there was a recession and yet it has readjusted again. 
So I do not believe it is necessary in our country to have—I just do 
not know. 

Senator Morse. I wish you would finish that sentence because I do 
not believe so either, and I think I know what you are getting at. 

Mr. Funsron. I think I had better not get into areas in which | 
am not competent to speak. 

Senator Morse. I am practically through. My next question goes 
to the legislative feature of this. From a legislative standpoint in 
sofar as government exercises any restrictive control over the stock 
exchange, is there not merit in the theory that government must not 
let those prices go up to a point where it can be said that the stocks 
do not represent their intrinsic worth. We have this problem of ad 
justment ahead of us, and we do not know for how many years. You 
and I may not live to see the end of the adjustment period. We hope 
we will; but sometime we are going to have to make this transfer from 
i partial defense economy, which at the present time is to some extent 
I think supporting the rest of the economy, to a truly civilian economy 
in which I think capitalism can best show its worth. We can do a 
tremendous job with the economy. Therefore, legislatively, does not 
this committee have a tremendous responsibility to the American 
people in seeing to it that whatever restrictions are necessary are im- 
posed to prevent the prices going beyond the intrinsic worth of these 
stocks ? 

Mr. Funsvon. Yes, sir. I take it that is the reason why this in- 
vestigation is being made; and, I think it is a perfectly proper, and in 
the public interest a very desirable thing for the Government not to 
let stock prices run away and get beyond their intrinsic worth. 

Of course, the problem is deciding when that has happened, and 
so on, and it isa most difficult thing. 

Senator Morse. One further question. It has some bearing upon 
this question of whether or not we are, through a form of Government 
subsidy really today providing a support price for a large section of 
American industry. I happen to think we are. But do you think 
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that the modifications in the last session of Congress of the renegoti- 
tions law in any way reflected any change in the level of stock prices? 

Mr. Funston. Sir, that is something I know absolutely nothing 
bout. I just do not know. I do not know what the impact of that 

is been. 

Senator Morse. But in a group of companies, X, Y, and Z, if com- 
pany X had substantial Government contracts and was subjected to 
renegotiations, that would have cut down the profits they were allowed 
to keep, and then the law was modified so that they were allowed to 

eep more profits, that would be bound to reflect itself in your stock 
exchange, would it not? 

Mr. Funston. I just do not know. 

Senator Morse. I think we have to find out. Thank you very much. 

The CHarrMAN. The Senator from Oklahoma. 

Senator Monronry. There is one small point I do not understand 
anything about. Before the crash in 1929 there was absolutely no 

dentifieation, formally or officially, of the short interest in the market, 
as — re? 
. Funston. Before 1929? 

Senda Monroney. Yes. Before the SEC, we will say. 

Mr. Funston. No. I do not think there was any such figure. 

Senator Monroney. It was always a mystery for those who were 
trading and buying and investing, as to just what the short interest 
was at that time. 

Mr. Funston. Yes, sir. 

Senator Monroney. That in effect then would have acted somewhat 


as a brake against the overpricing or overpayment of higher prices 


on securities bought, would it not ? 

Mr. Funsron. Yes, sir. 

Senator Monroney. It is always admitted to be one of the built-in 
brakes to retard overexpansion, With the SEC and present regula- 
tions, I believe that short interest is identified and known daily, is it 
not ¢ 

Mr. Funston. Monthly. 

Senator Monronry, Monthly? 

Mr. Funston. Yes. 

Senator Monronry. At the present time it is in the neighborhood 
if about 3,600,000, is it not ? 

Mr. Funston. Yes, sir. Let us say as of February 15, 3,100,000. 

Senator Monroney. Is there a greater short interest at the moment 
that has been apparent for the past 6 months ? 

Mr. Funston. No, sir. It was higher on September 15. It was 

352,000. Yes. That is over 6 months ago. 

Se nant Monronrey. It has been rather stable through that whole 
perio 

Mr. Funston. Well, I will begin to pick it up. I have eo 

3,800,000; then January 14 it was 2,800,000; February 15 it was 

3,097 000. I do not have the intervening figures. 

Senator Monroney. It has been rather stable ? 

Mr. Funston. Yes. 

Senator Monroney. It has not fluctuated ? 

Mr. Funsron, No. It has been rather stable. 

Senator Monroney. Would you say that is an abnormally small 
short interest in the market as reflected in the last 6 months, or would 
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you say it is just about what it should be to be consistent with recent 
years ¢ 

Mr. Funston. I have some figures here, Senator, which relate the 
short interest as a percent of shares outstanding. As of now it is a 
little under 1 percent. It has varied in the past few years from the 
highest it got, in the period I have a record, which was 1.1 percent, and 
now it is a little under 1 percent. 

Senator Monroney. During that period before 1929—1924 to 1928— 
would you say there was a great deal larger short interest in the 
market, or could anyone determine what the short interest was? 

Mr. Funston. I do not know, sir. 

Senator Monroney. There would be no way of determining that / 

Mr. Funston. I do not believe there would. I could ask some of 
my colleagues if you wish. There is no way. 

Senator Monroney. Would you be prepared to say whether or not 
the regular identification of the short interest has a tendency to let 
stocks rise to a point that they would not have risen to had the short 
interest still been concealed ¢ 

Mr. Funston. I would not be in a position to say. I do not have the 
facts to make any statement. 

Senator Monroney. It would more clearly come in market analysis 
testimony, I presume? 

Mr. Funston. I believe it would. I have heard certain people say 
that those restrictions have accentuated the fluctuations, but they are 
speaking about particular stocks. But I just do not know. 

Senator Monroney. Your opinion is, it is not too important one way 
or another. Is that correct? 

Mr. Funsron. I do not know, sir. I do not believe my opinion is 
much good on that. I do not know whether it is or is not. A guess 
would be it is not as.important as a number of the other factors that 
we have been discussing this afternoon. 

Senator Monroney. That is all I have. 

The CuarrMan. One other question arose out of the questions of 
the Senator from Oregon. Can you supply the committee with any 
information about the companies that are listed on your exchange 
who have defense contracts? Are they segregated for the purposes 
of study or understanding ? 

Mr. Funsron. No,sir. I donot believe we can. 

The Cuatrman. There are certain obvious categories. There are 
so many of your airplane manufacturing companies and almost with 
out exception their only customer is the Government. 

Mr. Funsron. Pardon me? 

The Crarrman. Practically with a few exceptions most of your 
aireraft manufacturing companies sell only to the Government. 

Mr. Funsron. Yes, sir. 

The CuarrmMan. I was wondering whether you could give us any 
information about how such companies have fared in the last 2 years! 

Mr. Funston. With regard to—yes, if you would like to pick the 
companies we would. Sure we would do it. We can. 

The Ciaran. This is not something that you are particularly 
concerned about. I can understand that. But the committee might 
well be. It involves a little different angle that we, as Senators, are 


interested in, and we are going to have that come up in this hearing 
quite often. 
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Mr. FUNSTON. Surely. 
Phe Cuamman. The members of this committee have other respon- 
bilities in the Senate, and you are a good source of information. 
[his is an example of it. In other words, we are interested in how 
companies that have large participation in the defense program 
» fared with their stoc ‘ks. I am interested and I know the other 
ae rs are. The Senator from Oregon was developing that point. 
| wonder if your people could do it, because you have that informa- 
‘ion. Could you supply us with some typical examples? Take your 
craft companies, which is one example. Electronics—a good il- 
ustration of that type of company is General Dynamics, with which 
- are all familiar because it has built the Vauti/us, which everybody 
nows about. Our attention has been drawn to that company. I think 
would be interesting to us if your statistician or research man 
cht give us some information on that type of stock. 
Senator Morse. The Senator from Oklahoma has made an excellent 
iwgestion on that matter. We ought to call on the Defense Depart- 
ient which has supported these companies that have substantial con- 
ts and approach it from that standpoint. 
Senator Monroney. Then we would not be putting the president of 
e Stock Exchange on the spot. 
The CuatrMan. I do not want to put him on the spot. If for any 
reason vou cannot do it or you do not have it you can tell us so. 
Mr. Funston. The only way we would know is we would have to 
vo through the annual reports. We do not have any information that 
he SEC does not have, for example. We will do anything we can 
to be cooperative. 
The Cuarrman. I see. 
Mr. Funston. We do not believe we are a logical place to get it 
for you. 
The CuarrMan. I accept the suggestion of the Senator from Oregon. 
[ thought of it as growing out of his questions, That is all the ques- 
tions Ihave. Are there any other questions? 
(The following was received with reference to the above :) 
ASSISTANT SECRETARY OF DEFENSE, 
SUPPLY AND LOGISTICS, 


Washington, D. C., March 17, 1955. 
Hon. J. W. FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
United States Senate. 

DEAR SENATOR FULBRIGHT : The Secretary of Defense has asked me to reply fur- 
ther to your letter of March 7, 1955, requesting that the report on the 100 com- 
anies and corporate groups which were awarded the largest volume of military 
rime contracts be brought down to date for the period from June 1953 to January 

1955, and that data be assembled on the net operating profits of each of the 
ompanies in their last 2 fiscal years. 

We will be glad to provide reports on this as promptly as possible. All of our 
research work on changes in intercorporate ownership, which was a necessary 
first step in compiling the earlier reports to which you refer, was discontinued 
after January 1954. It would require a very substantial period of time to bring 
his information down to date and to complete the complicated series of tabula- 
tions that would be necessary to determine the amounts of military awards to 
each group of wholly and partially owned affiliates, and to determine precisely 
vhich groups received the largest amounts. For all such reports previously 
ssued, this process took about 6 months, and of course involved considerable ex- 
cise, Which was the reason for discontinuing them. 
60650—55. 


1 


92 STOCK MARKET STUDY 


We could compile for you much more promptly and at less expense a ranked 
listing of the value of awards (of $10,000 or more) to the 100 individual corpora- 
tions and companies receiving the largest volume of awards. They would not 
be ranked on a basis including awards to their affiliates and subsidiaries, a}- 
though if you would like to have such information, we would be able to provide 
you with supplemental tabulations of awards to the affiliates and subsidiaries of 
the 100 companies that were listed on our report of January 11, 1954. We would 
propose to take into account mergers of major companies which are known to 
us, but would not undertake to make sure that all mergers during the period are 
accounted for. We hope that listings on the basis described above would pro 
vide the information that you need. 

One additional problem relates to the fact that since it is not practicable to 
tabulate the data for each of the thousands of military prime contractors, a 
group of companies that will certainly include the first 100 must be selected 
for detailed reporting. This selection is made on the basis of available informa- 
tion on past awards, and current large awards of $500,000 or more. We now 
have data on the large awards for fiscal year 1954, but to compile it for the 
last 6 months of 1954 would require at least 2 weeks. Therefore, to get started 
immediately, we plan to select these companies on the basis of fiscal year 1954 
awards, although the final tabulations of course would include data for the more 
recent months. We believe that this procedure would not significantly affect the 
composition of the list. 

In order to save time, we will proceed with the compilations on the basis out- 
lined above. Please advise us if the data described do not meet your needs. I 
believe that it will take at least 8 weeks to complete the work on that basis. 

I would like to make clear that the available data relate to Defense Depart- 
ment prime contracts only, and that we do not have information on the total 
defense work of individual companies, which would include subcontracts from 
other companies. Also, as noted above, we are able to tabulate data on indi- 
vidual procurement actions of $10,000 or more for these companies, but we are 
not able to tabulate the smaller actions, which represent a very small part of 
total prime contracts with these larger companies. 

With regard to information on net operating profits of the companies, Defense 
Department does not maintain such records, but we will be glad to transcribe 
the latest available data published in the standard industrial reference sources. 

Sincerely yours, 
T. Po Pix. 

The CuarrmMan. Well, Mr. Funston, I want to express the apprecia- 
tion of the committee for your appearance and for the frankness and 
the cooperative attitude before the committee which you have ex- 
pressed. We are not always favored by such cooperative witnesses 
and we deeply appreciate your going to the trouble of coming here 
and telling us what you know. 

We would welcome any suggestions or information you care to send 
to us at any time. 

Mr. Funston. Well, Senator, I would just like to say I have enjoyed 
it. I did not think I was going to, but Ihave. And I think you have 
been more than fair; and I think everybody has been more than fair. 
The statement that you made at the beginning I think was a very ex- 
cellent one and it indicates you and we are trying to accomplish the 
same thing. 

We will supply the information we have agreed to and anything 
else that you want. 

(Mr. Funston’s prepared statement follows :) 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT OF THE NEW YorK STOCK EXCHANGE 


My name is Keith Funston. I live in Greenwich, Conn. I am president of 
the New York Stock Exchange. 

I would like to say at the outset that the New York Stock Exchange fully 
supports this study of the economic and other forces which have played a part 
in determining present market prices for securities. We appreciate the oppor- 
tunity to supply this committee and the American public with information on 
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what the exchange is, how it operates and its place in our free enterprise 
conomy. We are hopeful that these hearings will result in a better and broader 
mnderstanding of the functions of the Stock Exchange and an improved climate 
for equity investment. 

In these United States we have found a unique capitalistic way through which 
the benefits of our private enterprise system can be passed on directly to our 
people. Every American has the privilege and opportunity to become a part- 
owner of almost any sizable corporation. It is only in the United States, of 
all the nations in the world, where this democratic opportunity for ownership 
exists to such a broad extent; unfortunately this is too little known, even in 
our country. 

The exchange aims to help all our countrymen understand that each and every 
one of them—farmer, workingman, teacher, housewife—is at liberty to own 
a share of American business. It is the aim of the exchange community to make 
it possible for every American who wishes to do so to acquire the stocks of out- 
standing companies, conveniently, economically and on a sound basis. 

The importance of informing the public of these facts cannot, in my opinion, be 
overestimated. 

In this statement I shall try to present a clear picture of the New York Stock 
Exchange, the exchange community and their relationships to other segments of 
our economy. And I should like to explore some of the steps which I believe 
can be taken to enhance further the exchange’s services to the investing public, to 
industry—and to the Nation. We recognize that it is only through serving the 
public faithfully and ably that we can justify our existence and insure our pros- 
perity and growth. 

In my capacity as president of the exchange I regard myself as a steward of 
the public interest as well as a representative of the exchange membership. I 
believe that exchange rules and regulations are adequate to protect the public 
and that our enforcement of those rules is being carried out energetically, in 
short, that the exchange is honestly and efficiently run. 

If, however, there are areas in exchange rules, policies, or administration 
where there is need for constructive change and which we have not been alert 
or Wise enough to see for ourselves, then we shall be grateful to have them 
pointed out. 


HISTORY AND COMPOSITION OF EXCHANGE 


The New York Stock Exchange has played a vital role in our country’s 
development almost since the birth of this Nation. The exchange came into 
existence in 1792 because of the need fur a central market place where bonds 
issued to finance the Revolution, and other securities, could be bought and sold. 
Even in those early days, people were reluctant to put their money into securities 
without assurance that their investment could be reconverted into cash quickly 
and conveniently. And the infant industries of those days knew, just as modern 
industry knows today, that without such a market place public financing would 
be impossible. 

It has been said, quite properly I think, that the exchange was founded “on 
the cornerstone of three ideas which represent the American way of life: First, 
private property; second, freedom of enterprise; and third, the profit motive.” 
Throughout our history the exchange has served as the Nation’s principal market 
place for securities. By providing one central place where securities could be 
bought and sold it has played a major part in facilitating the raising of the 
vast sums of capital which have given us our great industries of today. The 
exchange has played a part in raising the money to build our railroads, our 
steel, oil and automobile industries, our food, chemical and airplane companies, 
and corporations in almost every conceivable field of production and service 
for the American people. Without question the stock exchange lies at the very 
heart of American capitalism. 

The New York Stock Exchange today is an association of 1,366 individual 
members, who are pledged to the same principles laid down in the exchange’s 
original constitution: “ * * * to maintain high standards of commercial honor 
and integrity * * * and to promote and inculcate just and equitable principles 
of trade and business.” No other business has a stricter code of conduct nor rules 
which are more vigorously enforced. The members of the exchange have had © 
a perfect solvency record for the past 17 years, and over the past half century 
this record has surpassed that of the Nation’s banks. 

The facilities of the exchange are available to the public through nearly 
2,000 offices of member firms in 456 cities throughout the country. In com- 
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munities which do not enjoy directly the facilities offered by member firms, 
the investor may use the services of his bank or a nonmember broker to buy and 
sell securities listed on the exchange. 

Through these nationwide facilities investors are able to buy and sell more 
than 2.500 issues of stocks and bonds which represent the ownership or debt of 
1.200 of our Nation’s leading corporations. These companies provide jobs for 
more than 10,000,000 workers. The market value of their common and preferred 
stocks, about $170 billion, represents over half of the value of all corporate stock 
outstanding in the country. 


FUNCTIONS OF THE EXCHANGE 


As a part of the securities industry, the New York Stock Exchange has two 
principal jobs: First, to provide the facilities through which the investment re 
quirements of the public can be met; and second, to help raise capital for Amer- 
ican business. Each process is a complex one, requiring a combination of experi- 
ence, judgment, and integrity. The stock exchange, as the Nation’s principal 
market place for securities, is, of course, the focal point of both these operations 
For it is on the exchange that the seasoned securities of our greatest corporations 
are traded and it is on the exchange that large and small investors can satisfy 
their investment needs; knowing that they can buy when they please and sell 
when they please, quickly, conveniently, and economically ; knowing that because 
orders to buy and offers to sell are concentrated in this one market place they 
will get the best possible price at all times; knowing that they are assured of 
fair dealings and full disclosure. 

The exchange serves the investing public through its members and member 
firms; it serves the Nation by providing a market place for the securities of its 
listed companies. 

With each of these four eategories—its membership, its listed companies, the 
investing public, and the Nation—the exchange has different relationships, re- 
sponsibilities, and functions. I would like to discuss each of these in turn. 


THE EXCHANGE AND ITS MEMBERSHIP 


First, because it is a membership association, I would like to talk about the 
exchange, its members and member firms. 

In connection with its membership the exchange’s primary responsibility to 
the publie is to maintain a high level of integrity and financial responsibility. 

Any American citizen over 21 years of age is eligible to buy an exchange seat 
and assume the responsibilities of membership. All candidates for membership 
are investigated carefully, and only those whose character, integrity, and reputa- 
tion are unquestioned are admitted. 

If a member of the exchange becomes a partner in a brokerage firm, that 
concern, of which there are 611, is Known as a member firm and is subject, as 
is each of its partners, to close stock exchange supervision. 

Each member firm doing business with the public must have adequate capital 
carefully geared to the size of its business. It must submit to the exchange, at 
least three times a year, answers to a detailed financial questionnaire. It must 
undergo, at least once a year, a surprise audit by independent public accountants. 
More than that, at any time, stock exchange examiners can and do walk unan- 
nounced into the offices of member firms to spot check records—in each ease to 
see that the firm is conducting its business according to good business practices 
and in conformity with exchange, Federal, and State regulations. More than 700 
such surprise examinations were made last year. 

The exchange requires weekly reports of participation in underwritings, re- 
ports of trading, either on or off the floor, of members for their own account, 
and monthly reports of the amount of money loaned to customers. Registered 
representatives, those employees who deal directly with the public are required 
to pass a searching examination, given by the exchange, as a condition of em- 
ployment. Customers must be provided with reports on the status of their indi- 
vidual accounts, and, upon request, with the firm’s own financial statements. 
And we require strict observance of the exchange’s requirements for maintain- 
ing margins in an account. These requirements supplement the initial margin 
requirements of the Federal Reserve Board. 

Members and partners of member firms found guilty of having violated ex- 
change or Federal rules and regulations, I should like the point out, are punish- 


able by fine, suspension or expulsion by the exchange. Members are also held 
responsible for the acts of their employees. 
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The system of self-regulation evolved by the exchange is complemented by the 
regulatory activities of the Securities and Exchange Commission and the Fed- 
eral Reserve Board. 

As a result of the exchange’s careful admissions policy, and its vigorously en- 
“a forced rules and regulations, the public has come to expect and receive fair 
Ee treatment when dealing with the stock exchange community. We believe that 
a the words “member of the New York Stock Exchange” have become a hallmark 
4 of integrity and financial responsibility on which the public can rely. 





THE EXCHANGE AND ITS LISTED COMPANIES 


I'd like to speak next of the relationship between the exchange and those 
companies whose securities are traded there, our listed companies. The major 
responsibility of the exchange to the public in this area is to provide for full 
disclosure of the corporate affairs of these companies and to insure adherence 
to sound accounting principles and corporate practices, particularly as they 
relate to the issuance and transfer of securities. 

More than any other single institution the stock exchange has pioneered in 
obtaining for investors complete information about companies which they own. 
Quarterly reports, the right to vote, sound accounting, proper stock split and 
stock dividend practices, stockholder approval of mergers and stock options, are 
but examples of the areas in which the exchange has insisted that stockholders 
be given full information and proper treatment as the owners of the business. 
ii In all these areas the exchange regards itself as representing the shareowner 
and the investing public. 

I spoke earlier of the importance to our economy of the 1,200 companies whose 
securities are listed on the exchange—companies which produce 70 percent of 
the Nation’s automobiles and trucks, three-quarters of its privately generated 
electric power, 90 percent of our steel and oil; and handle almost 95 percent 
of our railroad traffic and air passenger travel. 
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INITIAL LISTING REQUIREMENTS 


To qualify originally for listing, a company must be a going concern and must 
i have substantial assets. We expect demonstrated earning power of at least 
7 $1 million annually. The degree of national interest in the securities of the 
company is examined closely, as is its standing in its particular field and the 
character of the market for its products. A minimum of 1,500 stockholders, to- 
gether with public holdings of at least 300,000 shares, is required. 

These requirements are necessary because the exchange’s job is to provide 
a national market place for securities. Unless a company is large enough to 
have a good many shares already in the hands of a sizable number of investors, 
it would be difficult to provide for the stock a broad national and international 
market. 

Each company, at the time of listing, must enter into agreements with the 
exchange which call for continuing disclosure of its affairs. These agreements 
cover such areas as: Immediate public notice of dividend declarations and other 
major events in the affairs of the company; prompt and comprehensive annual 
reports to stockholders; audits by independent certified public accountants; 
periodic earnings statements; and, for the convenience and protection of share- 
owners, provisions for prompt transfer and registration of securities. 

The New York Stock Exchange, alone as far as I know among all the stock 
exchanges in the world, does not list nonvoting common stocks and urges that 
proxy statements be issued for stockholders’ meetings. We believe that with 
ownership must go a voice in the management of the company. 
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ADDITIONAL LISTINGS 


Once a stock has been listed, the company must obtain the exchange’s authori- 

x zation to list additional shares. 

a The exchange requires stockholders’ approval, before listing, of any issuance 

of additional stock for a merger or substantial acquisition of assets as well as 

for employee and officer stock purchase or option plans. 

Fa The exchange refuses to list shares to be issued to pay recurring stock divi- - 

; dends the value of which, based on the current market price, is not covered by 
recent earnings. This is done so that the public will not assume that such 
dividends represent a capitalization of current earnings retained in the business. 

To increase the number of shares available and to improve marketability, the 
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exchange encourages splitups of shares which have had a consistently high 
market price. We refuse, though, to list shares which would result from splitups 
of low-price stocks or where the price movement of the stock or the earnings 
of the company indicate a split would not be in the public interest. 

The exchange cannot and does not pass on the dollar value of listed securities 
and, of course, makes no representation about the future of a listed company’s 
business. For example, when a new issue is listed on the exchange, that act 
does not imply in any way that the exchange believes the stock, at the price it 
then sells for, is accurately valued. Nor does the exchange ever make any such 
representation as to the future course of the price of any stock. The exchange 
itself owns no stock, sells no stock, buys no stock. It merely provides the facili- 
ties for an honest and efficient two-way auction market where the law of supply 
and demand may operate freely. 

The value to our listed companies of this market place cannot be overestimated. 
The presence of a market place where investors can freely buy and sell the 
securities of a company is of vital importance in any program to raise additional 
capital for expansion or modernization of its facilities. It would be extremely 
costly for a corporation to seek out, on an individual basis, persons who would 
be willing to loan or invest such funds. But when securities are listed on the 
New York Stock Exchange the task is made easier. Two notable recent examples 
come to mind. 

General Motors Corp. recently announced plans to raise $328 million 
through the issuance of additional common stock. This is the largest additional! 
common stock offering by a listed company in history and will help to meet the 
company’s requirements for increased capital expenditure and working capital 
needs. The resulting expansion and improvement program will provide jobs for 
many Americans. To raise this money, General Motors is issuing rights to its 
stockholders which will entitle them to purchase the new stock at a price below 
the present market price for GM stock. Some shareowners will not want or may 
be unable to exercise these rights. In that event they will find a ready market 
for the rights on the stock exchange, where other investors who would like to 
own some of this new General Motors stock stand ready to buy and exercise 
these rights. And the underwriters know that, because the new shares will be 
listed, they will be able to sell readily any shares which they may be required to 
take up. 

General Motors could not have undertaken this tremendous stock financing 
operation without the availability of the exchange’s facilities, open to the entire 
investing public, to buy and sell the company’s existing shares, the rights to 
be offered, and the newly created shares. 

The second graphic example of the importance of a broad and continuous 
market to the raising of new capital was the announcement, just 2 weeks ago. 
that the American Telephone & Telegraph Co. plans to raise for further expan 
sion the sum of $650 million by offering to its 1,300,000 stockholders rights to 
purchase debentures convertible into common stock at a price below the present 
price for A. T. & T. stock. All of these securities—the rights, the debentures to 
be issued and the stock are, or will be, traded on the New York Stock Exchange 

This convertible debenture method of financing has been used successfully 
by the telephone company 6 times since World War II to raise more than 
$3,500,000,000 for expansion to supply the entire Nation with vastly improved 
and expanded telephone service. More than 95 percent of these debentures have 
already been converted into A. T. & T. stock. The success of this financing has 
been dependent upon the broad and liquid market for the company’s securities 
provided on the New York Stock Exchange. 

These are but two dramatic illustrations of the way in which the exchange 
has contributed to the raising of new capital by our listed companies—capital to 
help create more and better jobs for more and better paid employees. 


THE EXCHANGE AND THE INVESTING PUBLIC 


In our relations with our member firms and with our listed companies I have 
pointed out specific ways in which the exchange serves the investing public and 
the Nation. Beyond these services we have other direct responsibilities to the 
investing public in order to provide a broad, fair, orderly, and continuous auction 
market for listed stocks and bonds. 

The investing public is made up primarily of two groups—individual share- 
owners and institutions. 

The first complete analysis of our Nation’s shareowning population was made 
at the request of the exchange by the Brookings Institution in early 1952. Indi- 
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vidual stockholders, the survey showed, are a cross-section of the total popula 
tii yn —they are men and women, old and young, farmers and city dwellers, factory 
irkers and corporation executives—wishing to put their spare funds to work, 
weive a return on their money, and participate in the growth of the country. 

Nearly one-third belong to families earning less than $5,000 annually. About 
‘5 percent are members of families with annual income of between $5,000 and 
¢10,000. And only one-quarter are in families earning more than $10,000. 

The most important single finding of the Brookings survey was that, in early 
1952, some 6,500,000 individuals—representing 1 family in 10—held shares in 
ublicly-owned corporations. ; 

From a public survey completed in late 1954 the exchange estimates that about 
7.500,000 individuals now own shares in publicly-owned corporations—in other 
words, a net gain in 8 years of 1 million shareowners. 

In addition to these 7% million individual shareowners in publicly-owned 
companies, tens of millions of Americans have an indirect stake in American 
business through the ownership of stock by financial institutions. 

\t the end of 1954 it is estimated that insurance companies, pension funds, 
investment companies, foundations and endowment funds, and mutual savings 
hanks owned stock valued at $28 billion, and personal trust funds administered 
by banks owned stock worth another $38 billion—for a total market value of $66 
billion held by institutions compared with $32 billion in 1949. About 80 percent 
of this increase is accounted for by a rise in market value, with the balance rep- 
resenting net additional purchases. Of this $66 billion in stock owned by insti- 
tutions, approximately $48 billion are common and preferred stocks listed on the 
New York Stock Exchange. These institutional holdings constituted 28 percent 
of the total market value of all shares now listed on the exchange. 

Net stock purchases by institutional investors in 1954 totaled approximately 
$3 billion, of which about $2 billion were stocks listed on the New York Stock 
Exchange. 

Pension funds are one example of the type of fiduciary that has experienced 
significant growth in recent years and, at the same time, has placed increasing 
emphasis on stock investment. In 1949, noninsured pension funds were estimated 
to have had total assets of about $7 billion, of which $800 million represented 
stockholdings. By 1954, these pension funds held assets of close to $12 billion, 
of which an estimated $3 billion was in corporate stock. 

Investment companies, particularly mutual funds, have also grown rapidly. 
The aggregate value of their stock investments increased from $2.6 billion in 
1949 to about $6.4 billion at 1954 yearend. 

It is our obligation to these individual and institutional investors to provide 
and maintain a fair, open, orderly and continuous market. Through the nation- 
wide facilities of our member firms and our ticker system, each member of the 
public, whether a farmer in South Dakota or a banker in Virginia has, at any 
given moment, the same access to the market, can buy or sell at an equal adyan- 
tage, and can be kept equally advised of just what is happening with respect to 
all stocks listed on our exchange. 


PRICES IN THE AUCTION MARKET 


Let me describe how a price is reached on the trading floor of the exchange. 
John Jones in Boston needs cash for a down payment on a new house so he 
tells the local office of a member firm to sell his 100 shares of XYZ Corp. At 
about the same time Henry Smith in Chicago decides to buy 100 shares of XYZ 
because he works for the company and thinks its prospects are good. Each 
order is sent immediately to the floor of the exchange where it is taken by a 
member to the particular trading post where XYZ stock is bought and sold. 
Jones’ broker finds that other brokers also want to sell XYZ—and Smith’s broker 
discovers that other brokers want to buy XYZ. Each broker competes against 
other brokers to get the best possible price for his client. When the highest 
bid to buy and the lowest offer to sell coincide, a trade is made. The contract 
between these two exchange members is a verbal one but never, since the found- 
ing of the exchange in 1792, has a member ever defaulted on such a contract. 
With the members of the exchange their word is their bond. 

The exchange has nothing whatsoever to do with determining the price of the 
transaction, except to make certain that the parties whose negotiations determine 
the price are able to participate at an equal advantage. The exchange insists 
that all transactions be made by open outcry; there is no such thing as a private 
deal on the floor of the exchange. And the exchange sees to it that prices are 
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published promptly over the nationwide ticker system for the information 
investors everywhere. 

For this service the investor pays a commission which averages about 1 per- 
cent of the purchase or sale price of his stocks and even less on bonds. We know 
of no other form of public commission business where property can be transferred 
at a lower average cost. 

About half of our members are partners or officers in firms doing business with 
the public—firms such as Jones and Smith dealt with in the illustration j 
given. These members are known as commission brokers. Some of them dea) 
directly with the public. Others execute on the trading floor the orders of their 
firm’s customers to buy and sell securities listed on the exchange. 

About a quarter of our members are floor brokers. They assist commission 
brokers on the floor of the exchange in executing orders for the public, and some 
also contribute to the liquidity of the market by trading for their own account. 

About & percent of the members are odd-lot dealers and brokers. They oper 
ate on the floor of the exchange to handle the orders of investors who wish to 
buy or sell less than 100 shares, which is the usual unit of trading. 
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SPECIALISTS AND FLOOR TRADERS 


About one-quarter of the exchange members act as what we call “specialists.” 
There is at least one specialist for every stock and it is the specialist’s job to 
maintain, within reasonable limits, a fair and orderly market in the stocks in 
which he specializes. The specialist must stand ready to buy and sell stock for 
his own account to a reasonable degree whenever there is a temporary disparity 
between supply and demand. By so doing he helps to steady the market. 

The specialist also serves the public by holding for later execution public orders 
which are entered at limited prices which are lower or higher than the prevailing 
market price. He must see that such orders are properly executed. He may 
never place his own personal interest as a dealer before those of the customers 
whose orders have been entrusted to him. 

Members also contribute to the orderliness of the market by acting as floor 
traders. By buying and selling stock for their own account at prices close to 
the last sale these traders render a real service to the investing public. For ex 
ample, whenever a floor trader buys stock to establish or increase a position 
he pays the seller a higher price than can be obtained for that stock from a 
member of the public. This is so because, under those circumstances, a public 
bid at the same price must take precedence over that of the member. 

The activity of specialists and floor traders is strictly regulated and closely 
supervised by the exchange. 


WHY STOCK PRICES FLUCTUATE 


Perhaps no phase of the Nation’s marketplace attracts so much public atten- 
tion as stock prices. Why do prices change from day to day, even from minute 
to minute? Basically, the answer is supply and demand. Any listed corpora- 
tion has only so many shares of stock outstanding in the hands of the public 
If more stock is bid for than is offered for sale, the price will go up. If more 
stock is offered for sale than is bid for, the price will decline. 

The prices at which people are willing to buy and sell securities are affected 
by a multitude of psychological and economic factors. There are periods when 
most investors believe that future prospects are bright and so owners are un- 
willing to sell their shares except at higher prices which confident purchasers 
are willing to pay. There are periods when the reverse is true. 

Usually the most persuasive factor influencing sellers and buyers with respect 
to a specific stock is the prospect of the company as it relates to future profits 
and dividends. If most investors believe that the prospects are excellent the 
price will go up, if most think that prospects are discouraging the price wil! 
go down. 

The price of any stock therefore reflects a consensus as to its value formed 
by investors throughout the country. Investors, participating in an average of 
30,000 transactions a day in 1954, determine the prices at which stocks sell—not 
the stock exchange. 

In speaking of stock prices it is important to remember that people buy and 
sell individual stocks and that the stock market itself does not move up and 
down as a single entity. In order to try to determine the general trend of 
stock prices, technicians have devised various averages, such as the Dow Jones. 
S. E. C., and Standard & Poor’s. But these averages are frequently misleading 
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hose who do not understand their construction and purpose. On December 

s ; 1954, for example, when the Dow Jones average was 83 percent above its 

* 046 peak, 46 percent of the stocks listed on the exchange were selling below 
- 1946 highs. 

Regardless of the movement of the averages, on any given day the prices of 

ome stocks move up, and the others go down, depending on the conditions which 

h a fluence each one. On December 31, 1954, for example, when the Dow Jones 


t 4 average advanced moderately, 680 stocks went up, 330 declined and 241 closed 

, inchanged. 

r ‘ It is almost impossible, therefore, to state whether the stock market as a whole 
| s too high or too low at any given time. The best that anyone can do is to 

n | = issess whether the price asked for a particular stock is too high in relation to 

0 z ts apparent value. 


Certain general observations are possible, of course, about the level of the 
market and the increase in stock prices since September 1953. As shown in chart 
I, the Standard & Poor’s 480 stock index rose 50 percent in the 16 months from 
September 1953 to 1954 year end. However, not all stocks had a comparable 
market rise. Railroad stocks rose much more than industrials, and utility 
stocks showed very little change. Despite the fact that most listed stocks showed 
substantial increases during the period, more than 40 percent of the stocks listed 
on the exchange were selling below their book value in December 1954. 

As shown in chart II, neither the length nor the extent of this 16-month rise in 
stock prices was unprecedented. The rise from November 1944 to mid-1946 re- 
. sulted in prices increasing 54 percent. There was a 14-month rise from April 
1942 to June 1948 when stock prices increased by over 60 percent. Moreover, 
there were three periods in the thirties when price increases were proportionally 
more rapid. 
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FACTORS AFFECTING STOCK PRICES 
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S Only one fact basically determines whether or not the price of any particular 
security, whether it be a United States Government bond or a common stock, will 
rise at any time: that is, whether or not the demand of all the investors who 
desire to buy exceeds the supply offered by those who are willing to sell at the 
current price. 
n To determine the reasons behind the rise in stock prices in the past year and a 
A half we must, therefore, examine the myriad factors which have tended to in- 
crease the demand for stocks and reduce the supply available during that period. 
These factors are as numerous and complex as the vast panorama of business, 


y i national and international affairs, and as varied as human experience, desires 
; and resources. They are made doubly difficult to evaluate because there is no 
sure way of knowing just how any one factor may affect any particular person or 
¥ any particular stock. A new twist in the cold war, an important law passed by 
2 Congress, a Supreme Court decision, or a change in prevailing interest rates may, 


and often does, affect different people’s investment decisions in different ways. 

There are, however, certain important factors which have, I believe, materially 
increased the demand for stocks since September 1953. Money and credit have 
been readily available in the economy. More realistic depreciation policies and 
the removal of the excess profits tax have given encouragement to business. 
There has been a growing confidence in the future growth and prosperity of our 
country, and this public confidence has been firmly backed by our business leaders 
in their announced plans to expand and modernize their facilities. 

These events on the national scene have been accompanied by the cessation of 
hostilities in Korea and Indochina and a steadily improving economic outlook 
t for Western Europe. 
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‘ \ The fact that the countries of Western Europe continued their economic re- 

p aes covery in the face of our own downturn was an important factor in bolstering 

! 4 investor confidence everywhere. As shown in chart III, this renewed investor 
; confidence was reflected in rises in the securities markets of London, Amsterdam, 

1 w Paris, and Germany—rises that in some cases exceeded our own. 

¢ be Perhaps one of the most important factors affecting investor confidence has 

' been a series of amazing technological advances. In recent years scientific re- 


search has produced one miracle after another—in electronics, television, plastics 
and other synthetics, computing machines, medicine, jet aircraft, automation. 
And now application of the atom to peaceful purposes promises even more 
dramatie developments. 

For the past year or more a continuing series of developments, on all fronts— 
political, economic, international, and technologicali—have in my opinion had 
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a cumulative effect on investor confidence and have steadily increased the demand 
for stocks. 


SUPPLY FACTORS 


At the same time factors have been at work which have reduced the supply 
of stocks available for sale. The same investor optimism which has increased 
the demand for stocks has caused many present owners to continue to hold their 
present shares. Many of these investors are encouraged in this decision by the 
knowledge that, if they sell at a profit, they must pay a capital-gains tax which 
will reduce the amount of capital they have available for reinvestment. We are 
convinced that the capital-gains tax, which must be paid only if the shareowner 
decides to sell, has acted as an artificial restraint on the supply of stock available 
for sale—thus forcing prices higher. And the higher prices get the more solidly 
frozen these holdings become. This pattern has been made distressingly clear 
in many “blue chip” stocks where the volume of transactions, as measured by 
their turnover ratio, has been steadily reduced as the price of the stock increased. 

The capital-gains tax is, in effect, a tax on the transfer of property which has 
increased in value. But, unlike other taxes, it is self-imposed. The owner of 
100 shares of stock which have appreciated in value can avoid the tax and keep 
his capital intact simply by refusing to sell. Good business judgment may indicate 
to him that he should sell and transfer his funds into other investments; how- 
ever, the prospect of paying the capital-gains tax and thus reducing his capital 
for reinvestment will often dissuade him from acting. 

Another unfortunate result of the tax is that it has diminished the supply of 
funds available for new and untried enterprises, most of which are small in size. 
For traditionally risk capital has been supplied from the profits of past successful 
ventures. 

Because of the harmful effect of the capital-gains tax on our securities markets 
and our economy the exchange has proposed to Congress the following recom- 
mendations : 

First: The capital gains rate of tax should be cut in half. Such a cut would 
do much to restore mobility to capital and at the same time should actually 
increase Federal revenues by encouraging sales of appreciated securities. 

Second: The holding period for determining whether the sale of a capital asset 
should be taxed at the capital-gain rate or at regular income rates should be 
reduced from 6 to 3 months. The present holding period is an artificial restraint, 
the principal effect of which is to encourage inaction. Here also Federal revenues 
could be increased by permitting investors greater freedom in their investment 
decisions. 

Third: Losses from capital transactions should be permitted to offset ordinary 
income to the extent of $5,000 instead of the present $1,000. This is of particular 
importance to the small investor who usually does not have the opportunity to 
match the loss on one transaction with a profit on another. More than SO percent 
of the people who report net Capital losses and more than 78 percent of those 
who report capital gains have incomes of under $10,000 a vear. 

An alternative method to ease the effect of the capital-gains tax on the securi- 
ties markets would be to allow the investor the same freedom from tax liability 
when he exchanges one security investment for another as a person now has in 
selling his home and buying another. An individual has no real gain when he 
takes the entire proceeds from the sale of one house and puts them in another. 

Similarly, if you sell $1,000 worth of stock in 1 company in order to buy 
$1,000 worth of stock in another company, you have no real gain since you 
are still keeping your money completely invested in the productive facilities of 
American enterprise. 

To permit such swaps—with no tax or a nominal one—would be one solu- 
tion to unfreezing the large holdings of long-term investors which are now kept 
from the market by the capital-gains tax. 


NEW STOCK ISSUES 


Another factor which has reduced the supply of stock available has been the 
limited amount of new stock being issued. New stock flotations by domestic 
corporations last year were the lowest since 1950. In fact, in every year since 
the close of World War II, American corporations have been creating $3 in new 
debt for every $1 of new stock financing (see chart IV). One of the major 
reasons for this limited use of outside equity financing has been double taxation 
of dividends. If a corporation creates debt, the interest it must pay is tax de- 
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ductible. To pay the bondholder a dollar the corporation must earn only $1. 
But if, instead of creating debt, the corporation decides to issue stock, it finds 
that it must earn more than $2 to pay the new shareowner $1, since dividends 
yn stock, unlike interest on bonds, are not allowed as a corporate tax deduction. 

Last year Congress allowed the stockholder a modest dividend credit in figur- 
ing his tax bill. That was merely a step in the right direction; further relief 
should be considered. A substantial reduction in double taxation of dividends— 
whether the tax credit is given to the stockholder or the corporation—would 
reduce the disparity between the cost of debt financing and stock financing, 
thereby encouraging more new stock issues. Such an added supply of stock 
would help to absorb the increasing demand for stock. 

New stock financing has also been restricted by the fact that the shares of 
many companies have been selling at prices—often below book value—which 
the management regards as too low in relation to earning power and underly- 
ing values. In such circumstances management has been unwilling to dilute 
the equity of their existing stockholders by issuing additional shares at prevail- 
ing prices. 

Earlier I mentioned the new stock financing of General Motors. In my opin- 
ion the rise in the market price of General Motors’ stock played an important 
part in that company’s decision to issue this new stock. 

A third factor which has contracted the supply of securities available has 
been the growing amount of corporate stock held by institutional investors and 
the increasing importance of long-term stock investment on the part of individual 
shareowners. More and more shares are being withdrawn from the market, 
locked up in safe-deposit boxes where neither prospective buyers—nor the 
capital gains tax collector—can reach them. This is not, in itself, an unwel- 
come development on the American financial scene. It merely underlines the 
necessity for stimulating the issue of new equity securities and for eliminating 
the “locking in” effect of the capital-gains tax. 


MARKET LEVEL—-1929 VERSUS 1954 


The concern which has been shown over the rise in stock prices since Septem- 
ber 1953 has been accentuated by the fact that during the period the general level 
of stock prices, as measured by the popular averages, has reached and in some 
cases topped the level of 1929. This fact quite naturally raises doubts in the 
minds of many as to whether there is now a possibility of a recurrence of the 
boom-and-bust cycle of 1929-32. 

The tremendous changes in our economy between 1929 and 1954 can be seen 
by comparing some of the basic statistics for the 2 years. In 1954 most eco- 
nomic measurements which are expressed in dollars were 3 to 4 times what they 
were in 1929. In terms of physical volume the economy today is generally twice 
as big. In terms of profits and total assets corporations are more than twice as 
well off. Statistics on these dramatic changes can be found in the answer to 
question 3 in appendix B. 

Compare with these increases in the size of our economy the following meas- 
ures of stock market activity then and now; the dollar volume of stock transac- 
tions is only one-fifth as large as in 1929; stock transactions as a percentage of 
national income are one-eighteenth as great; average daily reported volume is 
only one-half; the ratio of volume to the number of shares listed—the so-called 
turnover ratio—is only one-sixth as large; and member borrowings are only 
one-fifth. 

In comparing 1954 and 1929 stock prices there are at least two factors which 
are frequently overlooked. 

The first is the substantial decline in the value of the dollar in the past quarter 
century. The price inflation we have seen since 1929 would by itself mean that— 
in terms of purchasing power—prices will not reach 1929 levels until—in terms 
of dollars—they exceed 1929 levels by 50 percent or more. This can be shown 
graphically by adjusting Standard and Poor’s 480 stock index for constant 
dollars, as is done in chart I. 

Secondly, and of even more importance, is the fact that stocks—unlike gro- 
ceries, clothing or commodities—do not represent the same things in terms of 
property from 1 year to the next. Common stock represents ownership of a 
company, and a share of a company today may be as different from a share 
of that same company 20 or more years ago, as an oak is different from an acorn. 
In terms of corporate assets, earning power and dividends—the real measures 
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of stock value—most companies today are totally different from what they were 
in 1929 or even 1946. 

Whether the price of a stock is too high or too low cannot be determined by 
comparing the current price with what the stock sold for in 1929, 1946, or even 
1953. It can be determined only by an evaluation of the company’s present 
position and future prospects. 


MARKET CONDITIONS: 1929 VERSUS 1954 


In addition to the difficulty encountered in attempting to compare 1929 and 
1954 stock prices I personally find it very difficult, if not impossible, to make 
valid comparisons between market conditions then and now; the social and eco 
nomic contexts in which the two markets are imbedded are so completely different. 

The present market is a well-regulated market. The rules of the exchange have 
been revised and elaborated for the protection of the public. The self-policing 
of the exchange itself goes far beyond the regulation of the Securities and Ex 
change Commission. The Securities Act of 1933 provides for full disclosure 
concerning new issues of securities publicly offered in interstate and foreign 
commerce, and through the mails. The Securities Exchange Act of 1934 makes 
mandatory adequate disclosure of information, and registration with the SEC 
of all securities listed on national exchanges; it bans all manipulative operations 

The Federal Reserve Board is now charged with the responsibility of pre 
venting the excessive use of credit in the securities market. 

In addition a new profession—devoted to exploring and assessing every obtain- 
able fact bearing on the value of a security—has arisen in the last two decades 
The security analyst, whose services are essential now in the offices of our mem 
ber firms, provides the public with a tremendous flow of accurate information 

In short, endeavors have been made to protect the investors against virtually 
everything but himself. 


MARKET ACTIVITY: 1929 VERSUS 1954 


The exchange’s latest Public Transaction Study, a detailed analysis of the 
market on December 8 and 15, 1954, showed that cash transactions for investment 
by public individuals comprised our largest single source of volume (22 percent) 
Transactions by the public, individuals, and institutions accounted for the great 
bulk of business on the exchange, or about 76 percent. Institutions and long-term 
investment by individuals accounted for nearly half of all share volume. Almost 
69 percent of all public transactions originated outside of New York City and 
over 25 percent of the remainder was from New York City institutions and non- 
member brokers serving people throughout the country. Public individuals with 
incomes under $10,000 contributed as much volume to the market as those with 
incomes over $25,000. The composition of the market on those 2 days is sum- 
marized in table 1. 

As this table shows, not all margin transactions should be considered as specu- 
lative activity. Close to 40 percent of margin transactions are made for long 
term investment purposes. Investors utilize margin credit to purchase stocks 
just as credit can be used to purchase any other form of property. 

The sharp contrast between the markets of 1929 and 1954 is shown also by a 
comparison of the volume of market activity and the amount of credit in the 
market. 

At the end of 1954 there were over 3 billion shares listed on the exchange com- 
pared with less than a billion in 1929. In 1929 the volume of reported transac- 
tions—1,100,000,000 shares—exceeded the number of shares listed. In other 
words it amounted to the equivalent of selling every share more than once 
during the year. At the rate of reported volume in 1954—573 million shares—it 
would take more than 5 years to turn over the equivalent of all the shares listed 
(see chart V). 

The comparative amount of activity can be seen even more graphically when 
one realizes that the dollar volume of stock transactions on the exchange last 
year represented a figure equal to but 8 percent of national income whereas in 
1929 the pace of trading was the equivalent of 142 percent of the national income 
of that year. 

The stock exchange, of course, has no control over the volume of transactions 
made upon it, the volume reflecting as it does the decisions of millions of in- 
vestors throughout the world. 

There is an equally striking contrast in the amount of credit in the market. 
The amount of money borrowed by member firms in 1929 reached $8.5 billion 
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‘close to 10 percent of the total value of listed stock issues. This compares with 
borrowings of $1.9 billion, or 1.1 percent of total value, at the end of 1954. 

In summary therefore it appears that, while there are some similarities be- 
tween 1929 and 1954, it is the differences which are significant. The fact that 
there are many basic differences between the 1929 and 1954 markets does not, 
however, mean that the exchange has not kept a careful watch for excesses which 
would indicate unsound conditions in the sale of securities either in our own 
market or elsewhere. While the exchange has no control over prices or the vol- 
ime of transactions, its governors and officers recognize that excesses in any di- 
rection will hurt the exchange far more than any other institution. 

Despite evidence that some members of the public have, in certain instances, 
naid more attention to tips and rumors than was desirable, there is no indica- 
tion that a generally unwholesome condition has prevailed in our market. We 
elieve that the market has been functioning in an orderly manner and that 
the present market level reflects the public’s appraisal of present business con- 
ditions and prospects for the future. 


THE EXCHANGE AND THE NATIONAL ECONOMY 


The final area which I should like to discuss is the relationship between the 
exchange and the national economy, with particular emphasis on the contri- 
bution which the exchange can make to the future growth and prosperity of our 
country. 

In recent years economists, businessmen, and Government officials have given 
increasing attention to the concept of continuing economic growth. A national 
policy of dynamic growth has been publicly declared by President Eisenhower 
ind former President Truman, both of whom indicated goals of at least $500 
billion of gross national product by 1965. (See table 2.) 

The exchange, throughout its 162 years serving the Nation, has always been 
in the forefront of those who recognized that more jobs, better pay, and im- 
proved living standards could come only through economic growth; which, in 
turn, is dependent on capital investment. 

It will take more than declarations of national policy, however, to achieve a 
rise of more than 40 percent in our gross national product in the next decade. 
If this is to be done with a relatively stable level and in a peaceful world situa- 
tion, it will require unprecedented vision and hard work; it will take business 
and labor leaders with courage and determination, more and better factories 
and tools, and unprecedented private capital investment. 

The success of a vast program of capital investment and expansion is essential 
to the future economic wellbeing of our country. During the next 10 years it 
s estimated that more than 11 million persons will join the civilian labor force. 
Our country’s future will require that jobs be created for these new workers 
and those new jobs will require new factories and tools. For every job that 
must be created an average of $13,700 will probably have to be invested. Add 
to this investment needed for full employment the billions necessary to create 
the new products and services devised by industrial research and to keep modern 
_ existing plant and equipment, and the magnitude of the task ahead becomes 
clear. 

By 1965, according to a recent staff report of the Joint Committee on the 
Economie Report, the level of business expenditures on plant and equipment is 
projeckes to approximate $60 billion annually—an increase of almost 60 percent 
over Ilvo-A. 

To soundly finance this growth corporate industry will have to seek out every 
possible source of new funds. The exchange estimates that new common-stock 
financing will have to be increased threefold or fourfold to a rate of $5 or $6 
billion a year. 
wcniil 3 Phe ners ~og = ae . new money into common-stock investment 
inetitubsome tat eae =" yo a 8 upper-income families and financial 
insure our future giveth ue a banca i ee aoe © 
of Amerteaaa Mae Meee Tk . ha S we must look to the savings of millions 
funde af ‘AuectiGenie ao es in the productive employment of the investable 
funds erywhere. Corporate ownership must be broadened to 
a millions of people who are qualified financially to be shareowners. 
dene a ae ane cae of mass production and mass consumption which have 

§ r our country, we must add a third—mass investment. In the 


years ahead we must rely on the mass savings of millions of Americ 
a substantial portion of our equity capital needs. ce 
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In its campaign to broaden shareownership under the theme “Own Your 
Share of American Business” the exchange is carrying on an educational program 
to tell the public what the exchange does and what common stock is. We point 
out that there is a risk in the ownership of common stock and that only those who 
are in a position to assume the risk should purchase shares. We suggest that 
only after one has set aside an emergency fund in the form of a savings account 
or Government bonds, and provided against catastrophe by means of life insur- 
ance, should one consider the purchase of common stocks. 

Our member firms who deal directly with the public believe that first-time 
investors should buy conservative shares, as indeed the monthly investment plan 
purchasers are doing. Our firms believe that, if an investor is looking ahead, 
there are conservative stocks which offer him an opportunity to share in the 
growth of our country. The exchange and its community emphasize that people 
should investigate before they invest; that they should consult a reliable broker 
and get the facts about a company before they purchase its shares ; and that they 
should not act on tips or rumors. 

Market research indicates that there are up to 20 million Americans who are 
probably in a financial position to consider the purchase of common stocks. 
These the exchange and its community wish to encourage. But we definitely 
discourage those who cannot afford the risk of purchasing common stock. As 
we promote our slogan “Own Your Share of American Business,” it is clear that 
we mean owning common stocks only on a sound basis and in accordance with 
one’s capacity to bear the risk. 

The program of the stock exchange is to tell the American public what common 
stock is and what the exchange does. The challenging opportunity which this 
presents is measured by the results of a public survey completed for the exchange 
last fall. At present only 24 percent of the adult population is able to describe 
the functions of the exchange reasonably well. Only 23 percent of the adult 
population can define common stock accurately. Among nonshareowning house- 
holds only 19 percent know what common stock is. 

Through our advertising and all our relations with the public we are trying 
to tell as many people as possible the story of investing and the role of the 
exchange. The exchange’s educational advertisements appear in 542 daily 
newspapers with a circulation of 44 million people. During the past 3% years 
we have distributed more than 10 million educational pamphlets and brochures. 
In the same period our public reception gallery has shown 700,000 Americans 
just how the exchange works. 

The Exchange magazine has a national circulation of over 90,000. In this 
publication last fall we undertok a hard-hitting campaign to warn the public 
of the dangers inherent in the unbridled speculative activity occurring in many 
unlisted uranium and oil stocks—both American and Canadian. This campaign 
was widely acclaimed in the press of both countries. 

Our technicolor movie “What Makes Us Tick” has been seen by an estimated 
10 million people, and we have two new movies in production. Educational 
window displays for the offices of our member firms throughout the country are 
expected to reach an eventual audience of 50 million. Our newly organized 
investors information program will provide communities across the country with 
speakers who can tell the story of the exchange and common-stock investment 
to an ever-widening audience. 

In many phases of this educational work we have enjoyed the effective sup- 
port of many of our listed companies. I need hardly say that industry is 
thoroughly alert to the importance of broader shareownership. 

In addition to this educational program the exchange community is at work 
improving its facilities to provide more efficient and convenient service for the 
investing public. Out of these efforts has come the monthly investment plan 
which permits the investor to purchase for cash small amounts of stock by regu- 
lar payments out of income. 

This pay-as-you-go method of purchase does not involve the use of any credit 
whatsoever, and, by permitting the purchaser to invest a fixed number of dollars 
each month or each quarter over a period of years, gives the investor the oppor- 
tunity of dollar cost averaging. We have been particularly gratified by the high 
quality of the stocks which are proving most popular with MIP purchasers. 
In its first year of operation, MIP has established itself as an important part 

of the exchange community’s service to investors. 
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The member firms of the exchange are fully aware of the responsibilities of 
ndertaking a program to encourage new investment in common stock. They 

are not trying to sell stock indiscriminately to all comers. Rather the exchange 
munity is trying to broaden the base of corporate ownership among millions 
f financially able American families. 

Che exchange believes that the program of broadening the base of corporate 
ywnership is of vital importance, not only because of the great need for the 
quity capital which it will provide, but also because such a program, success- 
f illy executed, will redound to the ultimate benefit of all—the investors them- 
selves, American business, and our entire country. 

The investors themselves will benefit because stock investment in a well- 
managed company provides the one medium through which most American 
families can own their share of American business and participate in the dy 
a amie growth which lies ahead for this country. The high intrinsic merit of 
' common stock as a long-term investment medium has been demonstrated time and 

again and applies as well to the person of moderate income as to any other 
7 investor. 
Wide share ownership will reinforce, more than any single factor I can think 
of. our free and enterprising business system. The person who owns a share in 
business has a direct and continuing interest in the success of that business. 
if From that base it is a simple step to work toward preserving and strengthening 
7 the system which guarantees his right to ownership. To me it is a source of 
continuing pride that any man or woman in the United States has the right to 
buy one share or a hundred in one of our great corporations, to raise a voice in 
the management of the business, to accept the risks and earn the rewards that 
go With ownership. This right—part of our priceless heritage of equality and 
freedom—is truly the miracle of America. 
_ The member firms of the exchange hope to play an important part in broaden- 
ing share ownership in the years ahead. In extending to all Americans an op- 
portunity to acquire shares on a sound basis the exchange will continue to carry 
out its publie responsibilities : 

To maintain the highest level of integrity and financial responsibility among 
its members ; 

To insure full disclosure of the corporate affairs of its listed companies; and 

To provide and maintain a fair, orderly, and continuous auction market in its 
listed securities. 

Through this program and through the continuation of its present services, the 








‘4 exchange Will assist American business to raise the huge sums of capital required 
£ to provide more and better tools for more and better paid employees. 


We believe that the Government can also contribute to this essential program 
by doing all within its power to improve the climate for new stock financing and 
for investment in the years ahead. This would include early revision of the 
capital gains tax and eventual elimination of double taxation of dividends as soon 
as revenue considerations permit. 

But the main reliance for the success of this program must rest, not on the 
securities industry nor the Government, but on the American public which, 
through the exercise of good common sense and an intelligent appraisal of the 
risks and rewards of common stock ownership, must determine for itself the role 
La it will play in supplying the equity capital our country must have in the years 
a which lie ahead. 

Through its educational program the securities industry can encourage stock 
investment on a sound basis. Through Government policy a climate favorable 
for equity investment can be fostered. Together the securities industry and 
Government can counsel, encourage, and guide the public toward sound common 
stock investment. But even together they lack the wisdom to tell the public 
what it should buy and what price it should pay. 

It is true that some of our citizens may act unwisely and suffer loss. But 
most will act intelligently and proper. We cannot hope to protect each imprudent 
investor against himself, But, through the medium of economic education, we 
can and must teach all our people of the opportunity which is theirs to own their 
share of American business, This is a challenge which should enlist the cooper- 
ation of everyone who wishes to see America and Americans prosper in the years 
ahead. 
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APPENDIX A 


Chart I—Trend of stock prices—yearly average (1926-54) 

Chart Il—Percentage change in stock prices (selected periods) 

Chart I1I—Industrial stock prices—selected countries (1948-54) 

Chart [V—Debt versus equity securities in new capital flotations (1919-54) 
Chart V—Annual average shares listed and turnover ratio (1910-54) 

Table 1—Composition of the market (December 8 and 15, 1954) 

Table 2—The United States economy in 1965. 
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TABLE 1.—Composition of the market—percentage distribution of share volum 
on the floor of New York Stock Exchange (includes purchases and sales in 
round and odd lots), Dec. 8 and 15, 1954 
Percent of 
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Trading transactions____ ae : - 10. 3 
Short-term investment (1-6 months) J 7.4 
Long-term investment (over 6 months) 


Institutions eae o 
Nonmember broker /dealers__ 


NYSE members_ 


Dealers (specialists and odd-lot firms) _____- 
Member transactions on floor 
Member transactions off floor. 


Grand total_____ 


Breakdown of public individuals’ margin transactions by income groups and by type of transaction 


Percent of total volume 


| Margi ansactions only 
ype of transaction fargin tr ns onl} 


All trans- CREE wine = y 
actions trans- | 


| actions Total Under | $5,000 to | $10,000 to Over 
$5,000 $10,000 $25,000 $25,000 


|—_—————_—_!—— 


Total 


Trading -. 
Short-term investment 
Long-term investment 


Less than 0.5 percent. 


Note.—Due to rounding, figures do not necessarily add to totals. 
Source: New York Stock Exchange, public transaction study, December-1954. 
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TABLE 2.—The United States economy in 1965 ' 


1965 pr 
jected 


1953 actual 


Population (millions 159. 6 189. 9 
Households (millions 47.0 et) 
ilian labor force (millions) 63.5 76.0 
ross national product (billions) $364. 9 Snar 
ross national product per capita $2. 286 $2. 817 
Output per man-hour, private, nonagricultural $3.10 $4.19 
4 verage annual hours, private, nonagricultural 2. 040 1. R55 
Disposable personal income (billions) $250. 1 S280 0) 
Disposable personal income per household $5, 321 $6. 785 
Consumer expenditures (billions) $230. 1 $357 
Personal savings (billions) $20. 0 $23 
Residential nonfarm construction (billions) . __ $11.9 $16 
Plant and equipment expenditures (billions) $38.0 S60 
( lian public construction (billions) : $10. 1 $17 
Corporate profits after taxes (billions $18.3 $30 
Dividends (billions) ‘ ete $9.4 $18 


Constant 1953 dollars where money figures are used. 


Source: Staff of the Joint Committee on the Economic Report 
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STATEMENT OF G. KEITH FUNSTON, PRESIDENT OF THE NEW YorRK StTocK EXCHANGE, 
REGARDING NINE QUESTIONS SUBMITTED, BY SENATOR FULBRIGHT, TO SELECTED 
EXPERTS AND PARTICIPANTS IN THE STOCK MARKET. 


The primary function of the New York Stock Exchange is to provide a market 
place for the transfer of securities and to insure fair dealing and full disclosure 
in the operation of this market. 

The exchange in no way has any effect upon the prices at which securities are 
transferred—it neither owns any stock, nor buys nor sells stock. Likewise, the 
exchange does not have any influence over the activity of the public in the mar- 
ket which determines the volume of trading. 

The exchange as an institution, therefore, is in no position to express any 
official opinion on stock market prices, or on market levels. 

However, as president of the exchange, I am naturally interested in such 
matters and am in a position to hear them discussed by those in our industry 
whose job it is to have knowledgeable opinions on the subject of market prices 
and market levels. I have attempted, therefore, to answer the questions bearing 
on these two subjects on a personal, not official, basis with the warning that I 
am no professional market analyst. 

Question 1. What in your opinion were the principal factors causing the stock 
market rise beginning in the fall of 1953? 

Answer. The rise of 50 percent! in the 16-month period from September 1, 
1958, to January 1, 1955, was the result of an increasing demand for stocks acting 
upon a restricted supply. 

On the supply side, stock offered for sale was reduced by the influence of the 

(1) Capital gains tax, and 

(2) Low volume of new and additional issues of equity shares of listed 
companies, and 

(3) Reluctance of individual investors and institutions to sell, in view 
of the long-term outlook. 

On the demand side, the purchase of stock was stepped up by the influence of- 

(1) A belated recognition that security prices had not adjusted in full 
to the decline in the value of the dollar or to the tremendous growth in the 
Nation’s economy. 

(2) Increased public awareness of the high yields available on listed 
dividend-paying common stocks. 

(8) Lower interest rates and increased credit available in the summer of 
1953 due to Government and Federal Reserve policies, and inventory liqui- 
dation. 

(4) The continuing growth in institutional investment. 

(5) A realization, starting toward the end of 1953, that the recession 
predicted by many economists at the end of 1952 was not going to be severe. 


1 According to Standard and Poor’s Composite Stock Price Index (480 common stocks). 
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(6) Optimism regarding long-term business outlook supported by heavy 
capital investment, a resurgence of general confidence in the countr 
economic future, new technological advances. 

(7) Tax policies, including 10 percent reduction in personal income taxes, 
elimination of excess profits tax, more flexible depreciation policies, and a 
start toward eliminating double taxation of dividends. 

(S) Cessation of hostilities in Korea and Indochina and continuing eco 
nomic progress in Western Europe. (The rise in securities markets also 
prevailed in many other countries of the world). 

Question 2. Why was the rate of rise stepped up in the last month of 1954? 

Answer. If one refers just to December, the rate of increase (5 percent’ 
November), was relatively not as high as in November, nor as high as in many; 
other months over the past several decades. The combined rise in Novemly 
and December was 11 percent compared with 35 percent from September 195: 
to November 1954. However, the increase of December did not extend to a! 
stocks or segments of the market. Rails rose much more than industrials, bu 
utility stocks showed very little change. 

By December, many key business indicators were showing substantial gains 
thereby reinforcing investor opinion that the business readjustment was ove 

Optimistic statements by officials of Government and industry contributed in 
large measure to the surge of investor confidence. 

As prices increased, the freezing impact of the capital gains tax became more 
and more serious. One of the larger investment services recently estimated 
that, because of the capital gains tax, between 70 and 80 percent of the invest 
ment funds under its direct supervision could not be dislodged from stocks, 
even if this investment service were to recommend sales. (The Outlook 
Standard & Poor’s Corp.—Jan. 17, 1955.) 

Question 3. Do you think there are significant similarities between the market 
situation now, and that which prevailed in 1928-29? 

Answer. While there are some similarities (such as a sustained market rise 
over a considerable period of time and historically high stock averages), it is 
the differences which are significant. The real significance lies in the sharp 
contrasts between the basic and underlying conditions of the two periods as 
summarized below : 

1. In terms of dollars, most basic economic measurements are 3 to 4 times 
what they were in 1929 


1954 as 
Items Ratio percent of 
1929 





Annual totals Billions | Billions | Percent 
Gross national product 3 uelch~agiienen $104 | $357 ) 
National income oa shane 88 | 300 | 
Disposable personal income. - i heh eta 83 | 254 | 
Personal savings. - ..--- 7 Jak Secale. dd 4 20 | 
At year end | | 
Mortgage debt outstanding (1- to 4- any houses) . 19 75 | 
Consumer credit outstanding aed oi 6 30 | 
Bank deposits and currency. ------- bik 55 


> 


2. In terms of physical volume, the economy today is generally at least twice 
as big as it was in 1929: 





1954 as 
Ratio percent 
of 1929 


F. R. B. Index of Industrial Production O-—e. 

annual average | $ 212 
New nonfarm housing starts 4 | : 235 
Crude petroleum production million barrels. - | : 230 
Electric power production million kilowatt-hours. . : 513 
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® In terms of profits and total assets, corporations are more than twice as 
| off as in 1929: 


{Dollars in billions} 


1954 as 
percent 
of 1929 


rate profits after taxes-_- $ 4 214 
issets of active corporations “ 336 77 1: 999 


t. In terms of price averages, stocks are selling above their 1929 highs. The 
nrice-earnings ratio of industrial stocks, however, is well below 1929 and stock 
elds are 133 percent of bond yields compared with 60 percent in 1929. These 

| other significant comparisons are shown below : 


Monthly averages 


August December 
1929 1954 


ndard & Poor’s Composite Price Index (480 common 
cks) i 230 
oda & Poor's Composite Price Index in constant 
i lolli ars (480 common stocks) !_- , 191 
e-earnings ratio (Moody’s 125 industrials) _- 17.3 
Common stock yields (Moody’s 125 industrials) (percent) 3.19 
ck yields as percent of bond yields (Moody's) (percent) 60 


p 


ijusted on basis of 1: Depiittinent of Commerce implicit price deflator for gross national product. 


5. But, in terms of the important fields of equity capital financing and activity, 
the great increases in the size of the Nation’s business have not carried over: 


| 1954 as 
1954 Ratio percent 
of 1929 





stock issues (billioms)__. 
r volume of NYSE transactions (billions) 
k transactions as percent of national income (percent) -- 
we daily reported volume (million shares) 
R of volume to listings (turnover) (percent) -- 
NYSE member borrowings peak (billions) --- ------ 


om to 


¢ Pp 
oe et et ON 
tes ; 
OWN uo 


Question 4. Are there any dangers to the economy inherent in the (a) present 
market levels, (b) present market activity, or (c) amount of credit on securities? 

Answer. (@) Present market levels: 

Without predicting the future of stock prices, it can be said that many of the 
criteria for measuring the general level of the market—such as price-times- 
earnings ratios, common stock yields, bond yields as a percent of stock yields, 
price averages adjusted for the purchasing power of the dollar, book value com- 
parisons, ete., while higher than they were a year ago, are not as high as they 
were historically at periods of peak market prices in the past. This, of course, 
refers to aggregate data and does not indicate historical relationships for any 
specific security. 

Only the future can determine whether the public will change its mind and 
decide that the general market level has gotten out of line with current yields 
and expectations for future profits and dividends, and whether prices of indi- 
vidual stocks are too high or too low, in relation to all the pertinent factors in- 
finencing stock prices. 

However, it is important to recognize that present market levels, if sustained, 
ay provide a long-sought inducement to the issuance of new equity financing. 
(b) Present market activity : 


T 
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Since 1929, the number of shares listed on the New York Stock Exchange has 
tripled and now totals over 3.2 billion. A 3-million share day today is thus com- 
parable to a 1 million share day in 1929. 

This difference in market activity may also be measured by the turnover ratio, 
which was 119 percent in 1929, 30 percent in 19387, 22 percent in 1946, and was 
only 19 percent last year. In other words, the market was only one-sixth as 
active last year as in 1929, yet national income was over 3 times as big. 

Again, it is important to recognize that an active market is an essential pre- 
requisite to providing liquidity for adequate equity financing. 

(c) Amount of credit on securities: 

As of December 31, 1954, NYSE member borrowings totaled $1.9 billion, only 
1.1 percent of the total market value of all NYSE listed stocks, and only 2.2 
percent of the total loans of all United States banks. This compares with 
member borrowings of $8.5 billion, or 9.8 percent, of the market value of all 
NYSE listed stocks, at the peak in 1929. 

In addition to the $1.9 billion of loans by NYSE member firms at year end, 
there was approximately $1 billion of bank loans to nonmember broker-dealers, 
and $1.4 billion to persons other than brokers and dealers for the purpose of 
purchasing or carrying securities. This totals $4.3 billion, just 5 percent of the 
total loans of all United States banks as of the end of 1954. 

The above total includes, through member borrowings from banks, the net 
credit usage extended to customers of member firms. This is designated as 
“Customers’ net debit balances” and totaled $2.4 billion on December 31, 1954, 
1.4 percent of the market value of all NYSE listed stocks. 

Thus, the amount of credit now outstanding to brokers and customers for 
purchasing or carrying securities is so modest compared to other forms of credit, 
and compared to market values, that there is, in my opinion, no cause for concern 
or danger to the economy inherent in the amount of credit on securities. 

In general, we believe that the present market level is not the product of undue 
extension of credit or of unsound market activity, but reflects the confident ap- 
praisal of the general public of the present and future earnings and dividend 
prospects of business. 

Question 5. If the rate of increase in stock-market prices between September 1, 
1953, and January 1, 1955, should continue for another year; would there be any 
danger to the national economy? 

Answer. The rate of increase in stock prices between September 1, 1953, and 
January 1, 1955, was about 50 percent (based on Standard & Poor’s Weekly 
Composite Index). If one assumes a 50-percent increase is involved in the ques- 
tion, the Standard & Poor’s Composite Index would be around 406 by year end 
1955, compared to 271 on December 31, 1954. 

Assuming earnings, dividends, and other factors remained constant at 1954 
levels, this would méan a price-times earnings ratio of almost 22 and yields of 
about 2.7 percent. 

Without knowing the conditions as to corporate profits, inflationary possibili- 
ties, lower interest rates, economic outlook, etc., which might encourage a rise 
of 50 percent over the next year, this question cannot be answered categorically. 
For example, such a rise might be perfectly normal if corporate profits and divi- 
dends were to increase in proportion, or if the value of the dollar were to decline 
or give evidence of declining proportionately. 

I think such a level might be a danger to the economy unless it were accom- 
panied by a corresponding amount of expansion in earnings or business prospects 
which seems improbable at this time. 

As a practical matter, however, if earnings and dividends did not include, 
I believe that counterforces would preclude an advance to the 406 level. 
For example, a price-earnings ratio of almost 22 would exceed the 17.3 ratio 
in the third quarter of 1929. I doubt that people would be willing to pay such 
a high price for the average stock. If yields on the average stock fell to 2.7 


percent, most people would prefer to buy high-grade bonds for the same yield 
and the lower risk. 

Question 6. If the rate of increase in stock-market prices between November 1, 
1954, and January 1, 1955, should continue for another year, would there be any 
danger to the national economy? 

Answer. The answer to this question is the same as No. 5, except that instead 
of a 50-percent rise in the general market level as assumed in question No. 5, 
this question assumes that there would be nearly a 65-percent rise in the general 
market level. 
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In the event earnings and profits remain the same as at present, it would 
meun that the Standard & Poor’s Weekly Composite Index would be about 
{58, with a price-earnings ratio of around 25 and a yield of about 2.4 percent, 

t present earnings and dividends. 

It is even more improbable that such an increase could occur without corre- 
sponding and justifying changes in profits, confidence, etc. If these changes did 

t occur, counterforces would keep prices from going so high. It is doubtful that 

any will buy stocks to yield an average of 2.4 percent when one can buy bonds 

yield 3 percent. 

rhe comments made to the preceding question are even more applicable in the 
vent of a rise such as is assumed here. 

Question 7. If you believe there would be any danger to the national economy 
in a continuation of the stock-market rise at the rate of rise betwen September 
1. 1953, and January 1, 1955, or at the rate of rise between November 1, 1954, and 

inuary 1, 1955, what are your suggestions for avoiding this danger? 

Answer. Although as a practical matter we cannot foresee at this time the 
possibility of a rise in stock prices of the magnitude suggested above which would 
endanger the economy, we suggest that— 

1. A revision in the capital-gains tax laws would go a long way toward 
increasing the supply of equity securities, thus helping to bring about a 
better balance between the demand for and supply of stocks in the market 
place, 

2. If an unhealthy rise in stock prices were to occur and were due to the 
excessive use of credit, the Federal Reserve Board should exercise its already 
adequate powers to meet the problem through raising margin requirements. 

3. If an unhealthy rise were to occur and were due to factors other than 
excessive use of credit in the stock market, then general credit controls, such 
as raising the rediscount rate, increasing reserve requirements, selling Gov- 
ernment obligations, could be utilized. The Treasury could also absorb 
investment funds by issuing long-term Government bonds, and some restric- 
tions could be placed on installment and mortgage credit. 

It must be kept in mind that a stock market which is free from manipulation 
and undue use of credit is a reflection of the public’s appraisal of present and 
anticipated business earnings and dividends. 

Question 8. Is there any evidence that present Government regulation of the 
exchange and over-the-counter security markets are inadequate? If so, explain 
and suggest how this can be corrected. 

Answer. Government regulation of registered exchanges is quite adequate. 

My experience with the securities industry has been primarily centered around 
registered exchanges. Officials of the NASD and the Securities and Exchange 
Commission are more familiar with regulation of over-the-counter markets than 
I am, 

Question 9a. To what extent do fluctuations in the stock market bring about 
changes in general business conditions? 

Answer. I think that, on a day-to-day basis, rather than causing changes in 
general business conditions, the stock market mirrors a wide variety of eco- 
nomic and business factors. 

Confidence in business may be reflected in the stock market, but the stock 
market itself generally has relatively little impact on business activity. For 
example, in the second half of 1946, when stock prices were declining, business 
activity was increasing. Also, in the last quarter of 1953 and early 1954, when 
stock prices were increasing, business indices were declining. 

The condition of the stock market, however, is always a factor in long-term 
business financing. Stock-market prices can encourage new capital investment 
through equity financing, such as the recent new issue by General Motors, which, 
in the final analysis, means more and better jobs in the years ahead 

Question 9b. To what extent do changes in general business conditions in- 
fluence the stock market? 

Answer. The major factor in determining the price of the common stock of a 
particular company is that company’s prospect for earnings and dividends. 

The term “stock market” is a composite of many hundreds of different spe- 
cific values, determined by investor appraisal of the future prospects of each 
specific company and industry. 

Thus, the stock market is far more sensitive to specific influences than to gen- 
eral business conditions. Thus, on occasion, stock price levels, in the aggregate, 
may move counter to general business conditions currently prevailing. 
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Nevertheless, because of the interrelationship of all economic activity, gene; 
business conditions will eventually have a profound effect on the prospects 
any one company. Hence, sooner or later changes in general business co: 


tions are likely to influence the prices of individual stocks, and, in the aggregat: 
of the stock market. 


2 
i 


The Cuarrman. Thank you very much, Mr. Funston. The co: 
mittee will then stand in recess until 10 o’clock tomorrow morning 
when Mr. Edward T. McCormick, president of the American Sto 
Exchange of New York, will be with us. 

(Whereupon, at 5:20 p. m., the committee recessed until 10 a. 1 
the following day, Friday, March 4, 1955.) 
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FRIDAY, MARCH 4, 1955 


Untrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 

Present: Senators Fulbright, Robertson, Frear, Douglas, Lehman, 
Monroney, Capehart, Ives, Bush, Beall, Payne. 

Also present: Robert A. Wallace, staff director of the committee. 

The CuarrMAn. Will the committee come to order, please. 

This morning we have as our witness the president of the American 
Stock Exchange, Mr. Edward T. McCormick. Mr. McCormick has 
supplied the committee with a statement. 

Mr. McCormick, we are very happy to have you here. 
He has had long experience in Washington. He is thoroughly at 
home here. For the information of the committee, Mr. McCormick 

used to be with the SEC. 


I believe you originally came from Arizona, did you not ? 


STATEMENTS OF EDWARD T. McCORMICK, PRESIDENT ; JOHN MANN, 
CHAIRMAN OF THE BOARD; JAMES DYER, CHAIRMAN OF THE 
FLOOR COMMITTEE; DAVID JACKSON, SPECIALIST ; AND MICHAEL 
MOONEY, GENERAL COUNSEL, AMERICAN STOCK EXCHANGE 


Mr. McCormick. That is correct, Senator. 

The CuatrmMan, Some place in the Far West. He is a cowboy, I 
guess, who finally came down here and was on the SEC, so that he is 
a professional. He is a professional and probably will be a very dif- 
ficult witness. He knows more about it than anybody else. 

Mr. McCormick, would you like to proceed in your own way? 

First would you introduce to the committee your associates who 
are helping you? 

Mr. McCormick. Yes. 

This is Michael Mooney, general counsel of the American Stock 
Exchange. 

This is David Jackson, specialist on the floor of the exchange. 

This is Mr. John Mann, chairman of the board. 

And this is Mr. James Dyer, chairman of the floor committee. 

Mr. Chairman, my name is Edward T. McCormick. I am president 
of the American Stock Exchange, 86 Trinity Place, New York City. 
As president, I am a full-time paid employee of the exchange. Tam. 
elected by the board of governors. I cannot be a member of the 
exchange or engage in any other business. 


115 





116 STOCK MARKET STUDY 


I am very happy to be afforded this opportunity to appear betore 
the committee and to assist in every way possible the development of 
information bearing upon the present stock-market study. 

I know the time pressures under which the committee is operating 
in connection with this and other matters, so I will make my state 
ment as brief as possible. Before addressing myself specific ally to the 
general subject of this inquiry, I should like to describe the place of 
the American Stock Exchange in the securities industry. 

The American Stock Exchange is one of the two securities exchanges 
in this country with nz ationwide facilities. The volume of secur ities 
traded on our exchange is second only to that of the New York Stock 
Exchange and larger, annually, than that of all the regional 
changes in the country combined. 

Some indication of the nationwide complexion of the membership 
of the American Stock Exchange may be found in the network of more 
ths an 1,800 offices maintained by our members in 447 cities located in 
47 States and the District of Columbia. An additional 33 offices are 
maintained outside the United States in 11 foreign countries. Our 
ticker network extends to 148 cities in the United States and Canada 
and, at present, includes almost 900 tickers. 

The volume of stock trading on the American Stock Exchange dur- 
ing 1954 totaled in excess of 162 million shares, or 28.4 percent of the 
1954 share volume reported by the New York Stock Exchange. Bond 
trading on our exchange is not large, totaling only approximately 
$30 million in the entire year of 1954 

The market value of all stocks issued and traded on the American 
Stock Exchange at the end of 1954 stood at in excess of $22 billion. 
This compares with the market value of in excess of $169 billion for 
stocks listed on the New York Stock Exchange. 

The CHarrman. May I ask you, Mr. McCormick, are unlisted stocks 
traded on your market ? 

Mr. McCormick. Yes, they are, Senator. Would you want me to 
explain that at this point? 

The Cramman. No. I just wondered. That is not just listed 
stocks then ? 

Mr. McCormick. No. As you will note in my statement, Senator, 
I referred to securities admitted to trading on our exchange rather 
than fully listed. 

The CHatrmMan. Yes, 

Mr. McCormick. No security is traded on both New York stock 
exchanges. Their lists are exclusive of one another. However, there 
are many securities dually traded on the New York exchanges and the 
regional exchanges, since the latter are permitted, with the approval 
of the Securities and Exchange Commission, to admit to unlisted 
trading privileges issues already fully listed in the New York market. 

Organizationwise, the American Stock Exchange is a voluntary, 
unincorporated association. The contract binding its members, which 
is also its constitution, sets forth its principal objectives. They are— 
to provide a securities market place where high standards of honor and integrity 


shall prevail and to promote and maintain just and equitable principles of trade 
and business. 


Like all other national securities exchanges, the American Stock 
Exchange has registered with the Securities and Exchange Commis- 
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sion and is subject to the provisions of the Securities Exchange Act of 
1934. And its members conduct their business subject to the provisions 
of the Securities Acts and the rules laid down by the Commission 
under those acts. Regulation T issued by the Board of Governors of 
the Federal Reserve System and enforced by the Securities and Ex- 
change Commission governs members of the exchange in the exten- 
sion of credit for the purchase of securities. 

A few further words concerning our exchange are included in an 
attached appendix which I will not take your time to read. 

Now, with reference to the main point of your inquiry, let me say 
that, in my opinion, the fact that the Dow-Jones and other market 
price indexes have risen above the peaks which they attained in Sep- 
tember of 1929 should not in itself be afforded too much significance. 
The market price index is but one of many factors to be taken into 
consideration and properly weighed before one can arrive at a rea- 
sonable conclusion as to the present status of the securities market. 

As a matter of fact, review and appraisal of the basic material 
indexes leads me to the conclusion that we have not reached a danger 
point in the stock market. It is true that there has been a marked 
rise in many market prices since the fall of 1953, but that in itself is 
not cause for alarm. In my opinion, the rise took place for a number 
of reasons, including: increased business activity in major industries; 
greater confidence of investors in the continuation of peace; the im- 
proved outlook for business in general; investment purchases by 
investment companies, pension funds, and other institutional investors; 
and the refusal of investors with substantial long-term gains to 
lessen their paper profits by payment of the capital-gains tax, thereby 
reducing the floating supply of such securities. 

Notwithstanding the rise that has occurred, a review of current 
earnings, yield and price/book value ratios does not indicate to me an 
existing improper market appraisal of the bulk of equity securities. 

While I believe that stock averages leave much to be desired and 
that generalizations on market levels are more deceptive than informa- 
tive, nevertheless a comparison of one such average, the Dow-Jones 
Index, and the earnings, book values, and dividend payments of con- 
stituent companies in September 1929 with the same data in January 
1955 may afford a picture of the striking dissimilarities in underlying 
economic conditions in the respective periods. 

While the industrial stock index reached a peak of 408.9 in January 
1955, a figure 27.7 points over the 1929 top, it appears that the con- 
stituent companies now show earnings per share of $28 a year as 
against $19.94 in 1929; the present dividend is $17.47 as against $12.75; 
the annual dividend yield is 4.27 percent as against 3.34 percent; the 
price/earnings ratio in 14.6 as against 19.1, and book value is 235 
as against 152, 

Senator Ives. May I interrupt Mr. McCormick there, Mr. Chair- 
man ¢ 

The CuarrmMan. Yes. 

Senator Ives. I take it your comment here is on all stocks, not just 
stocks listed on the American Stock Exchange ? 

Mr. McCormick. Senator, these figures relate to the companies that 
are included in the compilation of the Dow-Jones Industrial Index. 

Senator Ives. That is what I wanted to find out, sir. 

Mr. McCormick. Thirty selected industrials. 
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Senator Ives. Thank you. 

Mr. McCormick. It is significant to note that from 1946 throug 
1954 alone manufacturing corporations added to share values throug) 
retained earnings $48 billion, This means simply that the same or 
equivalent shares had $48 billion of additional value behind them. 

Moreover, I believe that year-end figures reveal that there has not 
been an excessive use or an unsound use of credit in the market. The 
year-end total of $2,429 million of customers’ debit balances plus $482 
million of bank loans to other than brokers to carry securities other 
than United States Government securities may be compared with a 
total value of $195 billion for all listed shares. That includes a]! 
exchanges. 

In closing, I should like to refer to the comparison made—— 

Senator Busu. That does not include the bonds that are listed on 
the exchange ? 

Mr. McCormick. These are just stocks, 

Senator Busu. Just stocks? 

Mr. McCormick. Yes. 

Senator Busu. Does it include preferred stocks ? 

Mr. McCormick. Preferred and common stocks, Equity securities, 
Senator. 

In closing, I should like to refer to the comparison made by Stand 
ard & Poor’s of the rise in their stock market average with the increases 
in other basic ener, DEESOOTOES. Whereas the stock market average 
shows an increase for 1929 of 13 percent, cost of living is up 56 per- 

cent, farm income is up 133 percent, insurance premium collections 196 
percent, hourly wages 228 percent, bank deposits 229 percent, personal 
income 234 percent, gross national product 242 percent, and mortgage 
debt 284 percent. 

And now, Senators, I will be very happy to try to answer any ques 
tions you may have. 

(The appendix to Mr. McCormick’s statement follows :) 


APPENDIX 


The board of governors of the American Stock Exchange, which has general 
supervision of the members, consists of 32 persons, made up of 15 regular mem- 
bers of the exchange; 12 partners of regular or associate member firms; 3 repre- 
sentatives of the public not engaged in the securities business; and the chair- 
man of the board and the president of the exchange. The three public governors 
are prominent businessmen, educators or other representative citizens who are 
nominated by the president of the exchange and appointed by the board to serve 
for a term of 1 year. The president of the exchange is a full-time paid employee 
who may not be a member of the exchange or engaged in any other business. 

Under the board of governors and reporting constantly to it are 10 official 
standing committees, composed of board members, whose duties range from 
interviewing applicants for membership in the exchange to fermulating new 
policies and methods of procedure for the protection of the public. One of these 
committees is the committee on floor transactions whose members police trading 
on the floor of the exchange to insure that transactions are effected in accord- 
ance with the constitution and rules of the exchange and the requirements of the 
Federal Securities Acts. Incidentally, for a violation of the rules of the exchange 
a member is subject to penalties which run the gamut from a small fine to expul- 
sion from membership. The day-to-day operations of the exchange and its man- 
agement are in the hands of the president of the exchange, assisted by the 
respective vice presidents of the divisions of administration, securities, and 
trensactions, 

The division of securities handles the mechanics of admitting securities to 
the exchange and of suspending and removing them. 
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Che division of transactions supervises the mechanical operation of the trading 

ir, quotation department and ticker system. It examines floor transactions 

d practices, conducts floor investigations and handles the registration of spe- 
cialists. In addition, it has jurisdiction over member activities outside of the 
exchange building, including the auditing of accounts, the scrutiny of question- 

\ires addressed to members, capital requirements, margin regulations, adver- 
tising and so on. 

The prime purpose of this self-regulation is to see to it that the American 
Stock Exchange provides for the public a free, close and continuous market in 

» securities admitted to trading on the floor of our exchange. it is in this 

iy that the public is provided facilities for acquiring securities or, on the other 

ind, for disposing of securities at any time. 

\ continuous, close market, with its attendant stability, lends a greater col- 
ateral value to securities than they might otherwise have. The constant mar- 
ketability and the increased collateral value of securities dealt in on the floors 
f exchanges have brought about a public acceptance of corporate shares which 
has made possible the growth of our free-enterprise system. In the absence of a 
central market place where securities can be readily disposed of in case of per- 

mal need or emergency, or reappraisal of the desirability of holding such 

curities, relatively few individuals would invest in equities—the supply of 
working capital would be reduced and, in consequence, insufficient money would 
be available to build the plants and supply the tools essential for the main- 
tenance of a maximum labor force. In short, I believe that without national 
securities exchanges such as our own, we could not have enjoyed the expanding 
economy in this country we have had. 

In my opinion, this growth would have been impossible under any but our 
apitalistic system of which the exchanges are an integral part. 

It is the securities industry which has provided the veins for the channeling 
f equity funds, the lifeblood of industry, from investors to the factories, and 
mills of our corporate entities. Without it our economy could not exist in its 
present state any more than a man could live without his heart and arteries. 
\s I have said, the exchange markets have given general acceptability to cor- 
porate securities and made it possible for such securities to emerge as one of the 
most significant forms of modern wealth. 

\s an essential element of our system of private enterprise, the American Stock 
Exchange is fully cognizant of the need the Nation has had, and always will have, 
for orderly and fair securities markets as necessary ingredients of industrial 
growth and prosperity. 

We shall continue to do our utmost to provide close and continuous markets 
in the securities dealt in on our trading floor. We shall continue to maintain a 
market in which investors can trade with fullest confidence, and we shall continue 
© make such adjustments in our operations as may be required in the interests 
of investors in our fast growing economy. 


The Cuatrrman. Mr. McCormick, I do not quite understand some 
of these figures. In the middle of the fourth page, what index is that 
108? Is that the Dow-Jones? 

Mr. McCormick. Yes, that is correct—the industrial average. 

The CrarrmMan. Are you speaking only of the constituent com- 
panies of that index when you say their average earnings were $28 a 
share ? 

Mr. McCormick. That is correct. Now, if it would help 

The Cuarrman. That is very unusual. What did General Motors 
earn last year? 

Mr. McCormick. This is the average per-share earnings. 

The Cuarrman. They earned $28 a share ? 

Mr. McCormick. The average. If you will allow me, I will read 
you the names of all the companies that enter into the compilation of 
the Dow average. 

The Caarrman. How many are there? 

Mr. McCormick. Thirty. Do you lesire to have that, sir? 

The CratrmMan. Put that in the record. 

(The names of the companies referred to follow :) 
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AMERICAN StTocK EXCHANGE, 
OFFICE OF THE CHAIRMAN OF THE BOARD, 
New York, April 13, 1955. 
SENATE BANKING AND CURRENCY COMMITTEE, 
Room 303, Senate Office Building, 
Washington, D. C. 
GENTLEMEN: Pursuant to your telephone request of April 12, the following 
information is submitted. 
The 30 stocks used in the Dow-Jones Industrial Average are— 
Allied Chemical International Nickel 
American Can Johns Manville 
American Smelt & Refining Loew’s, Inc. 
American Telephone and Telegraph National Distillers 
American Tobacco National Steel 
Bethelehem Steel Procter & Gamble 
Chrysler Sears, Roebuck 
Corn Products Standard Oil of California 
Du Pont Standard Oil of New Jersey 
Eastman Kodak Texas Co. 
General Electric Union Carbides 
Goodyear United Aircraft 
General Motors United States Steel 
General Foods Westinghouse Electric 
International Harvester Woolworth 
The averages are computed by dividing total prices by 5.76 in the case of the 
above industrials. 
The above list is usually published in the Monday edition of the Wall Street 
Journal and this information was copied from that source. 
Very truly yours, 
JOHN J. MANN, 
Chairman, 
Board of Governors. 


The CuarrMan. Just name 1 or 2. 

Mr. McCormick. Well, alphabetically, Allied Chemical, American 
Sme iting, American Telephone, American Tobacco, Bethlehem Steel. 

The CrarrmMan. Can you name one of those that last year earned 
$28 a mua I mean I am sure I misunderstand these figures, because 
General Motors, according to the press the other day, earned $9 a 
share last vear. 

Mr. McCormick. I would not think so. 

The Cuatrman. Did they not? 

Senator Capenart. Well, Mr. Chairman—— 

The CuarrMan. I just do not understand these figures at all. 

Senator Caprnarr. General Motors did not earn $28 a share. 

Senator Ives. Is that average earnings ¢ 

The Cuamrman. What exactly does the $28 mean there ? 

Mr. McCormick, I will give you my source, Senator, which is the 
National City Bank of New York weekly letter of February 2. 

The CHarrman. I thought you were the source. You know all 
about these shares. Do you not know what these stocks earned ? 

Mr. McCormick. Unfortunately, those happen to be New York 
Stock Exchange stocks, and I do not pay too much attention to them. 

That is the correct figure as reported in this bulletin of the National 

‘ity Bank. Now, I will get you the actual details leading to this final 
figure. 

Senator Busu. Mr, Chairman ? 

The Cuarrman. I mean there is bound to be some mistake—at least 
in my understanding. If that means that the eoneme that make 
up the Dow-Jones Index showed average earnings of $28 a share, there 
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; something very wrong. I do not believe it in the first place. I do 
not think it is anywhere near the correct figure. 

Senator Busn. Mr. Chairman, may I—— 

The CuHatrMan. I will yield to the expert on that. 

Senator Busu. No, I just want to ask a question of the gentle- 
man. Is it not true that these are the combined earnings of those 30 
companies 

Mr. McCormick. That is correct. 

Senator Busn. On a per-share basis! It is not average earnings. 
He did not say 

The CuatrMan. That is what I am trying to elicit. 

‘Senator Busn. It is the total earnings per share of the 30 companies 
constituting that average. ‘ 

The CuarrmMan. Well, then, that means they earned less than a 
dollar a share a year. 

Senator Busu. No. Well, if you want to average it out 

The Carman. If there are 30 companies and ‘they earned $28, they 
earned less than a dollar. That could not be right either. 

Senator Busu. Well, there are the figures. 

The CHatrmMan. I mean I am just trying to understand these figures. 

Senator Carenarr. Can we find someone here who can analyze 
those figures ¢ 

The CuarrMan. One of your experts behind you ? 

Senator Carenart. Where is the Dow-Jones man ? 

Mr. McCormick. There is probably a man here from Dow-.Jones. 

Senator Capenarr. Put him on the witness stand. Where is the 
Dow-Jones man. Is he here? 

Is there anybody in this room who knows what General Motors 
earned ¢ 

The CratrmMan. Come over here and introduce yourself. Surely 
somebody knows what the Dow-.Jones Index means. 

Give us your name and profession. 


STATEMENT OF MORTON M. ADLER, RYE, N. Y. 


Mr. Apter. Morton M. Adler of Rye, N. Y. I am just an amateur 
investor. The figures are based upon the adjusted Dow-.Jones average 
of the original securities taking into consideration the splits that have 
taken place. So that every time there is a split made in Gener: al 
Motors or United States Steel they adjust that for the original stock 
that was issued when these Dow-Jones averages were first made. 

The Cuarrman. When did they first start! 

Mr. Apter. That I do not know. 

The CHatrman. Well, it was not this last year? It was 50 years 
ago, was it not? 

Mr. Apter. I would think at least that. 

Senator CaprHart. What is the $28 figure? What is it? 

Mr. Apter. That is the figure of the earnings average per share 
based on the adjustment. Now, when the averages go up 1, 2, 3, 4 
points, or down that many points a day, that is also based upon the 
adjusted average, because if you take 1 share of each of the 30 stocks 
in the averages, you will find that they have not gone up or down that 
many points, but based on the adjusted average it has. 
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The Cuatrrman. Can you give us an illustration? Do you happen 
to know how many times General Motors has been split since 1920 / 

Mr. Apter. I do not know exactly, sir, no. 

The Cuarrman. Can you indicate roughly, to give us a guess? 

Mr. Apter. It would be a very poor guess because they have split 
different rates I believe. Sometimes it has been 2 for 1 and som 
times—— 

The CHarrman. Can you indicate that it has been split several! 
times ¢ 

Mr. Apter. Yes, sir. 

The Cuatrman. I mean one original share is probably now at least 
5 or 6¢ 

Mr. Apier. Yes. 

The CuarrMan. Is that right? 

Mr. Apter. I had 1 security where 1 share became 16 shares. 

The CHarrman. That is what I meant to indicate. But this clearly 
does not mean that presently the companies that constitute the Dow- 
Jones average are earning $28 a share ¢ 

Mr. Apter. Not on the present number of shares; no, sir. 

The CuarrMan. Yet to the uninitiated that is what these figures 
would indicate, would they not? 

Mr. Apuer. Yes, sir. 

The Cuarrman. Thank you. 

Senator Caprnarr. Do you happen to know how much Genera! 
Motors made last year ? 

Mr. Apuer. I do not own any General Motors so I do not know. 

The CuarrmMan. Well, I saw in the paper it was a little over $9, was 
it not? 

Mr. Apter. I would think approximately. 

The Cuatrman. A little over $9 last year according to the paper. 

Mr. Apter. That is the approximate figure according to my reco)- 
lection, 

Senator Carrnarr. You say you are a small investor. Is it possible 
that the average man on the street reading this figure ues 28 per share 
would get the impression that these companies “made $28 per share 
each ? 

Mr. Apter. I think that the average man is uninformed on that sub- 
ject and might easily reach that conclusion. 

The Cuarrman. Thank you very much, Mr. Adler. 


STATEMENT OF EDWARD T. McCORMICK, PRESIDENT, AMERICAN 
STOCK EXCHANGE—Resumed 


Mr. McCormick. I do not know how much enlightenment this will 
cast, Senator, but I have been told that the reason why you do not have 
a stock paying $28 is that the averages are reduced to the equivalent 
shares back to the time the average was started. So when you are 
speaking now of General Motors stock, you are not speaking of a share 
of General Motors stock as now constituted but the equivalent of 
General Motors stock when the average was originally started. So 
that if there have been four or five splits, Senator, you actually have 
to take the present General Motors stock and multiply it by five, let 


us say, if it has been split five ways. And that is where you will get 
your figure of $28. 
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The CuatrmMan. Do you not think, Mr. McCormick, it would be 
much more useful to the Senate, to the public, and to everyone else if 
these averages were calculated on the facts as they now exist and not 
is they might be interpreted by a very abstruse system of calculation 

ing back many years ? 

Mr. McCormick. Well, Senator, you are asking the wrong fellow, 
for the simple reason that I place absolutely no weight on the averages, 
ind I do not think any American investor buys a stock average. He 
buys an individual security. And as far as I am concerned, I throw 
t inthe wastebasket when I see it. 

The CuatrMan. Well, they are used very often. 

Then if they have no significance would you agree this is simply 
some device to mislead people ? 

Mr. McCormick. Definitely not. I do not think there is any intent 
to deceive. 

The Cuarrman. I am not questioning motive. The fact is they 
mislead, do they not ? 

Mr. McCormick. As a matter of fact, I think a lot of people have 
been misled into thinking the market is higher than it is because of 
the averages. 

The Cuatrrman. And when these figures are quoted to us—here 
$28 a share—if we did not stop to think, we would think these are 
ery fine companies that make $28 a share, would we not ? 

Mr. McCormick. If you gather that conclusion, that is correct. 

The CuarrmMan. Well, at least I can say it misled me. Perhaps I 
am more naive than the average. But it certainly misleads me to 
read this kind of averages and statements. It is far beyond what I 
think is the fact today. 

Would you suggest as a result of this perhaps the SEC might go 
nto the matter of clarifying the statistics that are used by the stock 
exchanges and by the National City Bank and others, simply as a 
matter of keeping the record straight ? 

Mr. McCormick. As a matter of fact, the SEC does compile an 
average, and I see no reason why they cannot check into the signifi- 
cance of all averages if they desire. As I say, I do not use them. 

Senator Carrnart. Mr. Chairman, I wanted to ask this question: 
This $28 is the Dow-Jones average ? 

Mr. McCormick. That is correct. 

Senator Carenarr. Mr. Chairman, I suggest that we ask the head 
of the Dow-Jones people to come in here and explain just how they 
arrive at these figures and the significance of them and why they 
\dopt this system of reporting. 

The Cuarrman. Well, I think I understand it now, but I think it is 
misleading, nevertheless. 

Senator Carenart. I suggest we ask them to come in and be per- 
mitted to question them. 

Mr. McCormick. I believe that your staff right behind you has al- 
ready gotten that material from Standard & Poor’s, Dow Averages, 
Herald Tribune, New York Times, and every one of the other organ- 
izations that publish averages. At least 

Senator Carprmart. Well, I still renew my request then that one or 
the other of those people that you named be requested to come in here 
and testify as to why they use this sort of system, how they arrive at 

60650—55 9 
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it, what value it has, and whether it does or does not have a tendene, 
to misinform the people. 

Mr. McCormick. I am quite sure that Mr. McCormick of Dow- 
Jones and Mr. Schmutz of Standard & Poor’s would be delighted to 
appear before you. 

The Cramman. Mr. Wallace ? 

Mr. Wattace. The Dow-Jones is an average. It is not earning 
per share. It is a statistical device for measuring so that you can 
compare the present period with previous periods. On the basis of 
these figures you can compare price-earnings ratios which are, accord 
ing to the material furnished by Merrill Ly nch, now 14% tol. This 
compares with 1929 when the average price-earnings ratio was about 
17 to 1, 

The earning estimate of $28 for 1954 on the Dow-Jones industrial 
averages was calculated on the same basis as the averages themselves 
are calculated. That is, by adding the per share earnings figures for 
the 30 individual shares included in the averages and dividing the total 
by 5.76. The average itself is arrived at by “ade ling the prices of the 
30 industrial stocks and div iding by 5.76. 

Originally, the divisor was the same as the number of stocks in th 
average, but it had to be adjusted for the many splitups through th: 
years. 

Senator Carenart. Well, it likewise is used by the profession, but 
I agree with the able chairman here that I think it is misleading to 
the average man on the street who does not understand it. 

The CuHatrman. Well, I think we had better proceed. I agree that 
a lot of this is misleading. That is why we are having these hearings— 
to see if we can find out, what they mean. 

I believe we had better start. I did not keep track of that time. 
We will start as of now. We will consider that that was a general 
allocation of time to the whole committee. 

Mr. McCormick, you heard the discussion yesterday. You were 
here. What do you think is the function of a stock exchange, in a few 
words? 

Mr. McCormick. The function of the exchange is to provide a cen- 
tral market place for securities that are admitted to trading to that 
particular exchange. 

The Cuamman. Do you think that the exchange also has an obliga- 
tion to advertise and to bring people in to the market place, that you 
are doing a public service by inducing people to buy stocks who did 
not formerly buy stoc ks?@ 

Mr. McCormick. As president of the American Stock Exchange, 
I would say that I spe nd about half my time in management functions 
and so-called housekeeping duties and 50 percent as their ace salesman. 
The purpose of that salesmanship is to convince the American public 
that they can with confidence invest in securities traded on these 
exchanges. 

The Cramman. Do you have any advertising program similar to 
she New York Stock Exchange? 

Mr. McCormick. The sum total of advertising by the American 
Stock Exchange was exactly zero last year. 

The Crareman. Then you do not have a program comparable to 
the New York Stock Exchange for selling? 

Mr. McCormick. Only to ‘the extent that I can do it by myself. 
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The Cuarrman. Well, you make speeches, I take it, and persuade 
people? Is that right? 

Mr. McCormick. In 31% years I have made 60 speeches. 

The CuHarrMan, Sixty? 

Mr. McCormick. Yes. 

The CuarrMAN. I have always regretted you changed the name of 
the American Stock Exchange. It caused a lot of confusion. We still 
all it the “Curb.” Why did you change the name / 

Mr. McCormick. Incidentally, that would have cost you 25 cents 
in my office. We don’t allow the use of that term. 

The Cuarrman. What was the reason for changing the name? 

Mr. McCormick. A number of reasons, Senator, and I think they 
were to a large extent pushed forward by myself. I felt th: at the 
impression was too w apenas that we were the “little brother,” the 
“other exchange” in New York City. It is my opinion that the Amer- 
can Stock Exch: ange is a fine, fast- growing, national institution, and 
[ thought they were being impeded in their growth by the old name. 

Secondly, it was my opinion that it was unfortunate that the former 
iame of the exchange did not even point out that we were a stock 
xchange. It was “New York Curb Exchange.” You did not know 
whether we were selling potatoes or wheat. 

So there were really those two reasons, plus the fact that I have a 
creat affection for the term “American” myself. 

The CHAIRMAN, _ Do you have investment clubs that you sponsor ? 

Mr. McCormick. No. I believe, Senator, what you are alluding to 
is an organization ¢ -alled the National Association of Investment Clubs 
organized in Detroit. Approximately 2 years ago I was asked to 
give one of these talks at their annual meeting. I was disposed orig- 
inally to turn it down. However, in looking into the matter, I thought 
that the type of organization that t} ley Were sponsoring had tremen- 
dous merit. Consequently, I did go to Detroit and spoke to the group. 

The investment clubs are generally an association of from 10 to 20 
individuals. Sometimes they are policemen in a precinct or firemen in 
a ‘ae or doctors in a hospital or members of a bridge club. They 
get together periodically, generally once a month. They decide among 
themselves how much they want to invest periodically. They pool 
their funds. They ask a broker to come to their meeting. They listen 
to the broker. They read in the interim. Then, by the democratic 
process of majority vote, they determine where they are going to place 
their money that particular month. 

I think that it has stimulated a great deal of interest in corporate 
enterprise in this country. I think it has tremendous possibilities. 
And I understand that now it has caught on to the extent where there 
are approximately 600 of such clubs from coast to coast. 

_ The Cuarrman. Do you have any idea how much money they 
invest ? 

Mr. McCormick. No, I do not, Senator. As a matter of fact. one 
of your staff men asked me that earlier, and I thought he ought to go 
to the main source for that information. I gave him the name and 
address of the national association. 

The Craatrman. Then you have no official connection? You simply 
encourage them ? 

Mr. McCormick. That is it correctly. 
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The Cuatrman. In listing on your exchange, do you require of the 
various companies much the same that the New York Stock Exc hange 
requires of them ? 

Mr. McCormick. Basically, both exchanges follow the requirements 
prescribed by the Secur ities and Exchange Commission. The New 
York Stock Exchange in one very important respect goes beyond the 
requirements of the SEC and beyond the 1 equirements that we impose, 
That has to do with the requirement that quarterly earnings figures 
be submitted in most cases. We do not have that requirement. 

The CuarrmMan. Well, do you take in any company that comes along 
and asks to be listed on your exchange ? 

Mr. McCormick. Our listing procedure is as follows, Senator: The 
New York Stock Exchange, as explained yesterday, pretty much 
confines itself to the acceptance for listing of what you might call 
seasoned organizations, companies that in effect have arrived, com- 
panies with $7 million and excess of assets, earnings of about a million 
per year for 3 consecutive years, 1,500 stockholders, and 350,000 shares 
outstanding in the hands of the public. In our case we feel from 
experience ‘that we can operate a satisfactory auction market if there 
are 500 stockholders with 100,000 shares of stock outstanding in the 
hands of the public. We do not have an earnings requirement. In 
other words, there does not have to exist an established earnings 
record, 

It is the view of the American Stock Exchange that an auction 
market, an exchange market, is a definite benefit to the American 
public, and we feel, as the small man’s exchange, that new and up- 
and-coming growth situations are entitled to the advantages of an 
auction market. Therefore, after checking the banking connections, 
the management, the geology, and other material on which the com- 
pany expects to operate, if we are convinced that they all are satis- 
factory—and we do get investigations of the management, a profes- 
sional report—we take the company on. 

The Cuatrrman, Would you say your standards are quantitative or 
qualitative then ? 

Mr. McCormick. Qualitative, definitely. 

The CHarrMan. Qualitative ? 

Mr. McCormick. Yes. 

The CHatrman. Do you permit or are there unlisted securities 
traded in your exchange? 

Mr. McCormick. The situation with respect to the unlisted market 
on the American Stock Exchange is quite simple. Prior to 1933 and 
1934, the old New York Curb Exchange traded certain securities with- 
out requiring formal listing by the companies. Congress in consid- 
ering the Securities and Exchange Act of 1934 was convinced that the 
people who own securities had bought securities in those companies 
with the assumption and the belief that they were going to enjoy the 
benefits of an auction-exchange market. Consequently, and very 
rightly in my opinion, the Congress i in 1934 told the American Stock 
Exchange, then the New York Curb, that those stocks that it was then 
trading on an unlisted basis could continue to be traded in. 

There is also provision in the 1934 act that in the event there is 4 
substitution—in other words, one security goes out of existence and 
is replaced by a substantially equivalent certificate—we are permitted 
to continue to trade those securities. 
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So that the securities that you refer to as unlisted are those that 
the Congress felt we should retain in 1934. 

The CuatrMan. How does a member of the public distinguish be- 
tween a listed and an unlisted security that is traded in your exchange ¢ 

Mr. McCormick. Every transaction on the American Stock Ex- 

ange is printed within 380 seconds of the execution of that trans- 
action, and a symbol “L” follows the symbol of every listed security. 

(nd they are also identified in the new spapers. 

The CuarrmMan. Then do I understand you correctly that when the 
“I,” follows it that means that the exchange thinks that is a good 
stock, and when there is no “L” it does not express any opinion ’ 

Mr. McCormick. That is the farthest thing from the truth. Some 
of the very finest companies in—— 

The Cuarrman. I did not understand. What did you say? The 
farthest thing ¢ 

Mr. McCormick. I said the farthest from the truth. Some of the 
very finest companies in the United States are traded on an unlisted 
basis on the American Stock Exchange. Imperial Oil, the largest oil 
company in Canada, an affiliate of Standard of New Jersey, Humble 
Oil, holder of the largest reserves of oil in the United States and also 
an afliliate of Standard of New Jersey, Pepperell, Singer Sewing 
Machine are just a few of the typical stocks that we trade on an un- 
listed basis. 

The Cuarrman. Then what did you mean when you said your list- 
ing is on a qualitative basis? In other words, does the fact that you 
list mean it is a quality stock? What did you mean when you said 
that ¢ 

Mr. McCormick. I must have misled you. I thought you implied 
by that that we took on companies helter-skelter without considering 
the management or a: prospects of the company. 

The Cuarrman. I did imply that, and what you said was negative to 
that. I was trying to get at the truth of it. 

Mr. McCormicx. We do not take securities on that basis. We must 
be convinced that it is a company with a substantial growth possi- 
bility and properly managed, and unless we are convinced of that we 
do not accept it. That does not mean you are going to make money 
by buying it. 

The Cuatrman. And you make no representation that it is a good 
company, do you, in that sense ? 

Mr. McCormick. I would not make a representation that any se- 
curity traded on our exchange is a good buy. 

The Cruatrman. I think we are only arguing about the meaning of 
words. But is it not sounder to say that you have certain quantitative 
standards—that it must have so much money, so many shares of stock, 
so many stockholders—and that you do not make representations as 
to the quality of that company ? 

Mr. McCormick. We do not make any representation as to the 
value. But the implication of your question—that we will list any 
stock jus st is not so. 

The Cuatrwan. Any stock that has certain quantitative aspects 
such as you said? Five hundred stockholders and what-——— 

Mr. McCormick. Five hundred stockholders, 100,000 shares of stock 
in the hands of the public. 
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Maybe it would clarify the point for you, Senator, if I told you that 
there are many companies with those quantitative requirements where 
they meet them and we reject them for listing. 

The Cruarmman. You do? 

Mr. McCormick. Yes, we do. 

The Cuarrman. Could you give us an example of that? 

Mr. McCormick. I can give you a long list of them if you do not 
mind. I cannot offhand tell you what they: are. 

The Cuareman. Allright. My time is up. 

The Senator from Indiana. 

Senator Carrnartr. Mr. Chairman, I have no questions at the 
moment. I have to go to my office for a few minutes. I will pass. 
Maybe I can get in later. 

The Crarrman. The Senator from Virginia. 

Senator Rorerrson. Mr. McCormick, some years ago I used to hear 
the term “bucket shop.” What was the bucket shop, and what has 
become of that ? 

Mr. McCormick. The bucket shop was the situation where a person 
took the public’s money on the representation that they were selling 
him securities, and they put the money in their pocket and treated it 
as their own capital and did not buy the securities. If the market went 
down and you asked for delivery, they were in a position to buy at a 
lower price and make delivery. If it went up—and sometimes they 
went up—they suddenly disappeared. 

Senator Roserrson. That wasa pure gambling device ? 

Mr. McCormics. It was a onan and outright fraud. 

Senator Ronerrson. Well, is that out of existence? 

Mr. McCormick. To my bseetaledline: no such thing exists today in 
the United States. 

Senator Rorerrson. Does over-the-counter trading have any rela- 
tionship at all to the type of trading that used to be done in the bucket 
shops? 

Mr. McCormick. None whatsoever. 

Se mi itor Ropertrson. I used to hear the term “the big board and the 
little board.” Is there any such distinction now drawn / 

Mr. McCormick. Well, we are the “little brother” at present but I 
hope ome day we will be a giant. 

Senator Rosrerrson. With respect to the phenomenal advance in 
prices of stocks, how have the averages on your exchange compared 
with those of the New York Exchange? 

Mr. McCormick. Senator, I have here a computation. I have taken 
all common stocks on the American Stock Exchange that were traded 
by us at the close of 1952. I have carried that on through. I have not 
added the ones that have come in since because I thought it would 
throw out the average. But I believe this will indicate to you how 
prices have moved on our exchange. 

The average per-share value—that is, the market price—at the 
close of 1952 of all common stocks on our exchange was $19.09. At 
the end of the following year, the end of 1953, that figure was $16.70, 
or a decrease during 1953 of 12.5 percent. At the close of 1954 the 
average value of common stocks per share on the American Stock 
Exchange was $25.14, an increase of 31 percent over 1952 and 50 per- 
cent over the close of 1953. 
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Senator Rozertson. We frequently hear the statement made that, 
ilthough the averages, especially the industrial stocks, are above the 
peak of 1929 which resulted very disastrously for investors in the 
country as a whole, that there is no real similitude between existing 
conditions and those of 1929. Of course we know that the stock-mar ket 

oom of 1929 was financed by bank loans, and that is not the condition 
it the present time. But on what basis would you with assurance say 
hat the gambling on futures—you can call it confidence, you can call 
belief in inflation, you can call it whatever you please but the 
fidence that you can buy at an unprecedented high price and sell 
. still a price is inherently different from that same attitude 
1929 that led so many small investors in the market only to lose 
el srything they had? 
. McCormick. Well, as I tried to point out rather briefly in my 
tement, Senator, I - believe that the conditions at the present 
are so dissimilar from 1929 that comparison of price averages 
e type that we have been referring to is deceptive and that we 
) ul id not in this hearing consume an inordinate amount of time talk- 
.bout averages and mz arket levels. 
[t is my opinion, if this committee is going to come up with any 
ers, they ought to find out whether they think Du Pont is too 
or Singer is too high. Let’s find out why they are selling where 
they are. And let’s find out why people are buying them at those 
es. I think that to continue to talk about the fact that the Dow 
rage, a statistical device, is in excess of what it was in 1929 is going 
cet us nowhere. 

Senator Ropertrson. Well, in 1929 our exports and imports were 
practically balanced. Our farmers were enjoying one of their very 
best periods. There was a minimum of unemployment. Until the 
tock — broke, it was regarded as an ideal year. You say you 
pend about half of your time telling the American people to come 
n and buy because everything is lovely. Why is the economic struc- 
ture of the present day so muc sh sounder than it was in 1929 and there- 

re this so-called confidence in the future is justified now when it was 
not justified then ? 

Mr. McCormick. Senator, to cite a simple example, Douglas Air- 
craft was selling for $11 in 1929—probably all it was worth. Douglas 
\ircraft closed this week at $130. That makes sense to me. That is 
vhy I think when you start talking about individual stocks—and I 
think that is what we should confine ourselves to—you cannot compare 
the statistical dollar figure of 1929 and the present time. 

And another thing. “Let’s not kid ourselves. The market in 1929 
was rigged. It was not an honest market. It was up to its ears in 
debt. Pools were operating. There was 

Senator Ronrerrson. I am quite prepared to believe that the market 
was rigged in 1929. But do you have anybody now, either connected 
with the membership on either of the exchanges or cooperating with 
them, who have “sucker lists” and call them on the phone and say; 
“Here is a hot tip; here is something good you had better buy now,’ 
and on that representation the sucker goes in and buys? Do you have 
any of that going on now ? 

Mr. McCormick. We have a rule of the American Stock Ex- 
change—I believe the New York Stock Exchange also has it—that it is 
grounds for expulsion from membership if they spread rumors, un- 
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founded rumors, to the extent that if we find anyone spreading false, 
misleading rumors about a security I would like to know about it be- 
cause I will be the first one to ee charges against him. 

Senator Rosertson. Well, I did not mean to reduce it to pinpointing 
reasons that you could expel them for a false rumor. They give their 
opinion and do not say what is behind it. Is that done? 

Mr. McCormick. I doubt it. Very rarely. I do not know of situ- 

ations where they merely say, “Buy,” “and drop it. 

Senator Roserrson. Then, I understand that you do not think that 
the present prices either on your exchange or the New York Exchange 
are too high ¢ 

Mr. McCormick. Detinitely not. Again—— 

Senator Roperrson. Do you think they are going up further? 

Mr. McCormick. I think that there are many good buys on both ex- 

anges today. If you are asking me what I would do, I certainly 
went | not buy a cross-section of this so-called aver age. I would select 
stocks ths at I think are good buys and I would buy them. There are 
stocks right now that I would probably sell in the next few months, 

And that is what I urge you gentlemen to look at—individual situ- 
ations—and not, apparently, stick to this market level and average de 
ception. 

Senator Rozserrson. Do you believe that we now have such a pro- 
gram of easy money and surplus money that a lot of it is going into the 
stock-exchange gambling? ‘That things will continue to be rosy and 
better for an indefinite period ? 

Mr. McCormick. I think both industrial and political leaders in this 
country have expressed extreme, and I think justified, confidence in the 
future of business in this country. I happen to believe in it very 
sincerely. If you mean that that has the effect of encouraging people 
to buy, yes. It encourages me to buy. 

Senator Rorertrson. I heard over the radio last night that the 
Federal Reserve Board was seriously considering raising the discount 
rate—in other words, to raise the interest rate that would be reflected 
in the rate charged by banks on loans. Do you think we now face a 
situation where it might be advisable for the Government, which first 
started a hard-money program and then adopted an easy-money pro- 
gram, to tighten up just a little bit on the brakes—not enough to throw 
you through the windshield but just put the brakes on a little bit, 
little tighter money program? 

Mr. McCormick. Senator, you are going to have what in my mind 
is one of the most brilliant monetary men in the United States appear 
before you next week. I suggest you ask him that question. 

Now, if you are directing your question to the extent of the credit 
in the market, which I think is a legitimate one to me and which I will 
try to answer, I would say that the amount of credit in the market is 
not significant enough to have had an appreciable effect on market 
prices. 

Senator Roserrson. And you personally have no fear? The present 
easy-money situation, the present boom in the stock exchanges, and the 
unparalleled production of automobiles, the unparalleled start in new 
houses. 60 percent of which are being financed by Government loans, 
do not indicate to you that there is any danger of inflation that ulti- 
mately would react very adversely on your market situation ? 
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Mr. McCormick. Again, Senator, I am not in a position to tell 
whether the credit in “other lines is such as to cause an unhealthy 
situation. And I would rather that you would ask those who are 
competent to answer that. I would like to confine myself to the 
matters that I think I have at least a speaking knowledge of. 

Senator Ropertson. Well, are you familiar with the volume of 
trading on the exchanges following the big break in the fall of 1929? 

Mr. McCormick. It was fantastic, yes. 

Senator Roperrson. And how long was that continued—tKat is 
selling because they were being sold out——— 

Mr. McCormick. How long did the dumping continue ? 

Senator Roserrson. What was the volume of trading in a reasonable 
time after the market had hit its low period ¢ 

Mr. McCormick. As I recall the situation, Senator, over a period 
of some, oh, 2 years or more there was sporadic additional falling off 
in the market. As I recall, the highest single day on the New York 
Stock Exchange was some 16,000,000 shares. The highest on the then 
New York Curb Exchange was approximately 7,000,000 shares. 

Now, that did not continue. Volume was high, but those were the 
limits. Those were the top. 

Senator Roperrson. But after the readjustment had come, did not 
the volume of trading greatly fall off ¢ 

Mr. McCormick. Oh, definitely, 

Senator Roserrson. That is what I mean. 

Mr. McCormick. After this so-called 2-year period that I mentioned 
you are correct, Certainly. 

‘he CuarrmMan. The Senator’s time is up. 

[ recognize the Senator from New York for 10 minutes. 

Senator Ives. Mr. McCormick, the American Stock Exchange is the 
second largest in the country, is it not ? 

Mr. McCormick. That is correct. 

Senator Ives. Second only to the New York Stock Exchange? 

Mr. McCormick. That is correct. 

Senator Ives. Therefore, being high in our financial structure you 
have a very important position. 

Mr. McCormick. Well, thank you. I hope so. 

Senator Ives. Well, I hope so too. 

I want to ask you a question in that connection. You have answered 
questions about listed and unlisted securities to which your answers 
have been very interesting. Now, when it comes to the question of 
policing, do you take any steps to police unusual activity in any 
particular stock ? 

Mr. McCormick. Yes, we do. TI might run briefly through the basic 
rules and then what happens with the administration of the rules. 

No individual is allowed to trade excessively. That is one rule. 
Secondly, he is not allowed to purchase or sell at successive fractions 
from the last transaction to an extent that that has the effect of mov ing 
the market away from what we would consider a true auction market. 
No trader, for example, on the floor is allowed to congregate at a post 
with other traders. He is not allowed to dominate the market. He is 
not allowed to be conspicuous in the crowd, as it is called, around the 
post. 

Now, what is done with that? Every trader for years on the 
American Stock Exchange at the close of the day must file with the 
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staff of our floor department a list of every trade he has made on 
the floor. Those are carefully screened by our staff. If there is any 
indication that there has been a violation of the rule in terms of exces 
sive trading, that is reported to the floor committee. The floor com 
mittee then decides whether or not the man shall be reprimanded, 
whether there shall be an adjustment to the public, whether he shal! 
be fined. suspended, or expelled from the exchange. 

Every week we summarize the trading on the floor of the exchange 
by members and send that summary to the Securities and Exchange 
Commission. That information is recorded by the Securities and 
Exchange Commission and put out I believe in their monthly statis- 
tical bulletin, which is a matter of public record throughout the 
United States. Anyone who wants it merely has to get on the mailing 
list of the Securities and Exchange Commission and they will know 
the extent of the trading by people on the floor of the exchange. 

Now, there has always been, or at least since 1929, a tendency to 
assume that members of exchanges are pirates of some sort lacking 
morality. There is no business or profession I know of where there 
is less opportunity for violation to go undetected than there is in the 
exchange market. There are opportunities, very narrow, for legis 
lators, for example, to be bribed to vote in a certain direction. I have 
confidence in the legislature, and I have an equal confidence in the 
morality of the members of our exchanges. 

Senator Ives. Well, to follow up that question, I understand that 
not so many weeks ago one of our radio commentators indicated that 
a certain stock was very desirable to purchase. I am referring to 
Pantepec Oil, which opened I believe on the American Stock Exchange 
with a block of 377,000 shares, and if I am correct, has not sold as 
high as that particular time since. Is that correct ? 

Mr. McCormick. That is correct. 

Senator Ives. Well, I understand you also conducted an investiga- 
tion of that situation. What were the results of your investigation ’ 

Mr. McCormick. Senator, that was not an isolated instance. The 
same commentator has referred to stocks traded on the American 
Stock Exchange before, the New York Stock Exchange, the over-the- 
counter market in Toronto. Each time that any reference was made 
on a Sunday to a security traded on the American Stock Exchange, 
I called the Securities and Exchange Commission in New York the 
following morning. 

To be specific now on the Pantepec situation, I happened to be listen- 
ing to the program. 

The Cuarmman. What program was that? 

Mr. McCormick. Well, I suppose there is no secret about it. It was 
a television program by Walter Winchell. 

With reference to the Pantepec situation, I was listening to the 
program, and as I recall, he made reference to some 10 securities that 
he had mentioned over a period of a year or 18 months and pointed 
out the profits that had been made by all those who had bought those 
particular 10 securities. I believe it ended up with U. S. Gypsum 
which had shown something like a 90-point rise in the interim. 

He then said that he had some information concerning Pantepec 
Oil. As I recall the information he gave, there were three things 
he said. One, the company was going to have a stockholders’ meet- 
ing. The purpose of the stockholders’ meeting would be to increase 
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the authorized stock. The purpose of the increase in authorized 
stock would be to use that stock in the payment of dividends. Three, 
the purpose of the payment of stock dividends instead of cash was to 
conserve the cash of the particular company so it could expand its 
exploratory work. As I recall, that was the statement. 

| thought that might give difficulty at the opening of the market 
the next “day. So I called the specialist in the stock, who is Mr. 
David Jackson, who is sitting here in case I do not cover the territory 
adequately. I informed him that I had seen the program. 

He was on the floor of the exchange early the next day. I was 
here. I spoke to Jim Dyer, who ise ha 1irman of our floor committee. 
It was just simply amazing. There were thousands of tickets, buy 
orders, sell orders, cancellations on the specialist’s desk. We pro- 

ded additional whe for Mr. Jackson. We did not open the stock at 
10 o'clock. It was a physical impossibility to even match the tickets. 

JW hen enough tickets had been matched so it was quite obvious that 

. stock was going to open substantially higher, the specialist in the 
stoe nal told those in ‘the crowd, all beakers w ith orders, “Now, look. It 
s going to open substantially higher. Go back to your customer and 
vet limits or cancellations if they don’t want to go through, because 
it is going to open higher. And if you leave a straight market order 
we are going to have ‘to execute it wherever we can get the stock.” 

The stock was opened. The first trade in the stock was made ¢ 
12:15 Monday. At least by 11:30 the brokers were again told, “This 
stock looks like at least 854 at this point. Now, go back again to 
your customer and find out whether he wants to leave an unlimited 
market order in here.” 

It ended up that people wishing to buy 357,000 shares, the greatest 
ingle amount in the history of any exchange in one transaction, left 
their orders in, unrestricted market orders. The transaction was 
opened on the 357,000 shares at 87—eight dollars and seven-eighths. 
Th , close the previous Friday had "been 634. An increase of $2.12% 

had called the SEC about this. I called Frank Purcell at the 
New York regional office. I said, “Frank this is a rough one to 
handle. Have you any ideas?” 

He did not have—any more than I did. I did say, “Frank, I 
checked back, and I see that Pantepec has been trading about. 20,000 
shares a week for a number of weeks.” The week before this big 
opening it had traded some 170,000 shares. I said, “Frank, maybe 
we ought to find out why.” 

So he agreed. We agreed that at that point that was the only thing 
we could do. No member of my exchange was involved in the passing 
of the information. I had no jurisdiction over anyone else involved 
except the members. 

That morning if you took all the public selling up to and including 
$15 a share you would still have come out 90,000 shares approximately 
short of the open-market orders at that time. That stock could have 
been opened at $15 with the specialist and other members on the floor 
providing 90,000 shares. 

There was a long conference with the floor committee. As presi- 
dent I am an ex-officio member of all committees except admissions. 
I was on the floor at the opening. I know the discussions that went 
on before the opening. And it was the considered judgment of the 
floor committee that under all circumstances it would be appropriate 
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to open that stock at 87, to permit the specialist to provide 103,000 
shares on round lots, 20,000 shares on odd lots, and to permit the 
traders to sell 21,000 shares. So the only way you could find stock 
was for members to step in there and keep that from opening up 
around $15. 

What happened after that? I have here the final report which 
after talking to Mr. Purcell we decided we'd get. I have here the 
name of every individual who bought stock the previous week, where 
he bought, what section of the country, what he paid for it, and who 
his broker was. The SEC has that. We have reported what the 
traders did in that stock. As I say, they provided actually 21,100 
shares short. On that day they started to cover. That means that 
at every fraction down they were buyers. So the market did not 
fall out of bed. 

Traders on January 10 bought 300 shares at 834, 3,800 at 85, 2,500 
at 844, 9,600 at 8%¢ 

Che following day they bought 1,400 at 814, 700 shares at oe 

he following day, the 12th, they bought 2,000 shares at 814 

The following day they bought 300 at 814, 500 at 81% -cove ering the 
short position of 21.000 shares. 

The specialist, as | say, provided 103,000 shares on round lots, 20,000 
shares to cover the odd lots. 

During the course of the week following this Monday he sold, in 
order to provide stock to odd lots, an additional 10,000 shares during 
that week. This is how the specialist bought back the stock that he 
had prov ided at that ope ning : 

January 10, with the high 87% and low 8%4, he bought 37,000 shares. 

The following day, with the high 834, low 834, he bought back 
13,000 shares. 

January 12, with the market high 814, low 814, he bought back 
12.000 shares. 

January 13, with the market high 8%, low 81%, he bought back 
21.000. 

On the 14th, with the market range of 81% and 814, he bought back 
16,500—or a total of 131,187 shares, leaving hime? at the end of that 
week with a short position of 2,600 shares. 

There was never any one time during the following week that the 
specialist did not buy stock at at least every eighth. 

And I want you to imagine what would have happened if that stock 
had been allowed to open at 15 without the specialist and the traders 
standing there ready to buy and in effect required to buy 144,000 
shares. 

Senator Ives. What is the stock selling for now ? 

Mr. McCormick. It closed at 7 last night, Senator. It has never 
seen the 87% 

Senator Ives. Thank you. My time is up. 

The Cuarrman. The Senator’s time is up. 

The junior Senator from New York is recognized for ten minutes. 

Senator Leuman. Mr. McCormick, my memory probably goes back 
further than anybody’s here—at least my memory with regard to se- 
curity transactions—and I recall very vividly the time when the 
American Exchange was the Curb Exchange not only in name but 
actual practice. I used to feel very sorry for some of the fellows who 
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used to stand out there in the snowstorms and rainstorms and the hot 
sun. 

Mr. McCormick. Mr. Jackson was out on the street at that time. 

Senator Leuman. I congratulate the exchange on the progress that 
‘t has made in securing the respect of a great many people. 

Now, can you tell us what is the difference between listed and un- 
listed shares on the American Stock Exchange? Maybe you already 
covered that in your statement. I was not here. 

Mr. McCormick. I believe that was the first question asked me, 
Senator Lehman, but I would be very happy to repeat it. 

Senator Lenman. No; if that is covered I will not take up your 
time. What I want to find out is this: I assume when you list stock 
you have very definite conditions with regard to the capitalization 
of the company, the number of shares that are in the hands of the 
public, and the condition of the company itself, Now, to what extent 
do you do that in unlisted shares ? 

Mr. McCormick. Under the present law, Senator, although there 
is a provision that we can add additional securities on an unlisted 
basis, administratively the SEC has thrown that out of the window. 
In other words, they have said that we can put on our exchange on 
an unlisted basis securities provided in some manner they meet all the 
requirements of a listed company, so it is actually a dead letter. 

The only unlisted stocks, as I explained earlier, that we have now 
are the ones that Congress told us in 1934 we could retain—on the 
theory that the people had bought those securities with the under 
standing and on the assumption that they were going to retain the 
benefits of an auction market and they thought it was not in the 
public interest and would not be in the public interest to deprive them 
of that in connection with the adoption of the 1934 act. 

Senator Lenman. Well, but there are stocks that have been added 
to your unlisted list ? 

Mr. McCormick. Not since 1934. 

Senator Lenman. Not since 1934? 

Mr. McCormick. Except in the rare instances, Senator, where under 
the rules of the Commission a security has gone out of existence and 
by operation of law the corporation has substituted a substantially 
equivalent security. In other words, to be specific, let us say Imperial 
Oil, which is on an unlisted basis with us, split their stock 2 for 1. The 
SEC has ruled and would rule that if the two new shares were sub- 
stantially the equivalent of the old they would allow us to continue 
to maintain the market in Imperial common stock. 

Senator Leaman. Well, in my day down in the financial district 
many of the investment banking houses and corporations took advan- 
tage of or used the facilities of the unlisted department of the Curb 
Exchange pending the time they could obtain listing on the Stock 
Exchange. Is that still 

Mr. McCormack. That is a dead letter since 1934. It is impossible 
to do it now. 

Senator Lenman. What is your condition as to the number of shares 
that are in the hands of the public? 

Mr. McCormick. We require as a condition to listing that there be 
at least 500 stockholders holding at least 100,000 shares of stock. That 
is apart from the management or control group. In other words, 
available for trading on the exchange. 
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Senator Leuman. The reason I ask that is that I recall in former 
days there were some instances, and I remember one, Stutz Automobile 
Co., where there was only a small issue of stock in the hands of the 
public. A pool started to operate, and without any difficulty at al] 
and without any merit or apparent merit of the stock they were able 
to drive the stock up to fantastic levels. Then it dropped suddenly. 

That was due, as I recall it, to the fact that there was so little stock 
in the hands of the public that it was very easy for one group with 
considerable financial resources to get control—in other words, virtu- 
ally create a corner on the stock. 

Now, what is the situation at the present time? 

Mr. McCormick. There is no question about the fact that if you 
have a small number of stockholders and you set out to operate a poo! 
that you would have a much better situation than if you tried it in 
General Motors with hundreds of thousands of stockholders. But, « 
course, Senator, pools have been outlawed since 1934. 

And it is our opinion—and a very considered opinion, not something 
we picked out of the air yesterday—and it has been our experience 
over many y‘ ars—that we can and do maintain proper and satisfactory 
auction markets if these minimum conditions are met. 

Senator Lenman. Well, the reason I am asking you these questions 
is this: Obviously it is much more difficult for any group to manipulate 
the stock of a company having 20, 30 or 40 million shares, as many of 
our large companies have, than in the case of a company having 
100,000 or 200,000 shares. I was wondering whether in your opinio1 
the condition which you impose of 100,000 shares and a condition 
which I believe the stock exchange imposes of requiring a minimum 
of 300,000 or 350,000 shares is sufficient to prevent manipulation. 

Mr. McCormick. That in itself would not prevent a manipulation 
if it was started. I will have to repeat that in my opinion we can 
make a satisfactory market on 500 stockholders and 100,000 shares. 
And also you cannot manipulate today. 

Senator Leman. You cannot do what? 

Mr. McCormick. It is illegal to manipulate the stock market today. 

Senator LenMan. I know it is illegal, but you have to prove it. And 
I am sure that you are very, very careful in demanding compliance 
with your own rules and regulations and have means of punishing 
those who cause an infraction of the rules. But, nonetheless, it is 
difficult, and T have always had my doubts about permitting a respon- 
sible exchange to trade in securities where there is only a very small 
amount of securities in the hands of the public. The capitalization 
may be high, but the amount that has been distributed to the public 
and that is in the hands of the public in some cases is small. 

I would think that that would be a means of manipulating the stock 
to fictitious levels. 

Mr. McCormick. I would say that with a smaller number of stock- 
holders the circumstances for manipulation, if someone were going to, 
would be better, yes. There is no doubt about that. 

Senator Lenman. I think it is a matter that ought to be very care- 
carefully considered. 

I want to ask you this: In the olden days there were plenty of wash 
sales. They used to be called matched orders. Am I correct in assum- 
ing that that has been done away with on the exchanges! 

Mr. McCormick. That is correct. That is illegal. 
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Senator Lenman. One other question. Today the margin required 
by the Federal Reserve Board is 60 percent? 

“Mr. McCormick. That is correct. 

Senator Lenman. Until some time ago it was 75 percent, then was 
reduced to 50 percent, and is now 60 percent again. Do you recall 
what margin requirements there were in the years 1927, 1928, and 
1929 at the time of the great speculation? 

Mr. McCormick. Of course, there was no limitation. You could 
just go as low as your banker or your broker would let you go. Iam 
un der the gener al impression from my studies of the period—at the 
time I was still in college—that it ran around 10 percent or even less. 

Senator Lenman. It was my impression that it averaged just about 
10 percent, and in some cases it was even lower than that. That, of 
course, meant that a man was not an investor in any sense of the word. 
He was merely speculating. He put up his $1,000 against $10,000 and 
al a “That’s the limit of what I can lose,” and the Tesult was that he 
very often took a very serious loss. 

Mr. McCormick. That’s right. 

Senator Lenman. I would think that today the much higher margin 
requirements are an element of very great safety, not only in control- 
| ng inflation but in limiting spec ulation to some extent essentially 

through the purchase of the securities themselves, because in the gen- 
oral course of events a sound company may go down 5, 10, 15, 25 
percent. 

The Cuarreman. The Senator’s time is up. 

Senator Lenman. And if you manage to hold it, it is very likely to 
come back within a reasonable time to the price which you paid for it. 

Mr. McCormick. I think that is correct. 

Senator Lenman. You are bound by the 60 percent limitation just 
is the stock exchange is? 

Mr. McCormick. That is correct, Senator. 

Senator Lenman. And it would punish any man for buying stock 
on margin at a lower price? 

Mr. McCormick. Very definitely. 

The Cuatrman. The Senator from Connecticut is recognized. 

Senator Busu. I would like to go back to Senator Ives’ last question- 
ng about this tipster business. Does the American Stock Exchange 
do anything to encourage tipsters giving tips on the radio or on the 
television ¢ 

Mr. McCormick. Senator, there is just no question about it. It is 
one of the biggest headaches I have had. 

Senator Busu. You do not like it? 

Mr. McCormick. I certainly do not. 

Senator Bus. May I ask you this. Do you think it is in the public 
interest to have such tips passed out on the radio and television ? 

Mr. McCormick. It is my opinion that no responsible man in the 
financial community wants people to come in and buy stocks above 
where under any reasonable analysis it should sell. 

Senator BusH. Do you not regard the investing of the people’s 
savings as a rather serious business that should be advised upon by 
experts who are licensed to do business in that field? Do you not feel 
that that is the proper attitude toward investments ? 

Mr. McCormick. Senator Bush, that is the reason I make the 
speeches. It is my opinion that people ought to know what they are 
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doing in the market. I am not president of this exchange for today 
or next week. I hope to be there a long time, and the only way I can 
be there a long time is to do a proper job for the investing public. 

Senator Busu. Is this Pantepec situation an isolated case? It may 
be the largest one that we have heard of here, but is it an isolated case 
or are these stock tips handed out week to week on the radio! 

Mr. McCormick. Almost weekly. 

Senator Busu. Almost weekly. May I ask you this: You agree 
with me that the investing of money isa serious business ? 

Mr. McCormick. Very definitely. I am an investor, and I think 
I would have my head examined if I invested without finding out what 
I am ne 

Senator Busu. And if the people are going to be advised how to 
invest their savings it ought to be done on a serious and not a frivolous 
basis and by people who are competent to give that advice. Is that 
right 2 

Mr. McCormick. There is no doubt about it. 

Senator Busu. In other words, if you have something wrong with 
your health you go to see a doctor. if you have a legal “problem, you 
go to see a lawyer, and if you have an investment problem you go to 
see an investment man ? 

Mr. McCormick. That is correct. 

Senator Busu. I think that is right. Now let me ask you this: 
Have you considered making any recommendations to this committee 
regarding legislation that might put an end to this irresponsible busi- 
ness of giving tips on the stock market ? 

Mr. McCormick. Senator, there was no doubt in my mind that this 
committee was going to look into that matter. 

Senator Busu. I asked you whether you had in mind any recom- 
mendations. I ask you particularly because you have had experience 
in the Securities and Exchange Commission and extensive experience 
and know a lot about this subject. Do you intend to make any recom- 
mendations to us? 

Mr. McCormick. I would like to give you a little background on 
that, Senator. This whole problem is not new to the Congress or to 
the SEC. The matter was explored in 1933-34 when the basic statutes 
were adopted. It is not a simple thing of saying that a recommenda- 
tion of this type must be outlawed. Time magazine, Life magazine, 
Business Week, Newsweek, and the newspapers all carry financial 
news. The problem this committee has is to draw the line where it is 
legitimate in the public interest and where it is not. I will be per- 
fectly frank with you. I do not know the answer, and I will be very 
pleased if this committee did come up with it. 

Senator Busu. May I say that this committee will welcome some 
recommendations from a man in your present position of pepe 
bility and your past experience, because you have unusual qualifica 
tions to make some recommendations to us. 

Mr. McCormick. Senator, I will be very happy to give it further 
thought, and if possible I will give you concrete suggestions. 

Senator Busn. Mr. Chairman, I move that the data concerning the 
Pantepec transaction be placed in the record at the appropriate place. 

The Carman. You would have no objection to supplying all that 
material for the record, would you? 
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Mr. McCormick. I would have absolutely no objection to turning 
t in to the committee for the record. I wonder whether it would be 
appropriate for the public to get a list of all the brokers’ customers. 
This is in such detail that where Merrill Lynch or Du Pont or Paine 
Webber has a customer in Miami or Tuscon, Ariz., it is in this list. I 
think you might well have use for it, but I do not know whether you 
want to make it publie. 

The CuarrmMan. I think the committee can be trusted to exercise 
discretion about what they make public in that statement, but we 
would like to have it. As the Senator from Connecticut has pointed 
out, this is something that certainly needs attention. What we can 
do about it, we are not prepared to say now, but it is quite obviously an 
abuse of the exchange. 

Senator Ives. Mr. Chairman, I do not think the list of stockholders 
should be printed in the record. 

The CuarrmMan. I think the whole material should be furnished to 
the committee. What is made public is for the committee to decide. 

Senator Busn. I think that is fair enough. 

Mr. McCormick. I quite agree with you. 

The CuatrmMan. Who those people were who bought and sold at that 
particular time is very significant to see whether or not this is a com- 
pletely rigged operation. I do not know. The only way you can 
tell is to see who made the money on it. 

Senator Busu. Mr. Chairman, I modify my request. The data 
should be furnished to this committee to be used in its discretion. 

The CHarrMan. It is my understanding you will furnish all of the 
data with regard to this specific instance. 

Mr. McCormick. Senator, I agree that the committee certainly 
ought to have it before them. Incidentally, we thought it was im- 
portant enough so we had it mimeographed, so that the SEC could 
have plenty of copies to mull it over. I do not think, in fairness 
to any members who are involved here, that their customers should be 
disclosed to the public, but I think we can work that out in conference, 
or I will defer to your judgment. 

The Cuatmrman. I think the committee has the discretion to make 
public what they wish to make public. I think it is in the public 
interest. That is what we are here for. I do not think it is for you 
to decide what we make public or not. But I certainly see no reason 
to make it public unless it appears or should appear to be even worse 
than it now appears. After all, I do not think there is much doubt 
about the power of the committee to subpena it all if we choose to do 
so, but I do not see any reason why we should have to do that. I 
‘hink you have evidenced a cooperative spirit. 

Mr. McCormick. Senator, for many years I was on the other side 
of the table. I know exactly what you can do, and it is yours. 

Senator Rozerrson. Mr. Chairman, may I offer this observation. It 
is the view of the Senator from Virginia that we should see the list, 
but I do not think we should publish the names and addresses of the 
individual investors. 

The Cuarrman. As of now, that is the Chairman’s opinion, but I 
do not want to make the final decision on matters that I know so little: 
about until we take a look at it and see what all the other circumstances 
are. But as of the moment we certainly are not making it public. 

60650—55——10 
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I believe the Senator has 3 or 4 more minutes if you wish to proceed. 

(The list referred to will be found in the files of the committee. ) 

Senator Busn. Mr. Chairman, I would like to ask the witness 
whether, after an incident like Pantepec, the exchange made any public 
announcement respecting it. Did you feel called upon to do that, or 
did you do that ? 

Mr. McCormick. Senator, I think if you analyze the situation, | 
nave no jurisdiction over this particular individual or anyone like 
him. We disclosed to those financial writers who obviously were inter- 
ested in the basic facts. I think Mr. Burton Crane of the New York 
Times came to our floor and got all the facts for that particular day, 
and felt it was so important that he followed it up with a feature story 

in the Sunday Times the following Sunday. There was certainly no 

secret about it. The World-Telegram, Associated Press—all of them 
had the basic facts. I do not think that it is my job to go about the 
country telling private citizens what they should do. 

Senator Busu. That is not quite the point. Would it not be a 
proper part of your job when you go about the country making these 

peeches—which I think is a very desirable thing for you to do—and 
ae ays caution against the irresponsible tipster who may be on the 
radio or in the newspaper or wherever he may be, and to advise him 
ro go toa doctor, so to speak ¢ 

Mr. McCormick. Senator, that is one paragraph that is in all my 
speeches. I take a pair of scissors and some paste and put it in all of 
them. 

Senator Busu. I would like to see a little more publicity on it. I 
have no further questions. 

The Cuarrman. The Senator from Llinois is recognized. 

Senator Dovetas. Mr. McCormick, you say that the specialist, in 
Pantepec provided 120,000 shares on that Monday morning ¢ 

Mr McCormick. That is correct. 

Senator Doveias. How did he provide these shares ? 

Mr. McCormick. Sold it short. 

Senator Doverias. That is, he sold shares which he did not have’ 

Mr. McCormick. That is right. 

Senator Doveras. And sold these shares at 87% 

Mr. McCormick. That is correct. 

Senator Dovcias. And then bought them back in the declining 
market at less than this figure? 

Mr. McCormick. That is correct. 

Senator Doveras. Do you have any estimate as to the total amount 
of money which he made? 

Mr. McCormick. Approximately $50,000. 

Senator Dovenas. I, too, am not certain as to whether the names of 
the persons who bought the shares at 8% should be made public, but 
would it not be helpful if you were to give us the name of the spe- 
cialist? 

Mr. McCormick. Yes. As a matter of fact, Senator, along with 
the material I just gave you concerning the transactions, there is a 
memorandum showing the participation of the traders and the par- 
ticipation by the specialist, with his name. His name is David Jack- 
son. He is here in the event I cannot satisfy you with all the answers 
to the Pantepee problem. 
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[ would like to make one correction, Senator. The memorandum 
does not include the sellers on Monday. What it was—after confer- 
ring with the SEC, and recognizing that there had been a marked 
increase in activity in the stock, whereas the stock had been trading 
about 20,000 shares a week, on the preceding week it traded about 
170,000. We were suspicious. Had there been a leak? Is this the 
gimmick ? 

So we wanted to know who bought during the week and then 
dumped it Monday morning. That is the list you have. That is being 
studied by the SEC now. You see, I do not have subpena power of 
private citizens. The SEC does. From my experience with the 
SEC, I assume that they have their investigators going about now 
asking people how come they bought that stock the previous week. 

Senator Doveras, At what prices were the 170,000 shares purchased 
during the preceding week ? 

Mr. McCormick. The market as I recall it that week, Senator, was 
moving up, and the high for the week, as I recall, was 634. It closed 

. from the high, Senator. It had been as high as 67% during that 
week, 
Senator Dovetas. What was it the first part of the preceding 
W eek ( 

Mr. McCormick. The range for the week preceding the announce- 
ment on Sunday was 514, 614, to 6%. 

Senator Doueias. So the profits were made not only by the spe- 
cialists who sold it at the peak, sold short at the peak and then bought 
back at lower prices, but also presumably by those who had been buy- 
ing during the week and who then had a chance to unload on Monday ? 

Mr. McCormick. Exactly. That is why the SEC and myself de- 
cided it would be a good idea to get those names. 

Senator Doueias. Well, without going into names, would you say 
there was a widely distributed set of purchases during the preceding 
week, or was it rather closely concentrated ? 

Mr. McCormick. Remarkably scattered. The individual transac- 
tions were small and very numerous and scattered quite well through- 
out the entire country. 

Senator Dovenas. Were there any large purchases? 

Mr. McCormick. I cannot recall right now. There might have 
been 5,000. I think the table shows, Senator, probably one or two 
thousand in one transaction. 

Senator Dovetas. In other words, Mr. Jackson had not been buying 
during the preceeding week ? 

Mr, McCormick. Mr, Jackson ended up on Friday long 500 shares. 
| Senator Doveras. So that his activity was in short selling on Mon- 
day? 

Mr. McCormick. Monday, and the covering of the stock during the 
balance of the week. | 

Senator Doueias. Mr. McCormick, I notice that on page 4 of your 
prepared statement you minimize the importance of the degree to 
which stock purchases are financed by bank credit, just as Mr. Funston 
did yesterday, and in support of this you produced the same set of 
figures—that the total amount of loans on bank credit for stock pur- 
chase was only about 3 billion, or a little less than 2 percent of the 
market value of listed shares on all exchanges. But you will remem- 
ber that yesterday we brought out on cross-examination that since only 
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a small proportion of the listed shares are actually traded, the per- 
centage of the actual stock transfers financed by bank credit was much 
larger. You remember that? 

Mr. McCormick. I recall that; yes. 

Senator Doveras. And we brought out that, according to the figures 
of the New York Stock Exchange of public purchases on 4 days in 
March 1953, March 1954, December 8, 1954, and December 15, 1954, 
from 42 to 52 percent of the volume of all stock traded in had been 
bought on margin. You remember that ? 

Mr. McCormick. I recall that 2-day study. 

Senator Doveras. If you included all business, probably around a 
third ? 

Mr. McCormick, I recall those figures. 

Senator Dovetas. Well, have you made any such study ? 

Mr. McCormick. No, we have not made such a study. My guess 
would be, from my experience with the facts relating to both ex- 
changes, that substantially the same condition would exist on our ex- 
change. 

Senator Doveias. Therefore, the importance of margin require- 
ments is much greater than you would lead us to believe from this 
figure which you produce, 

Mr. McCormick. Well, I think, Senator, that I would stick to the 
contention that based on trading the amount of credit that has been 
injected in the market is not significant and has not been an important 
factor in the price rise. 

Senator Dove.as. But credit has been used in the case of about from 
32 to 14 of all public purchases, and in the case of about 14 of all total 
purchases. Would you not say that was significant ? 

Mr. McCormick. I would say that in all likelihood 

Senator Dovexas. Instead of the 2-percent figure you and Mr. Funs- 
ton brandished about, it is really from 144 to 4, according to your 
method of classification. 

Mr. McCormick. My point is that even comparing, as you do, the 
extent of credit to the volume of trading on the exchanges, that has not 
been a significant factor in the present level of the market. 

Senator Dovenas. Instead of being 2 percent, however, it is approxi- 
mately 14 in the case of all stocks and from 34 to 4 in the case of public 
purchases. Would you say a third is not significant, or would you say 
that a half is not significant ? 

Mr. McCormick. I would say, Senator, that a third is a large pro- 
portion of the whole, but I still contend that in a year where over 
500 million shares have been traded on the New York Stock Exchange 
and 162 million on the American the injection of $3 billion worth of 
credit, or the then-existing balance of $3 billion in credit, did not cause 
the attainment of the present level of the market. 

Senator Doveras. That is not my question. The question was 
whether the figures which you and Mr. Funston produced do not mini- 
mize the actual importance of margin trading. I would like to call 
to your attention the fact that the stock exchange study showed that 
on December 8 and 15 5214 percent of all public individual transac- 
tions were on margin. I do not see how you can get away from those 
figures. 


Mr. McCormick. That I will have to admit. I do not dispute your 
facts in the slightest. 
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Senator Doveras. Then is it not much better, instead of saying it is 
only 2 percent of the total value of all stocks listed, to use the figure on 
the proportion of stocks actually traded ? 

Mr. McCormick. If you attach greater significance to that, Senator. 

Senator Dovenas. Is that not the important factor ? 

Mr. McCormick. I will admit that both probably are. I certainly 
would not abandon my original thesis, because the fact is true that 
there is 195 billion, and at the right price additional shares of that 
195 billion is going to hit the market. 

Senator Dovue.as. But the very fact that the market has been rela- 

tively thin and the proportion of shares traded in is minor compared 
with the proportion of shares held indicates that that 3 billion—which 

may be added to, I may say, from other sources—plays a more signifi- 
cant part than the New York Stock Exchange or the American Stock 
. xchange have been willing in the past to admit. The tendency on 

he part of both your or ganizations and, I am sorry to say, on the part 
of the Federal Reserve System, has been to minimize the importance 
of margin requirements. You say that at this time all of the stocks 
are being purchased almost entirely on the basis of investment. 1 
grant you that there has been a big improvement over 1929, but I think 
the figures which we brought out yesterd: Ly indicate that bank credit 
has played a larger part than either the Federal Reserve or the stock 
exchanges have been willing to admit. 

Mr. McCormick. Senator, maybe there is a shortcoming in the 
statements which Mr. Funston and I prepared for you; but, believe 
me, there was certainly no intention to minimize by using the 195 bil- 
lion instead of figuring out what the dollar value of all trades was. 

Senator Douvetas. Mr. McCormick, I was not accusing you of telling 
an untruth. I was simply saying that these statements did not contain 
all the truth. 

Mr. McCormick. Let me say that in your opinion the statements 
are not complete. 

Senator Doucias. Very remarkably. 

The Cuarrman. The time of the Senator has expired. The Senator 
from Maryland. 

Senator Brauy. No questions. 

The Cuatrrman. The Senator from Oklahoma. 

Senator Monronry. I am still a little bit at sea as to just what a 
specialist does. Could you indentify a little more clearly what his 
operation is in relationship to the market ? 

Mr. McCormick. Yes. As a matter of fact, it is my opinion that as 
far as the floor is concerned he is the most import: ant individual in 
the securities business. There is a great deal of misconception as to 
what a specialist is and what he does, because the impression has 
gotten about, improperly, that he is on the floor to take advantage of 
his proximity to the trading area to take advantage of the public. 

The specialist is not in there to trade for his own account as he sees 
fit. Every security that is listed on an exchange is assigned to a 
specialist, and with it goes the responsibility of maint: ining close 
and continuous markets. He is not permitted to buy and sell just 
when it pleases him or he thinks he can make a profit. Under the 
requirements of the exchange, he must inject himself at times when 
he would rather be on the other side of the market. I am quite sure 
that Mr. Jackson would have just as soon have stayed home Monday 
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morning and not be forced to inject himself to the extent of 123,000 
shares. And while I am on that, I might say that Mr. Jackson last 
year happened to be the spec -ialist in Canada Southern Oils that spun 
off two affiliates. At the opening of that stock he had to do the same 
thing on the other side, and Mr, Jackson came out of that one within 
2 hours in the hole for $100,000. So this is not a one-way street. He 
had to participate and see that the opening was appropriate in 
Canada Southern, and he had to in Pantepec. One of them went his 
way; the other one did not. Incidentally, it was after he lost the 
$100,000 that he went on a vacation. He had not been able to get 
away previously. 

Senator Monronry. Why does he have to do it? Is he doing this 
as an agent of the exchange ? 

fr. McCormick. The reason he does it is that—I do not know 
whether you are familiar, Senator, with the mechanics of operating 
the specialist book. The staff of your committee has been on our floo: 
and has had a first-hand demonstration, both on our exchange and 
New York Stock Exchange. 

If a broker, Merrill Lynch or Du Pont, has a market order, he will 
go to the post where the spec ialist is, where that stock is located. If 
it is a market order, he will then try to do the best he can for his 
customer and execute the order. If the customer has put a limit on 
the order—buy at 24 or 26 or sell at 30—he cannot stand around all 
day long until the stock gets to that price. So he, in effect, drops it 
with the specialist. The specialist then, under the laws of agency 
and the rules of the exchange and the regulations of the SEC, becomes 
that broker’s agent, and he must execute that at the best possible prices 
for the customer. 

Now, as you can see, a specialist book will show offers to sel] at 
fractions away from the last transaction up. In other words, the 
higher the price gets the more people are willing to offer. He will 
have bids to buy the stock down from the last transaction, in other 
words, at fractions off of the last transaction. As it goes down, people 
are Willing to buy. In other words, at the lower price you have buyers. 

He is in a position to know better than anyone else on the floor, 
better than anyone else in the country, in my opinion, what is the likely 
trend of that stock. Now, if he has complete freedom to trade with 
that knowledge, obviously ‘he would have an advantage over the pub- 
lic. That is why we have the rule that he must maintain close and 
continuous markets and inject himself on one or the other side of 
that market. 

Let us take an example. All orders do not get to the floor, A lot 
of them are kept in brokerage houses—discretionary orders. A fellow 
will tell them, “When it gets to 1014, buy it for me.” At that partic- 
ular moment the specialist book might show the best bid for the stock, 
9, the best offer, 10. Under the regulations of the exchange we would 
consider that an improper quotation on a $10 stock. The market is 
not close enough. The specialist has to make up his mind—“TI will 
sell it at 914 or buy it at 914”—and the quotation then becomes 9, 914 
or 914, 10. In other words, that is his responsibility. He might ‘well 
like to stay out of the market, but he cannot. 

That gives you briefly the operation of the specialist system. 

Senator Monnoney. When it reaches 914 he can own a lot of stock ? 

Mr. McCormick. He certainly can. 
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Senator Monroney. He is basing his judgment on the fact that if 
he buys at 914 he will probably be able to sell at 934 or something 
around there ¢ 

Mr. McCormick. My guess is that if he bought at 914 under those 

rcumstances he would turn right around and offer it at 934. 

Senator Monroney. He established the market prices at the point 
where there was too big a gap between the offers to buy and sell? 

Mr. McCormick. That is right. And then we have another situa- 
tion, Senator. Let us assume that the market was 914, 10, and just 
100 wanted at 914. The fellow that is offering at 10 decides to sell 
at 914, but he is offering 500. It may be the next bid for the stock is 
9.8. If he was permitted or if he tried to sell 100 at 9, 100 at 914, 300 

t 8, we would have a meeting upstairs so fast he would not know what 
had happened, and we would ask him, “How come?” We would 
expect him in a transaction of that type and that size in all probability 
not to let that stock down to below 9. The reason for that is obvious. 
If you let a stock sell at 914 and then 8, you will have frozen out the 
public. ‘There may be a lot of people willing to pay 9 or 914 or 87. 
You have to step in there and maintain close markets so the public 
can come in. For example, when I said that he stepped in at 914, 
he might stand there at 914 and the public come in and want it at 914. 
He has to step aside. The public has it at 914. But if he had not 
stepped in there and quoted it at 914, we would have had a dead mar- 
ket. With a quotation of 9, 10, it may have sat there for a week. 

Senator Monronry. Does he actually buy any stock at 914 or does 
he become the owner of a block of stock at that price ? 

Mr. McCormick. If he offered to buy at 914 and somebody hit his 
offer, he has just bought 100 shares or whatever was the extent of his 
bid. 

Senator Monroney. How much does he have to buy? 

Mr. McCormick. It varies with the stock, Senator. Obviously, with 
cheaper stocks, lower-priced stocks, we would expect that he would 
inject himself dollarwise more than in an expensive stock. Let us take 
Johnny Mann’s Louisiana Land. I think it is around $80. I have seen 
Mr. Jackson step in within $2 of the $80 and take 2,500 shares of that 
stock. If he went to the book and the fellow that was selling could 
only sell, and did only sell, to the people that had registered in his 
book, he might be selling some of that stock at $55. That is why in my 
opinion the key man on the floor of any exchange is the specialist. 

Senator Monronry. One further question and I am through. You 
said that the purchase of Pantepec was very widely distributed in all 
sections of the country. Was there any localized or narrow group that 
were agents for brokers for the purchase of that stock ? 

Mr. McCormick. No. As a matter of fact, I think if you look 
through that memorandum, Senator, you will see that not only were 
the individuals widely scattered but also the brokerage houses. The 
same brokerage house handled transactions in different cities. Obvi- 
ously, Merrill, Lynch, with over 100 offices in the United States, had 
transactions from various of its offices. 

It was reported in the press—I think the New York Times—that the 
officials of Pantepec had intimated—and I do not know how this in- 
formation was obtained, but it was intimated that there had been a 
concentration of purchasing of that stock in the previous week in 
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Florida. I do not think it is borne out by the final analysis that we 
have obtained. 

Senator Monronry. Of course, you would show the home offices, so 
it could happen on the golf course or something like that. 

Mr. McCormick. Definitely. 

Senator Monronrey. Do you have any sanctions that you can enforce 
against officers of a company that would intentionally spread rumors, 
or is your authority and that of the SEC solely limited to the brokers? 

Mr. McCormick. Senator, if we had any evidence of officers of : 
corporation listed on our exchange in effect manipulating the m: rket 
by spreading rumors we would delist the stock. They are not entitled 
to an auction market. 

Senator Monroney. Thank you very much. 

The Cuatrrman. The Senator from Maine. 

Senator Payne. Mr. McCormick, referring to the activity of the 

specialist, does the specialist enjoy any privilege in the handling of 
these stocks over and above that of a regular customer? 

Mr. McCormick. Of course, being a member, Senator, he does not 
pay a commission on his own prince ipal trades. In other words, in the 
instance cited by the Senator of buying at 94, obviously he pays 
914 and there is no commission involved, except of course that he has 
a clearance charge, which is nominal relative to the full commission 
that would be paid by a member of the public. 

Senator Payne. He does have some brokerage? 

Mr. McCormick. Yes, to that extent, definitely. 

Senator Payne. I only ask this question for your own protection. 
You made available to this committee the information relative to the 
study that had been conducted by the exchange on Pantepec. As 
president of the exchange, you have that authority on the part of your 
board of governors? 

Mr. McCormick. At the slightest indication of a trend in the 
market, I personally, my staff, and the floor committee itself has 
authority to institute a flying quiz to find out just what is going on. 

Senator Payne. I do not think you got my question. My question 
was as to whether or not you have the authority—and I am only asking 
for your protection—to give this committee information of this type 
without the authority of the board of governors. 

Mr. McCormick. Learned counsel tells me it is all right for me to 
give it over on this basis. 

Senator Payne. The reason I ask is because at previous hearings 
which we had with another exchange back last year there was an 
objection raised on the part of some board members, with the result 
that the committee had to subpena the information in order to protect 
the president of the exchange. I just wanted to make sure that you 
are all clear on that. 

Mr. McCormick. I believe we are all right, Senator. Thank you 
very much, 

Senator Payne. Some reference has been made here to this particu- 
lar Pantepec Oil matter, and other tips or advice, or whatever you 
want to call it, that has been given by a radio commentator. I happen 
to be one of those, unfortunately or fortunately, who was never able 
even to listen and was never able to participate. There was a state- 
ment as to whether or not these were irresponsible bits of information 
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hat were passed out. I wonder if you would care to comment on how 
many were right and how many were wrong that were passed out ¢ 

Mr. McCormick. Senator, I do not know of any instance where I 
could say that there had been a misstatement. 

Senator Payne. In other words, you would not say, regardless of 
whether you and I believe that the basis upon which the information 
is given Out is a proper one, on the basis of results that it was irrespon- 
sible ¢ 

Mr. McCormick. You are absolutely right. 

Senator Payne. It must have been based upon some facts / 

Mr. McCormick. So far as I know, there was nothing wrong with 
the facts. 

Senator Payne. There have been specialists in the financial world 
that in turn have counseled clients, I imagine, when the best of 
information did not happen to pan out exactly as the source of the 
information they gave ¢ 

Mr. McCormick. It is my recollection that in a column the follow- 
ing week the individual in question pointed out that the New York 
Times financial section carried substantially the same news on the 
same dé Ly. 

Senator Payne. I just wanted to clear up that point. 

You mentioned about the stock market being rigged in 1929. I 
want to ask whether or not you feel that under the text of the present 
law and the effective work that the exchanges are carrying on and in 
your own capacity there is a chance of a similar type of rigging 
taking place at the present time. 

Mr. McCormick. [ think it is a practical impossibility to occur now 
on the exchanges. I think in a situation like ames we ought to look 
at the record. I believe since 1934—the SEC can check this—there 
have probably been half a dozen cases putitetel involving that, and 
[ cannot recall of any of them being on the American Stock Exchange. 

Senator Payne. In other words, you feel that there is pretty good 
protection ¢ 

Mr. McCormick. Well, I will say definitely that if I had any doubt 
about it I would recommend changes in regulations and statutes if 
necessary. 

Senator Payne. I have just one further question. You referred 
earlier to the fact that in this study of the operation of the exchanges 
and the situation pertaining to what we have sometimes referred to 
as pretty rapid fluctuations that have taken place recently, that is, the 
upward trend—you stated, I believe, that rather than for us to concen- 
trate upon the overall picture it would be much more constructive to 
get down to perhaps individual cases and make a study of them. 

Mr. McCormick. I think so, very definitely. For example, Senator, 
we know that New York Central was selling under $20 not long ago. 
I believe it is $836 now. We know that General Dynamics has had a 
considerable rise. We know that every one of the big manufacturers 
of airplanes has had a rather remarkable rise. I do not think you can 
take utility common stocks and the airlines and start talking about 
averages, because I do not think you are going to come out with what 
you are looking for, an answer to “Is our price too high?” 

Senator Payne. Would you want to comment as to why this situa- 
tion has taken place in some of these individual stocks ? 
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Mr. McCormick. I think I summarized my position in my statement. 
However, there is no doubt that people are optimistic about the busi- 
ness future. For a long time they had doubts that business could 
transfer from a heavily engaged defense position to one more engaged 
in civilian pursuits. They ‘found out that steps in that direction could 
be taken without shattering the economy. Consequently, I think a lot 
of stocks more underpriced at that time, and they have now caught up 
to a more realistic value. 

I am not a scientist, but I certainly am awed by the tremendous sci- 
entific and industrial progress that is going on in this country today. 
A lot of the small companies that we never heard of a few years ago 
Beckman Instruments on our exchange, Norden Ketay, are small com- 
panies relatively but are doing magnificent and astounding things in 
the field of electronics. Whereas at the beginning of World War II 
the electronics industry was nothing, it has been estimated in 1954 that 
the electronics industry alone was a $5 billion business. We all know 
ibou* television. It has become commonplace with us. 

[ think those things have caused people to be optimistic of the future. 
Many of the companies that are in those fields on a yield basis would 
not justify the price. However, the confidence in the management and 

he outlook for the particular industries are such that people are will- 
ing to invest and hope to reap the benefits of participating in those 
companies that are in the forefront in these new developments. 

Senator Payne. In other words, an individual study would prob- 
ably be rather enlightening as to the real reasons why some of these 
stocks have increased in their value on the exchange? 

Mr. McCormick. I haven’t the slightest doubt, Senator. 

Each year the American Stock Exchange and the New York Stock 
Exchange put out what we — eall our honor list. On the Amer- 
ican Stock Exchange last year, -, for example, 49 percent of all securities 
traded on the exchange had sshealied dividend records of 10 years or 
more, extending up as high in the case of Providence Gas and Pep- 
perell to over a hundred years of unbroken dividend records. We 
have broken this booklet down by industries, and we show for each of 
these companies—I believe there are some 350 involved—the number 
of years that they paid dividends without a break, the actual dollar 
amount of —_ dividend in 1954, the closing price of each stock at the 
end of 1954, and the yield, that is, the div idends compared to the price 
of the closing market. 

I think that would be a good place to start. I think I might be 
more helpful, or certainly the executives of these companies would 
be more helpful to you, if you would, for example, ask the president 
of Sherwin-Williams, whose stock has paid a dividend for 70 years, 
why his stock is selling at $114. But if you combine Sherwin-Wil- 
liams with Coro Jewelry or something like that, I do not know where 
you are going to come out. 

Senator Payne. That is all I have, Mr. Chairman. 

The Cuatmrman. Mr. McCormick, from your last remarks I take it 
that you may think that we are approaching or have achieved the 
new era and that poverty is about to be abolished and we can expect 
three cars in every garage. 

Mr. McCormicx. I did not get the full question, Senator. 





STOCK MARKET STUDY 149 


The Cuarrman. I take it from your last comment that you think 
that a new era has been achieved in our economy and that we are about 
to abolish poverty, and that we can expect three cars in every garage. 

Mr. McCormick. I would say, Senator, that never in the history ‘of 
civilization have we had such progress as we are experiencing today, 
and if our capitalistic system cannot improve the standard of living 
of our people, there is something wrong. 

The Cuarman. Is that statement reminiscent of anything at all 
that we have heard before? 

Mr. McCormick. I was in college at that time and read those state- 
ments. You, sitting there, can do only but appraise the value of my 
statement based on my background and “5 atever knowledge you 
think I have. And I make the statement in the light of the fact I 
know those statements were made in 1929. 

The Cuamman. Is there any other activity of our people that would 

\dicate great improvement in the level of our understanding? If you 
look about at politics or education or international relations, does it 
lead you to believe that the American people have made great progress 
in understanding of life, economy, or human relations? 

Mr. McCormick. I think we have. I think the process of educa- 
tion is bearing fruit. I feel that it would be highly desirable to move 
faster, but we have to walk before we run. I think we are making 
progress. 

The Cuamman. What I mean is that it is not just in this field of 
stocks and business that we have made this great progress. You feel 
that we have just become a lot smarter than we used to be ? 

Mr. McCormick. I certainly agree with that. 

The CHarrman. Do you? W ell, that is encour: aging. Is that be- 
cause we have returned the same political party to ‘the White House 
that we had in the Twenties ? 

Mr. McCormick. Well, now, of course I am in a good position to 
answer that. I have been a lifelong Democrat in Arizona. As a 
matter of fact, I was appointed to the Commission of the SEC by 
Harry Truman. 

The Cuarrman,. I know, but you have gotten rich. I have seen 
many examples of that. 

Mr. McCormick. You would not say that was bad, would you? 

The Cuarrman. It is just human nature. I have lots of friends that 
used to be Democrats. 

Mr. McCormick. Are you implying that I am not still a Democrat? 
[ admit my vote is practically lost in Westchester County, but I still 
vote Democratic. 

The CHatrrman. Let us turn a moment to this Winchell thing. 

Senator Caremart. Do you think I ought to get in on this or not? 

The Cuarrman. I did not see you there. I do recall I believe that the 
first observation the Senator from Indiana made yesterday was that 
he thought one of the principal reasons for the increase in stock prices 
was the confidence of the people in Mr. Eisenhower. I assume he 
meant by that the people’s confidence that Mr. Eisenhower would give 
big business every break. I think that is probably a very proper 
reason that has inspired a lot of this speculation. 

Senator Carenart. The Senator is wrong. What I said was that 
you sent out some 5,000 questionnaires, and out of the seven, eight, or 
nine hundred answers by far the majority gave as the answer “to the 
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first question—What in your opinion has been responsible for the 
increase in stock prices since 1953 ’—their confidence in Eisenhower 
and oe administration. 

The Cramman. When you look at the people to whom we sent that 
questionnaire, it is quite evident. They were all stock brokers and 
big-business executives. 

Senator Carenarr. I did not know that the difference between a 
Democrat and Republican was one that the Republican was successful 
ind a Democrat was unsuccessful. I did not know that was the dis- 
tinctlon. pos bsye it is. 

‘HAIRMAN. It depends on what you mean by “success.” If all 
. ‘an is getting money and getting rich, that may sometimes be 
a fan ly vood distine tion. 

Senator Carenart. My observation is that success has been based 
upol ne being’ able to improve his position. 

The Cuatrman. Do you mean only financial, or intellectual, moral, 
religious, or some others ? 

Senator Carrmarr. In every direction. But I do not believe that if 
I were a Democrat that I would admit that failure was one of the 
chief virtues of being a good Democrat. 

Phe CHatrMan. I am quite willing to admit that the Republicans 
have since the War Between the States had a stranglehold on most of 
the financial assets of this country, including those of my State. That 
is one of the reasons we are still poor, but that is another subject. 
Senator Carenarr. I was under the impression that the $280 billion 
debt was incurred under the Democrats, and they were pretty easy 
with the money and love to get it and love to spend it. 

Senator Dovenas. Mr. Chairman ? 

The Cuarrman. I will let the Senator from Illinois make an obser- 
vation. 

Senator Doveras. I was very much interested in this colloquy, but 
it is very difficult to hear it down here. I wondered if you would 
enlighten us on these questionnaires that our good friend from Indiana 
has mentioned, where they describe their great faith in the Eisen- 
hower administration. Did I understand you to say that the ques- 
tionnaires that the Senator from Indiana was referring to came almost 

ntirely from the men who were trading in the market? 

The Cuarrman. They were largely sent to stockbrokers and people 
of that kind. 

Senator Dovueras. In other words, they have confidence in the 

isenhower administration ? 

The CrarrMan. That is right. That is the point I was trying to 
make. 

Senator Dovcias. Thank you. 

Senator Payne. Mr. Chairman, if I may just ask a question here, 
it appears to me that we perhaps are getting into a political seminar. 
I was just wondering whether we ought to have Messrs. Hall and 
Butler he re as associate counsel. 

The CHairM A I think the Chairman was in error in indulging in 
that approach. I did not realize the Senator from Indiana was here 
partic _ ing in the debate. 

[ wanted to ask you this question that we were pursuing about Mr. 
Winche ell and develop that, because it obviously is a very serious 

matter. I think Mr. McCormick feels the same thing. You said it 
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was one of the great abuses, this type of thing, that plagues your 
activities. 

Mr. McCormick. That type of publicity obviously has a tendency 
to unbalance the market, certainly at the opening. 

The Carman. From your description, it could have been much 
more serious. For example, suppose that you had followed the tip 
oa by Mr. Winchell. You would have then bought at 87, and if 

t hadn’t been for the activities you described you might well have 
bought it at 15, because as you said it could have opened at 15 if the 
specialist had not been willing to take the responsibility of selling 
short 100,000 shares. Is that not right ¢ 

Mr. McCormick. Now you are assuming that the comment had been 
made, and if he had not injected himself into the market it might have 
opened at 15? 

The CHarrman. That is right. Therefore, they could very well 
have bought it at 15? 

Mr. McCormick. That is right. 

The Cuarrman. And it is now selling at 7? 

Mr. McCormick. Seven. 

The Cuatrman. Which would have been a very serious matter. It 
only illustrates the seriousness of it. 

Mr. McCormick. There is no doubt about it. 

The Cuarrman. Mr. McCormick, the memorandum that you sub- 
mitted gives the purchases made between January 3 and January 7. 
There were 64,800 shares so bought and sold. In a stock which had 
a relatively inactive market, that is a substantial amount. It indicates 
to me some kind of advance information. They must have made an 
average of 114, or about $100,000. But there is one significant omis- 
sion. We do not have the complete list of the persons who sold at the 
high point on January 10, that is, other than your own specialist. I 
think we ought to have the list of the others who sold. 

Mr. McCormick. Let me understand you, Senator. You want 
everyone who sold? The memorandum I gave you analyzed all pur- 
chasers for the preceding week. 

The Cuarrman. That is right. 

Mr. McCormick. And also furnished those who had bought in that 
week and sold at the opening. In other words, what we had in mind 
was: “Was there advance information which was used to buy at a 
low price and to sell at the opening on Monday ?” 

The Cuatrman. As I understand it, it does not give us the list of 
the people other than your own specialist who sold at the high on 
January 10, I think that would be a key bit of information—who it 
was that made the profit, outside of your own specialist. 
give us that information ? 

Mr. McCormack. Definitely. We will send a flying quiz, as we call 
it, and tell all brokers to give us all their trades for that day. 

(The information referred to will be found in the files of the 
committee. ) 

The Cuatrrman. Who it was that sold that date at 87%, or whatever 
it was on the 10th—200-odd-thousand shares in the brokers’ short 
sales that day. 

Mr. McCormick. In speaking with the SEC we concluded, Senator, 
that the significant information would be a matching of the pur- 


Could you 
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chases of the previous week and those who hit the bid on Monday. 
If you want all those—— 

The Cuarrman. I think it is worth knowing about it if it is one of 
the principal abuses that still exists in your market. 

Mr. McCormick. I will see that it is prepared. 

The Cuarrman. Do you know whether or not management of this 
company did any selling on that day? 

Mr. McCormick. Their names did not show up; no. 

The Cuarrman. We do not have that list. But you have not really 
made an investigation, have you ? 

Mr. McCormick. What we did was, after consultation with the 
SEC, prepare what we thought was significant, Senator. Apparently 
you attach more significance, or significance, to the other participants 
in the market. We will get it for you. U nfortunately, I did not 
recognize that as being—— 

The Caiman. I think it is very important whether or not any 
of the management or their relatives, for that matter, sold on that day. 

Mr. McCormick. I will say this: that next to me I think the man- 
agement of the oil company was as annoyed as anybody I know. But 
I shall get that information for you. 

The Cratrman. Maybe they are annoyed that it just opened at 87. 
I do not know the management, so I mean nothing personal about 
the remark. 

Did you say a moment ago that these sales did or did not originate 
in the vicinity of the broadcaster who put out the tip ? 

Mr. McCormick. No. The impression I had from studying the 
memorandum, Senator, was that the transactions were widely 
scattered. 

The Cuatrman. Have you made any other investigation of tips by 
radio commentators or others ? 

Mr. McCormick. There has never been any such tip or comment on 
a security involved in our exchange that I did not call the SEC and 
ask them—tell them the facts and ask them if they could think of 
anything that we should or could do in connection with it. 

The Cuatrrman. Do you remember a case of Amurex Oil on April 
97,1953? 

Mr. McCormics. Very distinctly. 

The CuHarrman. Can you describe that for the benefit of the 
committee ? 

Mr. McCormick. Well, Amurex is an American company with oil 
properties in Canada, Twice Amurex was mentioned by the same 
commentator. I do not recall the exact increase the first increase, but 
my guess or my recollection was that it opened up after his comments 
at some two or three dollars. The second time, as I recall, the stock 
closed at approximately 16 and opened the following Monday at some- 
thing in excess of 20. Those are roughly the figures involved. Fur- 
thermore, if my memory is correct, the stock is selling for around 8 
now. It closed at 9. After the second comment it opened, as I say, in 
excess of 20. 

The Cuatrman. Was this the same commentator ? 

Mr. McCormick. It was the same commentator. 

The Crarrman. I misunderstood you a moment-.ago, I think, in a 
response to a question by the Senator from Maine that in all cases this 
commentator’s tips have been based on facts, that there was nothing 
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wrong about them, and so on. Do you feel that is true about Amurex, 
too? 

Mr. McCormick. So far as I know, that was accurate; yes. 

The Cuamman. According to my information, that delayed open- 
ing on April 27 resulted in an advance of 6% points. 

Mr. McCormick. I think that is correct. 

The Cuatrman. And this increased the valuation of the outstanding 
stock by over $3.5 million, and a large percentage of this gain was 
wiped out when Amurex itself denied the rumor put out on it. That 
does not quite square with your view that everything he says is on the 
leve sl. 

Mr. McCormick. I do not have the transcript of that particular 
broadcast. I do have the one of the Pantepec situation. As you 
pointed out, it has been some time ago. My recollection was that the 
statement was made that there had been additional discoveries on their 
properties in Canada. I do not believe they mentioned the nnmber of 
wells, but as I recall they indicated that there had been additional 
production discovered. My investigation indicates that shortly before 

that there had been additional discoveries. As a matter of fact, I 
thought it was common knowledge. 

The Cuaman. The information I have is that after they denied 
it, within an hour-and-a-half that stock slumped $2,125,000 in value. 

Mr. McCormick. That is probably correct. 

The Crarman. Why do you think Mr. Winchell gives these tips? 

Mr. McCormick. I would prefer you invite him up and ask him. 
[ suppose that you would have to say that in all probability he thinks 
people listen to him if he gives information of this type. 

The Carman. Do you have any reason to believe that he buys 
stocks himself ? 

Mr. McCormick. I have not been able to investigate that, because I 
aon’t have the subpena power. Every time something like this has 
happened, there is no secret about it. I have asked the SEC if they 
wouldn’t look into it. I am sure that when you speak to the SEC, 
they will be able to tell you what they have discovered. 

The Cxamman. Will you supply for the record the transcripts of 
the broadcasts regarding Amurex and Pantepec, which you appar- 
ently have? 

Mr. McCormick. Oh, we can get them. There is a commercial com- 
pany in New York that records them all. 

The Cuarrman. I thought you already had them. 

Mr. McCormick. I have the Pantepec, not Amurex. I will get 
them for you. 

The Cuarrman. And it would be interesting if you would also give 
us any data on this or any other case similar to the Pantepec, for our 
information. 

Mr. McCormick. In other words, you would like to have a list of 
all companies that have been similarly mentioned for a reasonable 
period back. 

(The information referred to will be found in the files of the 
committee. ) 

The Cxatrman. Yes, sir. It seems to be the consensus of opinion 
as expressed here that this is a thing that deserves attention, and it 
vou help us in considering whether or not anything can be done 
about it. 
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Mr. McCormick. I would suggest, Senator, that in order to have 
the whole story, that I give you a ‘list ot those traded on the American 
Stock Exchange, that you request the New York Stock Exchange to 
vive you a list of the ones mentioned there, and the N. A. S. D. ; give 
you the ones over the counter. 

The Cuarrman. We did not think of it yesterday, with Mr. Fun- 
ston here, but we can communicate with him and ask him. 

Mr. McCormick. Mr. Graves is in the back of the room. I am sure 
he will give it to you. 

The Cuatrman. Is it fair to say that those who followed his tip on 
Amurex lost $2 million in an hour-and-a-half ? 

Mr. McCormick. There is no doubt about it. 

The Cuatrman. Now, I am going to move on to something else. I 
forget what the question was from the Senator from New York, but 
can you tell us how much in taxes your exchange pays to the State of 
New York annually? That is, the tax they get arising out of sales 
on your exchange. 

Mr. McCormick. Are you referring to the transfer tax ? 

The Cuamrman. The State tax, State of New York. What does the 
State of New York get? 

Mr. McCormick. I do not have that figure, but I certainly can get 
it for you. 

(The information referred to follows :) 

I'he amount of stock transfer tax paid to the State of New York in 1954 on 
American stock erchange clearances 


Nonclearing members E . . $27, 978. 40 
Clearing members__ ia as ; ee ; 546, 820. 28 


Total ediecteka Reiss iota 574, 798. 68 


The tax is paid by the seller on the following basis: 


Selling price: Taz per share 
Less than $5 . : $0. 01 
$5 but less than $10 
$10 but less than $20 . . 
$20 or more___.——-- silat cnitiindlan lial tea eel i eae ete cane 


The Cuarrman. Would one of your people know ? 

Mr. McCormick. I do not think so. What we would have to do, 
Senator—our financial statements of the operation of the exchange, 
of course, would not show that, because it is a tax placed on the trans- 
fer of the certificate. We could get for you a computation of what it 
costs people to trade in New York as a result of the existence of the 
State transfer tax, and we will have to get at it that way, because we 
direc tly do not pay it. 

The Crarreman. If I recall, there is a difference in the basis upon 
which that tax is calculated, that of the Federal Government and of 
the State. One is based upon the par value of the shares and the 
other is market value, is that true? 

Mr. McCormick. That is correct. 

The Crarrman. Do you see any reason why there should be a dif- 
ference in that basis? 

Mr. McCormick. None at all, Senator. As a matter of fact, I do 
not think there ought to be any State transfer tax, and I have urged 
its repeal for a long time. 
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The CuarrMan. Well, that is really what was in back of my mind. 
As you have stated in your opening statement, here is a national ex- 
change. Most of the companies—certainly many of them—have their 
offices and do business in other States. I was wondering what is the 
justification for the State taking a tax on this transfer. 
~ Mr. McCormick. In my opinion, there is no justification. I think 
it is short policy on the part of the State of New York. As a matter of 
fact, the State of Massachusetts is much more progressive in that last 
year they abolished theirs. They had it before. You don’t find it in 
the Senator’s State of Illinois. 

The Cuarrman. Well, I think in a sense it is a levy that New York 
applies to all of us living all over the country for their own benefit. 

Mr. McCormick. There is no doubt about it. 

The Caarmman. At the moment, I am sympathetic to your view in 
that respect. 

Mr. McCormick. You don’t know how delighted I am. 

The CHarrman. I am not sure I can do anything about it. 

Mr. McCormick. I am going to get a transcript of this to send to 
Albany. 

The Cuarrman. There were one or two points left dangling from 
my previous questions. When I was asking you about the distinction 
between quantitative and qualitative criteria that you use in listing 
a stock, if I understood you, you meant to leave the impression that 
you do have regard for the quality of the stock, and that one of those 
criteria is the price of the security. Now, with regard to your publi- 
cation The Advantages of Listing on the American Stock Exchange, 
is that a material consideration ? 

Mr. McCormick. Price? 

The Cuatrrman. Yes. On page 8 it states “Each case is considered 
separately, taking into consideration such factors as (a) the total num- 
ber of shares outstanding * * * (d) the price of the security.” 

Mr. McCormick. The reason for that in there—actually that par- 
ticular thing is obsolete. 

The Caarrman. Is what? 

Mr. McCormick. It is obsolete. It no longer applies. And I can 
explain that very simply, in this manner, Since that booklet was pub- 
lished, we changed our policy. Prior to a short time ago, less than a 
year ago, we would not accept a stock that traded for under a dollar. 
In other words, it had to sell at a dollar or more. Several rather good 
companies, in our opinion, were selling at less than a dollar. Actually, 
the policy was changed specifically in connection with the Elder Gold 
Mines, which has had a dividend record of a number of years. I be- 
lieve when we listed the stock, it was selling around 80 cents. And 
the matter was taken up before our board, and the policy was abolished. 

The Cuarrman. Well, I do not understand this. This is the material 
you furnished to this committee, and it is the most current we could 
get from you. And this material mentions it. 

Well, do you think that when a stock is listed on your exchange, as 
Mr. Funston thinks with regard to one on the New York Stock Ex- 
change, it is sort of a hallmark on the stock—that that means it is a 
quality stock? 

Mr. McCormick. Oh, definitely not. Let’s not kid ourselves, There 
are dogs on both exchanges. 

60650—55——11 
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The Cuarrman. Now I think I understand you much better. It was 
difficult for me to believe the contrary. And yet I was under a mis 
apprehension. I thought that is what you meant to say. 

Mr. McCormick. There have been many securities traded on both 
exchanges that have gone out of existence. 

The Cuatrman. And many of them now on there are dogs. 

Mr. McCormick. I would certainly not rate them as blue chips, by 
any means. rine 9 

Phe Cuarmman. I think it is very healthy for you to state that, 
because I do not like the idea that people just buy these blindfolded 
and all expect to make a big profit. That is a very unhealthy attitude, 
I think, to cultivate in this country. 

Mr. McCormick. I think it is unfortunate, Senator, if that atmos- 
phere pervades the country. When I say there are a lot of inferior- 
type or low-grade securities, there just isn’t any question about it. 

The CuarrMan. I prefer your previous language. I would like you 
to stick by that. It isa much stronger description. 

Mr. McCormick. I picked that up i in Arizona, sir. 

The CuarrMan. I yield to the Senator from Indiana. 

Senator Carenarr. Do either you or the New York Stock Exchange 
make any effort to indicate that the stocks have or do not have value / 

Mr. McCormick. Oh, definitely. That is the advantage of trading 
on an exchange. 

Senator Carrenarr. Is it not a market place where one can go and 
purchase good, gilt-edged securities or bad ones or indifferent ones? 

Mr. McCormick. We provide a market place. We do not provide 
information whether it is good or bad. 

Senator Carenarr. And isn’t it just as important that there be a 
market place for stocks that are perhaps inferior as well as a market 
place for good stocks ? 

Mr. McCormick. Of course I am prejudiced. I think the best 
market is the exchange market. I think there is an advantage in the 
fact that within 30 seconds of every transaction they know what the 
price was, what the size of the transaction was, in Seattle and Los 
Angeles as well as Wall Street. I don’t see why you have to be a 
Du Pont to benefit from those advantages. 

Senator CaprHarr. Since you have changed your name to the 
American and are no longer called the curb—you do trade in over- 
the-counter stocks, do you not ? 

Mr. McCormick. Only those that they had in 1934, Senator, which 
was considered by the C ongress in 1934, and it was felt that it was in 
the public interest to allow them to retain the benefits of an auction 
market. 

Senator Capenart. Where can you trade over the counter ¢ 

Mr. McCormick. There are some 3,000 dealers, I believe, that 
operate from coast to coast and deal in unlisted securities, securities 
traded on all the exchanges. In other words 

Senator CarrHarr. I mean suppose I had some securities that were 
not listed on either Chicago or with you or New York or any other 
official market. How would I go about disposing of them at the 
moment ¢ 

Mr. McCormick. You would go to your regular broker and ask him 
for the market on your stock and he would get it for you. 
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Senator Caprmarr. And what would he do? 
several thousand brokers in the United States ? 

Mr. McCormick. Generally speaking, there is a concentration of 
trading among certain people in certain stocks, and those particular 
firms that are interested in those particular stocks can be found by 
reference to what is known as the Nationa] Quotation Service, in which 
over-the-counter brokers pay for listings. So that if a customer is 
interested in an over-the-counter stock, he will look in the book to find 
out who makes markets in it. 

Senator Capemartr. Do you think there might well be a market 
which, if one offered unlisted stocks for sale, would immediately post 
that and give it to the world, the price that was paid and other 
information ? 

Mr. McCormick. The over-the-counter market does not print all 
transactions as we do. 

Senator Carrnart. But would it be a good thing if there were such 
a market? 

Mr. McCormick. I think disclosure is a good thing. I believe in 
informing the public. However, the trading on the over-the-counter 
market is not completely reported, although the daily newspapers do 
carry ranges for the day. 

Senator Capruarr. They do on certain stocks. 

Mr. McCormick. On certain stocks. 

Senator Carenartr. But there are literally thousands and thousands 
of stocks, family owned or small numbers of shares owned by people 
in the United States, literally hundreds and hundreds and thousands 
of them. 

Mr. McCormick. That is right. 

Senator Carprnartr. Now, there is no market for them. If you hold 
them, you do not know where to go to sell them. There might be a 
lot of people that would buy them if they knew about them. But 
there is no market for that sort of stock, no organized market. 

Mr. McCormick. There is certainly no focal point. 

Senator CarrHart. You can go to your broker, but you don’t know 
whether he gets the top price or not. 

Mr. McCormick. That is possible. 

Senator CareHart. He gives you whatever he can get for it, or he 
gives you maybe whatever he wants to give you. Now, would it bea 
good thing to have a market in which, as you say, dogs and cats and 
horses could all be traded ? 

The CHarrman. You have already got two markets. 

Senator Carrnarr. Well, neither one of these markets is dealing 
with over-the-counter stocks. 

Mr. McCormick. Senator, of course there is no use of my trying 
to kid anybody. I am obviously prejudiced. I am the president of 
an exchange. I have got over 800 securities on it. I would like to 
have 1,800 securities on it. 

Senator Capenart. Why don’t you have more? 

Mr. McCormick. Since I have been president of the American 
Stock Exchange, we have added 170 new ones. I would like to be 
able tosayitwasmore. But Iam alwaystrying. 

Senator Caremart. My point is that, Would it not be a good thing 


if there were some market place where any American holding shares 
could go? 


Would he canvass 


158 STOCK MARKET STUDY 


Mr. McCormics. If you want my opinion, of course. 

Senator Capenart. There ought to be. 

Mr. McCormick. Of course—-that is my opinion. 

Senator Carpenart. It would be a good thing. 

Mr. McCormics. In my opinion. 

The CuarrMan. It would be good for the brokers. 

Senator Carenart. He just explained the way they handle it now, 
you go to your broker and say, “I have some stocks in Company 
which is not listed on any exchange.” and be says “I will make an 
effort to sell them.” And he possibly makes an effort to sell them. 
You know nothing about what happens in those transactions. Where- 
as if there were an exchange someplace requiring that they be listed 
and printed, you would know exactly what the offer was and what 
the bid was and what it actually sold for. 

Mr. McCormick. There is no doubt that an exchange reports all 
transactions. 

Senator CarrHarr. And maybe what we need are more exchanges 
or maybe we need to have your exchange to sell any stocks. 

Mr. McCormick. Let’s not have any more exchanges. Let’s just 
make mine bigger. 

Senator Caprnart. I have no objections to that. But I am wonder- 
ing if that is not a weakness at the moment. 

Mr. McCormick. Well, that is something that, quite clearly, from 
your question there, you intended to look into. I understand that you 
have scheduled witnesses who are the major managers of the over-the- 
counter market and its policing. I am sure that the advantages of the 
negotiated over-the-counter market will be explained when they 
appear. 

The CuatrMan. The Senator from Illinois is recognized. 

Senator Doveras. Mr. McCormick, earlier in the morning I under- 
stood you to reply to the Senator from New York in stating that you 
on the American Stock Exchange try to enforce the statute and rules 
against pools and wash sales; is that correct ? 

Mr. McCormick. That is correct. 

Senator Doveias. Have you ever found any members of the Ameri- 
can Stock Exchange guilty of pools and wash sales ? 

Mr. McCormick. Not in my memory. And I don’t recall that the 
SEC has either, Senator. Now, I would like to add there, for example, 
the fact that it isn’t there doesn’t mean that we are not alert and look- 
ing for any sign of any unhealthy development on our exchange. And 
I am sure that the other exchange and the SEC are equally alert. 

Senator Doveras. I may be wrong, but I understood Mr. Funston 
to say that certain cases had been passed on to the SEC but they did 
not happen to be members of their exchange. I think that was his 
statement. Now, I want to know whether you have found cases which 
you passed on to the SEC. 

Mr. McCormick. No, not of pools or manipulations on our exchange. 
Now, if I could say one further thing. When we do see a movement, 
the development of a trend or activity that is not the usual thing for 
the stock, the SEC has tape watchers who are watching our market 
all day long to see what price movements are and volume. In addi- 
tion, our own staff is alert to these developments. The floor commit- 
tee, of which Mr. Dyers is chairman and has, I believe, either other 
governors associated with him, is assigned to various sections of the 
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floor, and they also survey the ituation and see if anything has devel- 
oped. eQer sig Sao 

Furthermore, Senator, the big thing, the reason why it is so difficult 
for anything improper to get going is that every time there is a buyer, 
there is a seller. If a fellow is in there taking advantage of the other 
side, there is going to be a complaint. One broker isn’t going to like 
it. And consequently, he is going to report it to the floor committee 
and ask that it be looked into. 

Now, in 1952 the SEC asked us to compile information on 52 situ- 
ations. In 1953 they asked us to compile information on 22 situa- 
tions. In 1954 it was 21. In addition to those, our own staff 

Senator Doveras. Just a moment. In each case you found the com- 
plaint was not justified ? 

Mr. McCormick. That is correct. 

Senator Doveras. So that you gave a clean bill of health in each 
case ¢ 

Mr. McCormick. That is right. I am giving you these figures to 
show you that we are alert to look into anything that looks out of line. 
In addition to the instances I have cited to you, the exchange itself, 
through its staff and its floor committee, in 1952 had 12 flying quizzes; 
1953, another 12; and 1954, 11. In none of the cases was there a pool 
or manipulative situation developed. 

Senator Doueias. Do you assume any responsibility concerning tips 
which insiders may give on earning capacity of the companies with 
which they are affiliated ? 

Mr. McCormick. If you mean would we do anything about it if they 
did—— 

Senator Dovetas. Do you assume any responsibility for finding out 
if they do do anything? 

Mr. McCormick. Of course it is filed with us, and it is a matter of 
public record. 

Senator Dovueias. By the officers themselves. Let us take that. first. 
Have you ever done anything in the cases of purchase or sale by officers 
or directors of a company ¢ 

Mr. McCormick. All purchases and sales, of course, have to be 
reported, sir. 

Senator Doveras. I understand. But after they are reported, have 
you ever questioned any of them ? 

Mr. McCormick. No, we have not. 

Senator Doveras. In other words, you have let this matter be 
handled by the SEC. 

Mr. McCormick. That is right. 

Senator Dovetas. Or by the stockholders. 

Mr. McCormick. I would add that in the event it came to our atten- 
tion that insiders were putting out improper information, that we 
would proceed—— 

_ Senator Dovenas. It is not giving out information. What I mean 
is purchasing or selling securities. That is, selling when the stock is 
going to drop. 

Mr. McCormick. Well, no, we don’t go beyond the policing of that 
by the SEC, 

Senator Dovetas. Or buying in advance of a rise. 

Mr. McCormick. We do not go beyond the policing done by the 
SEC in checking any abuses by insiders. 
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Senator Doveias. They do not do anything to enforce it, as was 
brought out yesterday. What is left to the companies and to the stock- 
holders. 

Mr. McCormick. I would like to point out the real effectiveness of 
section 16, Senator, and I get this from my experience with the SEC 
itself. These transactions must be reported, as you know, to both the 
exchange and to the SEC. Whether we like it or not, there is a group 
of attorneys that examines that material religiously for the purpose 
of instituting suits to recover for the corporations. And another very 
effective thing in connection with the insider trading is that under the 
1934 act, if an insider makes a quick-turn profit, that is, he sells and 
buys or buys and sells within the 6 months’ period, that profit automat- 
ically belongs to the corporation. 

Now, the SEC, some years back, developed in its rules or adopted 
in its proxy rules a requirement that any indebtedness on the part of 
an officer to the corporation in excess, I believe, of $1,000 must be dis- 
closed in the proxy statement to stockholders. And I know from my 
own experience that has resulted in a lot of payments to corporations 
rather than incur the embarrassment of having to disclose in the proxy 
that they made a quick-turn profit subject to the 1934 act and had not 
made the payment. 

Senator Doveias. Have there been civil suits for damages in con- 
nection with stocks traded on your exchange? 

Mr. McCormick. I believe so. There have been a number of suits 
under section 16. 

Senator Dovtas. Do you try to check up on those suits and find out 
the results of them ? 

Mr. McCormick. Oh, yes. As a matter of fact, I am sure the SEC 
has a complete file of them. 

(The following was received for the record :) 


List oF AcTIONS UNpER Section 16 (b) oF THE SECURITIES EXCHANGE ACT OF 
1934 ConcerNnING StocKs LisTep ON THE AMERICAN Stock EXCHANGE 


Consolidated Engineering Corp. v. Nesbit, 102 F. Supp. 112 (S. D. Cal. 1951). 
Complaint dismissed. Intervention on appeal allowed 203 F. 2d 463 (C. A. 
9, 1953) 

Jefferson Lake Sulphur v. Walet, 104 F. Supp. 20 (E. D. La., 1952). Judgment 
for plaintiff. Affirmed 202 F. 2d 433 (C. A. 5, 1953). Certiorari denied 346 
U. S. 820. Now listed on New York Stock Exchange 

Stella v. Graham-Paige Motors Corp. (Kaiser Frazer stock) 104 F. Supp. 757 
(S. D. N. Y. 1952) 

Pellegrino vy. Wright (Phillips Packing Co., Inc. stock) P. H. Sec. Reg. Serv. 
paragraph 14062 (D. Md., 1952). Motion to dismiss overruled 

Blau v. Ogsbury (Fairchild Camera and Instrument Corp. stock) CCH Fed. Sec. 
L. Serv. paragraph 90,635 (S. D. N. Y. 1953). Judgment for Defendant. 
Affirmed 210 F. 2d 426 (C. A. 2, 1954) 

Roberts v. Eaton (Old Town Corp. stock) CCH Fed. Sec. L. Serv. paragraph 
90,651 (S. D. N. Y. 1953). Judgment for Defendant. Affirmed 212 F. 2d 82 
(C. A. 2, 1954). Certiorari denied. 75 8S. Ct. 44 (1954). 

Carr-Consolidated Biscuit Co. v. Moore, CCH Fed. Sec. L. Serv. paragraph 90,675 
(M. D. Pa., 1954). Defendant’s motion to dismiss denied without prejudice 
to renewal of motion on amendment of complaint. 


Senator Dovueias. Suppose you find out that recovery has been 
effected. You take no action against the directors or officers of that 
company ? 

Mr. McCormick. No, that is correct. 

Senator Doveras. In other words, you are neutral on that subject. 
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Mr. McCormick. The situation is that it is not illegal to make a 
profit. It belongs to the corporation. Once it is paid to the corpora- 
tion, the requirements of the statute have been met. 

Senator Dovetas. Is it not true that in the past great abuses have 
oceurred of the directors buying stock when they knew from the earn- 
ings figures to which others did not have access the stock was going 
up, and thus they would intercept gains which in reality belonged to 
the stockholders. 

Mr. McCormick. That is the purpose of section 16. 

Senator Dovetas. And is it not also true that there was unloading 
of stock by insiders when they knew conditions were going bad inside 
the company and thus transferred the losses to the shoulders of new 
purchasers who did not have access to the facts that the insiders had? 

Mr. McCormick. My recollection of the legislative history leading 
to the adoption of the 1934 act is that there were many instances, spe- 
cific instances cited, of insider profits of that type. 

Senator Doveras. That was brought out before the Pecora com- 
mittee. 

Mr. McCormick. That is correct. 

Senator Doveias. Now, may I ask this. Granted that the purchase 
and sale by directors and officers themselves has to be listed, to what 
degree do you think this could be avoided through the use of fronts, 
either individuals who trade ostensibly in their own name but in real- 
ity for the officer or director, or by family investment trusts ? 

“Mr. McCormick. Well, any transaction through a family trust, of 
course, would require the re orting anyway. Now, to the extent of or 
whether any fronts are en for trading, I do not know. And I am 
sure that the SEC does not or they would do something about it. 

Senator Doveras. May I ask you this. Is there any ‘law which _pro- 
hibits a sale in anticipation of a passed dividend when there is no 
purchase back? 

Mr. McCormick. No. 

Senator Dovaias. Well, that would mean that the insiders could 
get out, could they not, and leave the ship, and the newcomers would 
have to bear the loss. 

Mr. McCormick. There is no doubt about it. It obviously is a vio- 
lation of the trust imposed on the officers and directors of the com- 
pany. But as long as he doesn’t make a quick 6-months’ turn, there 
is no law against it. 

Senator Dovetas. But do you think possibly that might be a subject 
which could be covered in an amendment to the SEC act? 

Mr. McCormick. It could be, yes. 

Senator Doveias. Would you Few it? 

Mr. McCormick. I would like to give it further consideration. I 
believe that the fundamental theory of section 16 is correct, and if the 
same matter is being accomplished, the same objective is being accom- 
plished, I think it is equally improper and I would have to say “Yes”. 

Senator Doveras. In other oe the principle of section 16 that 
the Congress sought to establish is that the officer and director was a 
trustee for the. stockholders, and, indeed, for innocent future pur- 
chasers. He was not entitled to make a profit by using informationfor | 
his own advantage to which the others did not have access, 
Mr. McCormick. That is correct. 
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Senator Doveras. One final question. Can the officers of the Ameri- 
can Stock Exchange buy stock? Are they permitted to buy stock? 

Mr. McCormick. Yes, they are. Every employee of the American 
Stock Exchange must get permission from me to open a brokerage 
account, and it must be a cash account, unless I give him specific per- 
mission in individual situations to buy on margin. And in the 314 
years I have been there, all transactions by employees of the American 
Stock Exchange have been for cash, except in one instance where I 
gave permission for a man to exercise certain rights that he had re- 
ceived at a time when he did not have adequate funds to exercise it for 
cash. 

Senator Doveras. So that you have attempted to discourage pur- 
chase of stock on margin by officers of the exchange. 

Mr. McCormick. It has been the policy of the American Stock Ex- 
change to in effect restrict the trading or investment of employees to 
what we might call an investment type of transaction. I might say 
that that is also the same policy of the officials of the Securities and 
I.xchange Commission. 

Senator Dove.as. Mr. Chairman, I did not think of asking a ques- 
tion as to whether the officers and directors of the New York Stock 
Exchange could buy on margin. I wonder if you would request them 
to furnish information as to whether they can purchase stock on 
margin. 

The Cuatmrman. May I say to the Senator, we did ask them for all 
information about purchases by officers of the New York Stock Ex- 
change of any stocks. You are talking about whether it is on margin 
or not ¢ 

Senator Doveras. That is right. 

The Cuatrman. I am sure some of the people here will include that, 
if it is not included. But of course they are going to submit informa- 
tion. 

Senator Dovetas. One final question, Mr. Chairman, if Imay. Prior 
to 1934 there were certainly many abuses in the stock market which 
were disclosed by the Congress. This was the reason for the 1934 act. 
Now, if no disciplinary action has been taken by either the New York 
Stock Exchange or the American Stock Exchange since the act, does 
this mean that in the 20 years there have been no abuses? 

Mr. McCormick. I think you asked me specifically about pools and 
manipulations, and to the best of my recollection, we have had no such 
situation. We have taken disciplinary action against members for 
a number of things in that intervening 20 years. As a matter of fact, 
it is the policy of the American Stock Exchange to advise the Securities 
and Exchange Commission by the 10th day succeeding each month of 
each of every disciplinary action taken against a member and the 
extent of the punishment meted out. 

Senator Doveras. But you think that in the case of pools and match 
sales or wash sales, that the fact that no disciplinary action has been 
taken is proof that no abuses in these fields have occurred ? 

Mr. McCormick. I think that is correct, yes. 

Senator Dovetas. And that all the complaints, at the rate of 20 
or 50a year, have turned out to be ill founded ? 

Mr. McCormick. I didn’t get that, Senator. 
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Senator Doucias. You mentioned there were some 20 to 50 com- 
plaints each year, made generally by the SEC, but upon investigation 
those all turned out to be ill founded. 

Mr. McCormick. There was no poo] or manipulation in any of them. 

Senator Dovexas. That is all. 

The CuarrMan. I have a few more questions that will not take long. 
[ think it is so late that everybody is a little tired. We had better 
recess to 2:30, and I think we can finish with this witness probably 
within an hour, unless a lot of members come back with new inspiration. 

We will recess to 2: 30. 

(Whereupon, at 12:45 p. m. the hearing was recessed to reconvene 
at 2: 30 p. m. of the same day.) 


AFTERNOON SESSION 


The Cuarrman. Will the committee come to order, please ? 
There are 1 or 2 questions, Mr. McCormick, to follow up. I did not 

quite complete this line about the rumors and tips. Do you think that 

there are more tips and rumors and touting of stocks today than there 

have been for many years? 

Mr. McCormick. I would say probably that is true, yes. 

The CuatrmMan. Does tipping tend to increase when the market is 
active, especially advancing 

Mr. McCormick. I do not know that I have had enough experience 
with such markets, Senator, but I imagine that the fact that the market 
is as active as it has been may have contributed certain rumors. 

The CuHarrMan. I seem to recall that in the late 1920’s you had quite 
a rash of this sort of thing. Isthat not correct? 

Mr. McCormick. That is correct; yes. 

The Cuarmman. I think that it is true that it is human nature for 
people to give these suggestions. It looks like a fertile field; does it 
not ¢ 

Mr. McCormick. I would not want to make the generalization, but 
certainly there have been rumors at this time. 

The Cuatrman. Has it been brought to your attention that there 
was a chain letter on St. Regis Paper ? 

Mr. McCormick, I received a copy of that. Whoever mailed it out 
had the audacity to send a copy to the chairman of the Board of 
Governors of the American Stock Exchange. It is not a stock traded 
on the American Stock Exchange. It is traded on the New York 
Stock Exchange. I promptly called up the Securities and Exchange 
Commission about it because I was seriously disturbed by it. 

To me it is an out-and-out attempt to manipulate the stock. 

Mr. Purcell, the head of the New Fork office, was not in New York. 
He happened to be in Washington on business. Mr. Bill Moran, who 
is one of his assistants, was present. I explained to him what had 
come to my desk. He thought enough of the matter, he had not heard 
of it at that time, to come to my office and we discussed the implica- 
tions of that circular. I then left it in his hands. 

The Cuatmrman. In order that the record may show what we are 
talking about—I do not believe I did read it—I have before me an. 
artiele by Mr. J. A. Livingston, one of the better-known commentators 
on economic matters. I quote part of what that letter said: 
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Buy St. Regis common stock from any stockbroker listed in the telephone book. 
Buy as many shares as you can afford. Then send copies of this letter to at 
least 10 friends. Keep St. Regis stock and sell it later at a big profit. This stock 
is expected to double in price. Help your friends to riches by giving them a 


copy of this letter. 

He is optimistic about it, is he not ? 

Mr. McCormick. I think it’s outrageous. 

The CHarrman, Well, it is a stock, you say, that is listed on the 
New York Stock Exchange? 

Mr. McCormick. That is correct. 

The Cuatirman. They are all presumed to be good stocks, are they 
not ? 

Mr. McCormick. It is what? 

The Cuatrman. They are presumed to be good stocks, are they not? 

Mr. McCormick. Do you want me to go through that again? 

The Cuairman. I agree with you. I think it is outrageous. They 
sent me a letter, as a matter of fact. I got some of those letters. And 
it is simply another illustration of a form of tipping which I think 
you and I agree may be very injurious to the public and injurious to 
your own legitimate activities. I mean bring discredit upon your 
exchange. 

Mr. McCormick. Those things probably disturb the securities in- 
dustry more than almost anything you can think of. 

Now, Senator, you mentioned the St. Regis matter. There came to 
my desk the other day an anonymous postcard : 

Buy on the American Stock Exchange Trans-Empire Oil. 


Well, I was very disturbed about it. Unfortunately, there were a 
lot of fingerprints and what not on it. But I again called the SEC 
and sent them my copy of it. It was mailed from a post office in the 
city of New York. I realized that the only thing that SEC could do 
would be to try through the Post Office Department to ascertain the 
source of that postcard I knew that. 

And a few days later, written in longhand again, I had the same 
postcard delivered to me mailed in Long Island City, N. Y. I thought 
that might help the SEC in pinpointing the sender of that material, 
and I promptly sent it over by hand to the SEC and urged them to 
do what they could to help me out of a very bad situation, I think 
it is disgraceful. 

The Cuarrman. Is that particular stock listed on your exchange? 

Mr. McCormick. That is, Senator; yes. It is a Canadian oil 
company. 

The Cuarrman. Well, I want to go on. Is the existence of stock 
option plans a matter of public information ? 

Mr. McCormick. Stock option plans? 

The Cuarrman. Stock option plans, especially to the management. 

Mr. McCormick. As a matter of fact, any time stock is issued or a 
commitment is made to issue it, it must be added to the list of the 
exchanges. Consequently, a report has to be filed with the exchanges 
indicating the basis upon which the option is granted. And we review 
that material, and it becomes a matter of public record with the 
exchanges and with the Securities and Exchange Commission. 

The Carman. Then, all listed companies, listed on your exchange, 
have already supplied you with all information regarding options 
outstanding ? 
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Mr. McCormick. Yes, they have. 

The CuarrmMan. How about the unlisted ? 

Mr. McCormick. They have not. 

The CuarrMANn. They have not ? 

Mr. McCormick. They have not. 

Senator Busu. May I ask a question there, Mr. Chairman ? 

The Cuarrman. Yes. 

Senator Busy. Are they not required to get approval of the stock- 
holders even though they are not listed ? 

Mr. McCormick. It depends on the State law, Senator. Most 
States I would say, most jurisdictions, as a matter of corporate law 
in the State, do require approval of stockholders. But I am sure that 
there are many where they do not. 

The CuarrMan. If the State law does not require it, is the existence 
of a stock option plan necessarily disclosed to the stockholders of the 
company ? 

Mr. McCormick. In most cases I believe that it is, Senator. My 
recollection is that in most cases we as an exchange require such dis- 
closure. I would not want to mislead you so I would like to check 
the matter and let you know just what our policy is. 

The Cuarrman. Mr. McCormick, suppose a company has 2 million 
shares of stock outstanding but the officers may at any time dilute 
those shares by exercising options for 500,000 shares. Would that 
not be a matter of concern to the stockholders ? 

Mr. McCormick. Very definitely. 

The Cuarrman. Well, is this a correct comment on that? It seems 
to me that the benefit of any increase in the prospects which would 
lead to an increased market price would be for the benefit of the 
officers primarily who hold these options, for they would exercise 
their options which immediately would have the effect of diluting the 
value of the remaining shares, would it not ? 

Mr. McCormick. There is no doubt but what if the market price 
goes up and makes the exercise of the option worthwhile and profit- 
able that they will be exercised. 

The Cuarrman. Yesterday Mr. Funston suggested the stock options 
to officers of a company were a necessary incentive to those officers. 
Do you feel that way about it ? 

Mr. McCormick. I think that the stock-option device, if I may use 
that term, is an excellent way of compensating for special services. I 
believe that is the only basis upon which such options should be 
granted, and I believe that if they are granted in the nature of gifts 
to officers and directors that it constitutes a fraud on the stockholders. 

The Cuarrman. Now, what do you mean by “special services” ? 

Mr. McCormicx. In other words, an incentive which will cause 
them to devote their utmost—I might say beyond the call of duty—in 
improving the profitability of the corporation. 

The Cuamman. Well, what is wrong with it, if anything, as a means 
of compensating them for their regular, everyday, we'll assume satis- 
factory services to a corporation ? 

Mr. McCormick. It is merely an alternative way of doing it, Sen- 
ator. I think either one would be appropriate. 

The Cuamman. Then you feel that it is not necessarily restricted to 


special services but also to regular services as a means of compen- 
sation ? 
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Mr. McCormick. Well, to be practical about the thing, we know that 
if a man realizes that in proportion to his contribution to the develop- 
ment of the corporation he will be compensated, it is likely he will put 
forth his utmost. 

The Cuarrman. If you were a manager of a corporation and you 
had a large stock option, would it be more to your interest to plow 
back earnings into the company and not declare dividends or to declare 
the earnings out as dividends? 

Mr. McCormick. It could work either way, Senator. The payment 
of high dividends would increase the price of the stock. If he was in- 
terested in getting a higher price, obviously the payment of dividends 
might accomplish that. On the other hand, he might attain the same 
benefit by keeping the earnings in and having the people recognize 
that it was a more powerful and stronger corporation. It is just a 
question of one way or the other the stock goes up. 

The Cuarrman. I do not quite follow you. We will say that there 
are two companies with equal earnings. One of them declares all its 
earnings or practically all—I mean none of them declare completely— 
but we will say three-fourths of its earnings in dividends, and the 
other, year after year, conserves its money and does not declare divi- 
dends. Over a period of 10 years, which stock would be higher? 

Mr. McCormick. I would say the one that paid the greater propor- 
tion of earnings. 

The Cuatrman. In dividends? 

Mr. McCormick. Yes. 

The CHamman. Can you cite any examples that would illustrate 
that point? 

Mr. McCormick. I do not recall just who made the study—it might 
have been the SEC—but I believe that the Southwestern Public Serv- 
ice in the utility field follows the policy of declaring a larger propor- 
tion than most comparable utilities, and I think if you examined into 
that you would find that earnings pricewise it does better. 

The Cuarrman. I think that is very interesting, because I have been 
told or I have seen it mentioned that. some companies—if I recall cor- 
rectly, Gulf Oil was an illustration—had for many years a very con- 
servative dividend policy but expanded very substantially and that 
the appreciation of their stock was greater relatively speaking than 
one that declared it all out in dividends. But you do not agree with 
that ? 

Mr. McCormick. I would not say if the companies were comparable 
that that would be the logical conclusion, Senator. 

The CHarrman. You have already said that all companies on your 
exchange that have option plans register them with you ? 

Mr. McCormick. Yes; it is a requirement that any issue of stock be 
recistered. 

The CHarrmMan. Will you supply the committee with the same infor- 
mation regarding your firms that Mr. Funston agreed to furnish? 

Mr. McCormick. For the same period? I understand it was 2 
years? 

The Cuatrman. That is right. 

(The information referred to will be found in the files of the 
committee. ) 

The CrarrmaNn, I will yield to you any time or now if you would 
like, if you have any questions, Senator Bush. 
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Senator Busn. I was interested in the Senator’s questioning on this 
question of value of stocks. I was perhaps slightly surprised at your 
answer. And I would like to ask the question a different way to see 
if you still hold to your view. 

What a company pays out in dividends need not necessarily depend 
on what its earnings are. For instance, I think of a company 20 years 
ago that was in the ice business, and the ice business was on the skids. 
I mean the ice business was being hurt by the electric refrigerator and 
other forms of refrigeration. But they had a good deal of money in 
this company, and they paid quite a dividend, and the stock could be 
bought to yield 10 percent. Say the stock was selling at 30; it paid 
a $8 dividend. 

Then the stock went to 29 and 28 but still paid $3 if I remember. 

You can recall instances like that in similar situations, can you 
not ¢ 

Mr. McCormick. I probably can think of the company. 

Senator Busn. Now, take, on the other hand, a stock like the Sena- 
tor mentioned—Gulf Oil. I have not seen it for many years, but I 
recall when it sold to yield perhaps less than 3 percent, and yet it was 
building up, acquiring new properties, and building equity into those 
shares and therefore was selling on a much better basis than this 
stock which was paying this larger dividend. 

The point I want to ask you 1s: Is it not true that you cannot gen- 
eralize about the value of a stock on the market just by the size of 
the dividend it pays? 

Mr. McCormick. Oh, you are absolutely ——— 

Senator Busu. Even though it has a good dividend record over a 
period of years past ? 

Mr. McCormick. You are absolutely 

Senator Busu. There is much more incentive placed by prudent 
investors on what the outlook is for the next 10 years than there is 
on the record for the past 10 years? Or at least those two should be 
considered together ¢ 

Mr. McCormick. There is no question about that. But if I under- 
stood the chairman’s question, he assumed that there were 2 com- 
panies with the same earnings and 1 retained a greater proportion of 
the earnings than the other—apparently identical companies. In a 
situation lke that, I would be surprised if the company that paid 
the highest dividends did not have the highest market value. 

Now, on the other hand, I think you made an excellent point. Cer- 
tainly no one would be buying Superior Oil today on its yield. The 
stock is selling over $1,000 and paying a dollar a year in dividends. 

Senator Busu. Well, that is the point I want to bring out. 

Mr. McCormick. Yes, but I 

The Cratrman. I think what Mr. McCormick is overlooking is the 
effect of capital gains taxes versus ordinary taxes. Now, this may be 
changed by this great campaign to bring in people with limited re- 
sources and in a lower tax bracket. But a man in a higher tax bracket 
would far rather have capital-gain appreciation on his stock than he 
would have dividends. In fact, most of them do not want dividends. 
They only want the appreciation so they can pay only 25 percent. 

Mr. McCormick. I think, Senator, that a very common complaint 
by stockholders where there is a large interest in the company is that 
they do not pay adequate dividends and consequently the price is de- 
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pressed because the fellows are interested in the long-run building up 
of the assets in the company. But pricewise I would expect when they 
paid low dividends, if the companies are comparable, that the one with 
the lowest dividend would have the lowest market price. 

The Crarrman. Well, the Senator from Connecticut just cited a 
case and you cited Superior Oil. There are a number of others. Take 
Amerada. Take U.S. Gypsum. What kind of dividends has U. S. 
Gypsum paid? It has gone up a hundred points in the last 6 months, 

Mr. McCormick. If you had two identical Ameradas and one paid 
$1 and the other $10, I think the one paying $10 would sell higher 
than the one paying $1. 

The Cuarman. It might over a very short period. It would not 
very long, would it? 

Mr. McCormick. I am assuming the disparity between the divi- 
dends continues and the earnings are maintained at the current ratio. 
Otherwise you do not have comparable companies. 

The CHarkmMan. Have you any more questions? 

Senator Busu. No. 

The CuarrMan. I think except for the influence of the capital 
gains tax—that is, the benefit of capital gains versus ordinary tax— 
you no doubt would be correct. But I cannot quite believe that is cor- 
rect in many cases. I think they tend the other way—aunless it is be- 
ing greatly changed by the participation of these new investors such 
as Mr. Funston described to us yesterday. 

Obviously anyone in a high bracket would prefer to have his ap- 
preciation in a form other than dividends. He would not want to 
take it out in the form of dividends, would he? 

Mr. McCormick. There is no question of that. 

The Cuatrrman. Mr. McCormick, do you have any Canadian com- 
panies traded on in your exchange? 

Mr. McCormick. We have approximately 96 Canadian stocks 
traded on the American Stock Exchange. At the present time the 
American Stock Exchange is the largest market for Canadian secur- 
ities outside of Canada. In the trading of these 96 companies they 
contributed approximately 25 percent of our volume in 1954. 

Included in those securities are some of the outstanding industrial 
and commercial companies of Canada—British Columbia Power, Can- 
ada Cement, Canadian Canners, Canadian Marconi, Dominion Bridge, 
Dominion Steel, Dominion Tar, Ford Motor Co. of Canada, Gatin 
Power Co., Massey Harris Ferguson, Page Hersey Tubes, Quebec 
Power, Power Corp. of Canada, Sherwin-Williams of Canada, Simp- 
son’s of Canada, Steel Co. of Canada, and Union Gas of Canada. 

Among the mining enterprises, such companies as—probably the 
largest up there—Consolidated Mining & Smelting, Hollinger 

The Cuarrman. I do not believe we need the whole list in the New 
York Times. I just wanted a summary of it. 

I wanted to ask you: Do the Canadian companies inform you about 
any stock option plans that they may have? 

Mr. McCormick. Under the Securities and Exchange Act of 1934 
all North American companies are required to comply with the same 
regulations. That is not true of European and other foreign com- 
panies. But as far as Canada is concerned that is true, and conse- 
quently they give us the same information about options. 
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The CuatrmMan. Then it is the regulation of the exchange that re- 
quires that? Does the SEC require that? 

Mr. McCormick. The SEC’s listing and annual reporting require- 
ments are identical for Canadian and American companies, and they 
do require this. We require that they report to us all options. 

The Carman. Is there any difference between a specialist on the 
American Exchange and a specialist on the New York Exchange, 
in his duties? 

Mr. McCormick. There is one fundamental difference between the 
operations of a specialist system on the two exchanges. On the New 
York Exchange, odd-lot transactions are handled by two firms that 
specialize in that field. On the American Stock Exchange the spe- 
cialist is the odd-lot broker in the stocks in which he specializes. 

The Cuarmrman, Are there any restrictions or controls upon trading 
m stock imposed upon officers of the American Stock Exchange? 

Mr. McCormick. Employees? Is that 

The Cuarrman. Officers. 

Mr. McCormick. There is none except that a brokerage account can- 
not be opened without my permission, and as I pointed out, if anyone 
traded on margin they would have to get my approval. 

The Cuamman. Well, do they trade? 

Mr. McCormick. Do they trade? 

The CHarrMAn. Yes. 

Mr. McCormick. Yes. 

The Cuarrman, Do you trade? 

Mr. McCormick. I do. 

The CHarrMan. Can you supply the committee with the same in- 
formation regarding the trading of your officers, including yourself, 
that Mr. Funston agreed to supply yesterday ? 

Mr. McCormick. I would be delighted to. 

The CHamman. For 2 years I believe. 'The same period. 

(The information referred to will be found in the files of the 
committee. ) 

The Cuatrman. Do you or any other officers have any special priv- 
ileges regarding trading? 

Mr. McCormick. As a matter of fact, as I pointed out, we have less, 
in that we do not trade on margin unless we have special permission. 
I happen to have never bought any stock on margin. All my stock is 
now held on a cash basis. 

The Cuatrman. The officers all report to you? Or to whom do they 
report what they are trading in? 

Mr. McCormick. Once they get permission to open an account, all 
transactions must be supervised by a partner of the member firm in 
which the account is opened. 

The Cuarrman. But if I understand correctly, they do not report 
to you—or I mean to the exchange organization ? 

Mr. McCormick. That is correct. They do not. 

The Cuarrman. They do not? 

Mr. McCormick. They do not. 
si CuarrmMan. Do you not think it might be a good idea if they 
ad ¢ , 

Mr. McCormick. I don’t think it would make a great deal of differ- 
ence. If you think there is any problem, I will be delighted to insti- 
tute such a regulation. 
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The Cuatrman. I do not know whether there is or not. I am in- 
quiring. 

Mr. McCormick. My own appraisal would be that it is unimportant 
and unnecessary, but I am the kind that leans over backwards in mat- 
ters of that type. 

The Cuarrman. Why are you not permitted to trade on margin? 

Mr. McCormick. We are permitted to trade on margin if I say so. 

The CuarrmMan. Well, why is there any distinction made? Why do 
they ask your permission? What is the reason for that? All I am 
asking is why did you require that they tell you or ask your permis- 
sion. 

Mr. McCormick. As a matter of fact, that is a policy that has been 
in effect on the exchange for many years. I have not seen it import- 
ant enough to change the policy, and I have had no requests to change 
the policy. 

The CuatrmMan. I do not know whether this question is really a 
very proper one for you or not. I guess itis. Do you think that people 
who contribute capital to our private-enterprise system really get a 
fair share of the return from the total activities of our economic sys- 
tem ¢ 

Mr. McCormick. There isn’t any doubt about it. 

The Cuarrman. You think they do or do not? 

Mr. McCormick. They do. 

The Cuatrrman. You do think so? 

Mr. McCormick. I do. 

The CuarrmMan. Well, would you elaborate a little bit? Do you 
think they may get a little bit more than a fair share or a little less? 
What do you think about it ? 

Mr. McCormick. I think the matter is easily answered, in that this 
is a free market. If common stock is receiving, as you indicate is 
possible, more than they are entitled to, people are not going to sell 
at the then price. They are going to require more. So that there is 
always a relationship, an appraisal made independently by thousands 
of individuals and large and small institutions which sets the price 
in what I think is a very delicate and efficient market system and keeps 
them in balance. When I say the yields, I am referring not only to 
the current yield based on past operations but the reasonably esti- 
mated prospects for vields. 

The Cuarrman. I am not sure I made myself plain. You do not 
mean to tell us that you think it has always been in balance, that it 
is so delicate that it has never been out of balance, do you ? 

Mr. McCormick. Not at all. 

The CHatrman. So it might well get out of balance? 

Mr. McCormick. Are you inferring that maybe some stocks should 
not yield 10 percent ? 

The CrarrMan. I was not thinking of a particular stock. What I 
was looking at here was this: We all hear the phrase that the gross 
national product of the United States is in the neighborhood of $360 
billion. Now, it is a very complex organization. Various people con- 
tribute different things to this. Some grow cotton and some spin it 
into shirts or into cloth. Others make automobiles and others trade in 
securities. 
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I wonder whether or not you think those of you in your profession 
really get a fair shake out of this whole activ ity ‘and get your fair share 
of it-as a whole, not any particular stock. 

Mr. McCormick. In other words, 

The CHarrMaN. People who are concerned with furnishing the capi- 
tal for this capitalistic system. Do you think it is a fair distribution 
of the fruits of the activity ¢ 

Mr. McCormick. I think— Yes. 

The CuarrMan. You think as far as your activity goes you get a fair 
share of this pie? 

Mr. McCormick. I think so. I think the economy is sound, and I 
think the capitalistic system and the manner in which it apportions the 
fruits of our product among labor, capital, and the Government and 
others is appropriate. 

The Cuatrman. Does an increase in stock prices at the same time 
commodity prices are declining give the people who contribute capital 
any advantage, do you think? 

Mr. McCormick. No, I do not. 

The Cuarrman. Do you know a phrase called the “terms of trade,” 
which is used in international finance? Did you ever hear such a 
phrase called the “terms of trade”? I have seen it in the papers. They 
will say that the terms of trade are against Gre: at Britain or they are 
for them. Do you know what that phrase means ¢ 

Mr. McCormick. I am afraid not. I am not familiar with interna- 
tional monetary transactions other than between the United States and 
Canada. 

The Cuarrman. This complaint has been made to me, and I do not 
wish to be personal. It could be made I am sure as to any stock or a 
great, many stocks. What I mean is that I do not wish to single out 
General Motors because it is any better or any worse than any other 
one. But it has been suggested that it might be well, that it might be 
wise for the preservation and the health of our apitalistic system for 
General Motors to decrease the cost of its cars to farmers or to the 
public rather than retain them as high as they have and thereby cause 
these very large profits and the increase in their stock. Would you 
have any comment on that? 

Mr. McCormick. Very definitely. It seems to me the question im- 
plies a complete abandonment of the free enterprise system. 

The Cuarrman. In what respect ? 

Mr. McCormick. In that you will not allow the free forces of supply 
and demand to establish the price that the public will pay and is will- 
ing to pay for General Motors’ cars. 

The CHarreman. You think that General Motors does not have 
sufficient control over that situation to determine it themselves? 

Mr. McCormick. No at all. I do not think they have a monopoly in 
the automobile field. 

The Cuatrman. No, obviously they do not. Have you ever heard 
this said: That General Motors could reduce the price of its cars a 
hundred dollars and still make a good profit but that they dare not do 
it because it would break all their competitors ! 

Mr. McCormick. I am not familiar with that statement. 

The Cuatrman. You never heard that said ? 

Mr. McCormick. No. 
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The Cuatrman. Well, it has been said. I mean I have had it said 
to me by 2 or 3 people. 

Mr. McCormick. As a matter of fact, I would have serious doubts 
of the accuracy of the statement. 

The CHarrmMan. I would not. Why would you doubt that? 

Mr. McCormick. I do not think General Motors by cutting the 
price of its cars $100 will put Ford or Chrysler out of business. 

The CHatrman. Well, they did not mention them specifically. 

Well, you do know over the past several years there has been a 
gradual decline in the number of competitors, do you not ? 

Mr. McCormick. Definitely. 

The CHamman. Why do you think that has happened ? 

Mr. McCormick. Because they have not had the technical skill to 
compete. They have not made a car that will drive and ride like a 
General Motors car or Ford or Chrysler, and I think that is a healthy 
development. The better the car the better off the public is. 

The Cuarrman. You think it would be healthy then if we end up 
with only one automobile manufacturer ? 

Mr. McCormick. I think if you ended up with one automobile 
manufacturer this committee would propose legislation to see that it 
was treated as a monopoly, as they do in utilities and other things. 

The CuarrmMan. Do you think that would be a healthy thing for the 
capitalistic system ? 

Mr. McCormick. I do not favor monopoly, no. 

The CuatrrmMan, Well, then, you do not think it would be a healthy 
thing, do you? 

Mr. McCormick. I am very pleased that Ford and Chrysler are 
still in the field. 

The Cuatrman. Yes, but I do not deny that. I am trying to get 
whether or not you think that this tendency toward the growth of 
General Motors over a long period is a healthful development for our 
economy. 

Mr. McCormick. I do not think we have reached a point in the 
automobile business where the size of General Motors is a cause for 
alarm. 

The CrHarrman. Well, then, under that theory it would only be 
reached after it has been reached and you can’t do anything about it— 
only when there is one left. 

Mr. McCormick. I do not see the trend in that direction. 

The CuatrMan. You do not? 

Mr. McCormick. No. 

The CuarrmMan. Well, what did you mean when you said that over 
the past several years you had seen a great many drop out? We have 
had two mergers in the last year, have we not ? 

Mr. McCormick. Thatisright. You may have more. 

The CuHatrman. What do you mean by that? 

Mr. McCormick. Some of the smaller independents may find it 
necessary to merge further. 

The Cuarrman. I do not know, frankly. What bothers me about 
it is I am afraid that just what you have mentioned may come about, 
and that is not healthy for a private enterprise system where you 
have only one and it is regulated, such as a private utility. 

Mr. McCormick. I agree with you. 
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The CuatrMan. I cannot believe that is healthy, and yet that seems 
to be the way the trend is. 

Mr. McCormick. Do you think that the production of Chrysler 
is any indication in the last few months that General Motors has got 
them licked ? 

The CuairMan. No, I am no expert on that. All I can do is observe 
very superficially about it. It looks to me clearly that General Motors 
has been making progress in the last few years—not only in auto- 
mobiles but she is spreading. She is now taking over earthmoving 
equipment. Does she not have almost a monopoly of diesel engines 
for railroads? 

Mr. McCormick. I haven’t the slightest idea. 

The Caatrman. Well, I do not know much about it either. They 
do right well in a number of activities, do they not ? 

Mr. McCormick. I have a great admiration for their industrial 
intelligence. 

The Cuarrman. Well, so do I. That is not quite what we are con- 
cerned about though. It is whether or not 

Mr. McCormick. I didn’t think you wanted me to propose one way 
of eliminating monopolies, Senator. 

The Cuarrman. Well, we are all concerned about it. If you are 
interested in the preservation of our capitalist system, as we certainly 
are in this committee, we have to be aware of these developments, and 
we hope to foresee them and possibly help prevent abuses. I mean 
we have done things in the past by legislation. I do not know whether 
there is anything that can be done. I have nothing in mind actually 
other than inquiring of you what you think about some of these things. 

Mr. McCormick. Obviously my own self-interest would be against 
mergers and absorptions of companies. I lose merchandise. I spend 
50 percent of my time getting new listings. Every time one of my 
companies disappears into another, I have lost a piece of merchandise, 
and I have got to replace it. 

The CHatrman. Is the Kaiser-Frazer stock still listed on your 
exchange? 

Mr. McCormick. It is. 

The Caamman. How has it been faring? 

Mr. McCormick. I think it is around $3 now. It has been rather 
steady I would say for a year, about a year. 

The CuatrMan. It merged, did it not, with Willys? 

Mr. McCormick. It did. 

The Carrman. Is there still an independent company called 
Kaiser-Frazer ? 

Mr. McCormick. Oh, yes. 

The Cuarrman. I did not know that. I thought it had gone out 
of existence. 

Mr. McCormick. No, sir. Kaiser Motors I believe they call it. 

The Cuatrman. They do not make Kaiser cars any more, do they? 

Mr. McCormick. My understanding is that for the last 2 or 3 
months they have not and have concentrated on the production of the 
Willys. 

The Cuatrrman. Of the Willys? 

Mr. McCormick. Yes. 


The Cramman. And its chief value was for tax deduction purposes, 
was it not? 
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Mr. McCormick. Whatever it was they found it desirable to do, 
Senator. 

The CuatrMan. What was that? 

Mr. McCormick. Whatever it was they found it desirable to do. 

The Cuarrman. Do you want to ask any questions at this point! 

Senator Busn. No. 

The CHarrmMan. Senator Monroney, do you have any questions? 

am approaching the end of my own. I think I have one more series. 

Senator Monroney. There is one question I would like to ask, Mr. 
Chairman. 

Yesterday, if I understood our witness correctly, he said that the 
indebtedness of the listed companies on the big board was 31% times 
the equity stocks outstanding. Was that a correct figure ¢ 

Mr. McCormick. No, I am quite sure that was not it. I think, 
Senator, the statement made was that in recent years new funds that 
were obtained from the market were in about that ratio. In other 
words, three times as much 

Senator Monroney. 314 times as much bank financing and other-—— 

Mr. McCormick. Well, mortgage debentures, bond debentures, loans, 
as against equity financing. 

Senator Monronry. Does that hold about true with your companies 
or not ¢ 

Mr. McCormick. I would think so, yes. 

Senator Monroney. Is that a good thing or a bad thing? 

Mr. McCormick. I think it is very unfortunate. 

Senator Monroney. Does it strengthen the companies to move in 
that direction—toward bank credit rather than equity capital or does 
it tend to weaken them ? 

Mr. McCormick. In my opinion it is not a desirable development, 
but quite clearly it is a question of balance. I recall from my SEC 
days when I participated in the reorganization of many of the utility 
holding company cases, we had to decide what would be a fair and a 
safe capitalization. Consequently, we had to determine at that time 
what proportion should be in debt, preferred stock, and common stock. 
I think quite clearly the consistent record of the SEC then and now is 
that they should not jeopardize their future by overloading themselves 
with de bt. 

Senator Monronry. By moving in the debt direction, of course, 
they tend to limit the number of securities outstanding on either ex- 
change, do they not? 

Mr. McCormick. In terms of equity securities, yes. 

Senator Monronry. Also by their failure to declare substantial por- 
tions of their profits each year. 

Mr. McCormick. That is correct. 

Senator Monronry. They also take care of their expansion and 
withhold from their then stockholders their earnings that would other- 
wise be distributed ? 

Mr. McCormicx. As T pointed out in my statement, Senator, $48 
billion has been plowed back and retained in the companies since 1946. 

Senator Monroney. And T believe about 60 percent was Sets 
last year. $9.9 was dividend payments and $8 billion, I believe, v 
retained in undistributed profits. 

Mr. McCormick. That sounds about right. 
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Senator Monroney. Of course, in doing that they avoid—com- 
pletely within the law—the tax that would be paid by the stockholders 
on the receipts of these $8 billion dividends, or the year before $8.9 
billion. 

Mr. McCormick. Until the dividend is paid and received by the 
stockholder it is not taxable, 

Senator Monroney. Therefore, that money goes into expansion. It 
avoids taxes at that point. And if the stocks are held until the 
stocks are sold, it also avoids a capital gains tax. 

Mr. McCormick. There is no capital gains tax paid until the security 
is sold, and that is why the tax is self-defeating. 

Senator Monroney. At least they have found a way of avoiding the 
payment of that money into the Government by these two methods. 
It is perfectly legal, and the tax laws at the pr esent do not in any way 
impinge upon that retention of dividends even beyond the point 
which might be normal security against a rainy day. 

Mr. McCormack. Under the tax laws adopted by Congress there is 
no tax until the stockholder receives income. 

‘Senator Monroney. Therefore, you get the addition of bank finane- 
ing and the plowback of earnings, and the corporations grow, but 
you do not need in that way to issue as many securities. 

Mr. McCormick. That is correct. 

Senator Monronry. On top of that, I believe you have the institu- 
tional investments which are running at a ratio on the big board of 
about a third of the total holdings now in institutions. How does it 
run in your exchange? 

Mr. McCormick. It would be smaller. 

Senator Monronry. Somewhat smaller ¢ 

Mr. McCormick. Yes. 

Senator Monronery. So you have a relatively diminishing amount 
of stocks, common stocks, moving in free trade, the auction market, 
or whatever you want to call it? 

Mr. McCormick. Actually in terms of number of pieces of paper— 
that is, certificates—there has been a constant increase for many years 
in total outstanding number of shares. On both exchanges. 

Senator Monronry. Well, pieces of paper. That could be (a) a 
new security issue which would mean new investment, or (4) a stock 
split, which does not mean anything except you are cashing a hundred- 
dollar bill for maybe five twenties. 

Mr. McCormick. That is right. As a matter of fact, I just did not 
want you to misunderstand my answer. There is no doubt but what a 
stock split means when you get through you have the same thing you 
had when you started—except you have got an extra piece of paper. 

Senator Monronry. Exactly. So there is no additional investment 
that is occurring in the industry by the stock splits. 

How many new securities have come on the market, or what is the 

value of new securities that have come on the market, in the last year 
in your exchange ? 

Mr. McCormick. I believe that since 1946, when the $48 billion 
have been retained by manufacturing concerns in this country, some- 
thing like $4 billion of new equity financing has been carried out. 

Senator Monronex. Four billion dollars of equity versus $48-billion 
of retained earnings? 

Mr. McCormick. That is correct. 
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Senator Monroney. That is a ratio of about 1 to 14, is it not? 

Mr. McCormick. Approximately so. 

Senator Monroney. So instead of the normal way—and after all, 
the original idea of stocks was to pay out the earnings of the corpora- 
tion to the stockholders. 

Mr. McCormick. Right. 

Senator Monronery. They are now receiving from 50 to 60 percent 
of the earnings and the rest is withheld. 

Mr. McCormick. I would like to point out that those are facts and 
are correct but that the exchanges do not manage corporations. They 
merely provide the markets for the stock. 

Senator Monroney. That is right. But the ultimate effect of more 
and more people and more and more money in the exchanges, hunting 
around for a stock to invest in, is the continued elevation of the 
remaining stock prices, 

Mr. McCormick. Senator, there is no shortage of stocks. There 
is not a shortage of anything at a price. People will not buy stocks 
when they are not satisfied it is a good investment. So there is a limit 
to how far this so-called encroachment can possibly go. If the yield 
and prospective yields are such as to make the securities not attractive, 
you are not going to have buyers, whether we have an MIP plan or 
anything else. 

Senator Monronry. Well, now, are you absolutely certain that up 
to a certain point the continued appreciation of stock prices does not 
tend to blind the investing public to the shortage of dividends or the 
lowering of the ratio of dividends on their dollar? As I understand 
it from the testimony yesterday, just before the crash in 1929 the stocks 
were priced at about 17 times their current earnings. 

Mr. McCormick. Right. 

Senator Monronry. Today they are priced at about 15 times their 
current earnings. And yet both you and Mr. Funston, our witness 
yesterday, see no danger in the stock market. Everyone is happy and 
satisfied because you just wait six months and see another 50 percent 
increase in your capital holdings. 

My question is: By lack of new securities coming in and being used 
used for the expansion that industry is continually making, will not 
this very shortage in itself lead to a continued elevation in the stock 
market until we one day reach a sudden climax and everybody decides 
it is time to get off ? 

Mr. McCormick. Senator, I am an occasional investor, but certainly 
I want certain things from an investment. I want a certain yield. I 
will buy certain stocks because I think they are underpriced based on 
prospective yields. Anybody who doesn’t make at least that rudi- 
mentary analysis ought to have his head examined. You mean just 
because there is a shortage he is going to pay any price in order to get 
into the market? Tome it’s fantastic. 

Senator Monronry. But looking backward on maybe a 50-percent 
gain in capital worth of that stock over 6 or 8 months, are people not 
inclined, as they once were, to forget that the reason for investing in 
stocks is to earn dividends and not speculate on what the price will be 
6 months from now ? 

Mr. McCormick. There isn’t any question but what a number of 
considerations enter into an individual’s investment judgment as to 
whether he is going to buy or not, and certainly one of them is the 
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actual cash dividend he has reason to expect based on his analysis of 
the company, and also the possibility because of the growth potential 
of the company of getting appreciation. He is naturally going to take 
those matters into consideration. But it is not as simple as you put 
it—that you buy the stock and sit back for 6 months and reap a 50 per- 
cent capital gain. There is hardly a day where the various stock 
indexes show increases where there aren’t hundreds of stocks that sell 
down. 

And here again I wish to urge you gentlemen to concentrate on 
finding out whether the Senator’s General Motors is overpriced for 
some reason or du Pont or Singer and Pepperell on our exchange. 
The facts are there. I think the averaging process is a dangerous one. 

Senator Monroney. Well, in urging research on individual stocks, 
as you did this morning, you do not deny, do you, that the general 
upward trend of the market takes a lot of cats and dogs up 50 percent 
where the companies are not paying any dividends and have nothing 
to show that they will in the near future ? 

Mr. McCormick. I do not think that is the case at all. 

Senator Monroney. Some of the stocks I have been watching cer- 
tainly have not shown any earnings. Some have shown less sales. And 
still they go up 50 percent. 

Mr. McCormick. Is that in itself basis for any conclusion? We 
listed a company called Electro Data on the American Stock Exchange 
less than a year ago at I believe something like $6. Last year it lost 
half a million dollars. But the stock now I think is selling at $15. 
Why?! Because they have developed a machine that the people believe 
is a real contribution to the electronics industry. They think even- 
tually it will pay dividends commensurate with the $15 price. I do 
not know. I do not make these evaluations, and no one individual 
does. There are hundreds of people trading Electro Data every day 
on our exchange. And any time it gets too high they are going to 
get hit with all the stock they can eat. 

Senator Monroney. But the evaluations, as I believe you rightfully 
said, do not go only to the dividends then. They go to the prospects 
or the assumed prospects for earnings. I would like to add this 
point—and I think it hide some substance—that the general psychology 
of a rising market seems to have a great deal to do with the advanc> 
of these low-priced stocks. 

Mr. McCormick. I do not think that that is prevalent at all. There 
may be exceptions. 

Senator Monroney. That is all I have. 

The CHamman. Well, in that connection, Mr. McCormick, yester- 
day figures were read here which were taken from the study by the 
New York Stock Exchange, activities on their board, indicating a 
very substantial increase in short-term trading last year, a decrease 
in long-term trading, which would certainly not be consistent to your 
point of view. It would indicate, if I understand anything at all 
about it, that the dominant motive, not investment for income, was 
appreciation, short-term appreciation. And I think that is true. 

Mr. McCormick. Senator, instead of refuting my position it con- 
firms it. 

The Cuamman. How does it? 

Mr. McCormick. The market moves up, and despite the fact that 
it is a short-term situation sellers appear in the market, even those 
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that have bought recently. I generally find it inadvisable to make 
other long-term investments, but I make short-term sales on occasion 
because I figure to me it doesn’t belong any further. I’m a seller. 
And I think that is true of a lot of people in the market. 

These stock exchanges aren’t run in back offices. They are run in 
fishbowls. Every transaction is printed. The volume in every 
stock—— 

The Cuamman. Nobody is at all questioning that. What relevance 
does that have to this question ? 

Mr. McCormick. The point I am trying to make is that when the 
price moves up to a certain point you will find sellers. 

The Cxarman. Well, but this great activity in the last part of 
last year, the increase in margin trading, and the increase in short- 
term trading seem to me to clearly indicate speculation. In fact, Mr. 
Funston I believe very frankly said he thought that is what it indi- 
cated—an increase in the speculative as contrasted with the investment 
participation in the market. There is no question of being indignant 
about it. I am not accusing you of doing it. I am just observing 
about it. He thought that, if I understood him, that is what it 
indicated. 

But on this idea that everyone who participates calculates the in- 
come from the dividends, I just do not agree with you. I think that 
is a rather minor element at the moment. 

Mr. McCormick. If your appraisal is correct, it is most unfortu- 
nate. 

The Cuatrrman. Well, would you not say that was the dominant 
motive in the last 3 or 4 years before 1929? Do you think they were 
buying stocks in 1927 and 1928 for the dividends that they were 
paying ? 

Mr. McCormick. There isn’t the slightest doubt that that was not 
the case in 1929 

The Cuatrman. Of course it was not. 

Mr. McCormick. In my opinion, speculation was rampant in 1929. 

The Cuarrman. Why do you think that human beings have changed 
so completely since 1929, 1928, or 1927? 

Mr. McCormick. For one thing, I do not think you can speculate 
on the terms that you did before. Secondly, in 1929 you had to specu- 
late. Today one of the soundest industries in our country is our public- 
utilities system. In those days you bought public- utilities stocks with- 
out even knowing what companies they owned or where their proper- 
ties were, and you couldn’t do anything about it. If you wanted to 
buy utilities stock, you had to go ahead and buy it blind. You do not 
do that any more today. 

The Cuamman. I suppose the people who bought Pantepec settled 
down and calculated just what the income was from the dividends? 

Mr. McCormick. They did not. 

The Cuamman. Why did they buy? 

Mr. McCormick. They bought Aaa this fellow gave them certain 
news which they thought was bullish. 

The Cuatrman. Well, but the news was it would appreciate, that it 
would go up in price and they could make a killing on the appreciation, 
not the dividends. It is the same thing as the man or whoever-it is 
that circulated the St. Regis letter. He says, “Get rich, double your 
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money.” What does he say? He says, “Double your price quickly.” 

Mr. McCormick. Senator 

The Cuamrman. That is nothing new. I do not want to argue with 
you. I do not want you to take it personally. That is a we: akness of 
human nature; is it not? 

Mr. McCormick. I would not say that the present price of St. Regis 
has been affected substantially by that story. 

The Carman. I do not say that it has. 

Mr. McCormick. But you are implying—— 

The CuarrMan. I say the appeal there is to that desire to double the 
price quickly. 

Mr. McCormick. Oh, the appeal is there certainly. 

The CuamrMan. Do you not agree that every day or nearly every 
day or every so often in recent months it has been either a front- -page 
or second-page story that the stock market hits a new high? That is 
a matter of news to the ordinary fellow who is dri iving a taxi or serving 
asaclerkinastore. It is brought to their attention in a way it has not 
been for 10 years prior to this ‘last year. Is that not true? 

Mr. McCormick. As soon as he reads that, what does he run out 
and buy? 

The Cuatrrman. Anything. As this thing says, “Take the telephone 
and buy from any broker that is there.” That is what he is advising 
them to do. 

Mr. McCormick. I do not think that is true at all. 

The CHarrMan. I say that is what this letter advises. He says, 
“Buy St. Regis common stock from any stock broker listed in the tele- 
phone book.” 

Mr. McCormick. There was at least one market letter the day after 
that came out and recommended the sale of it. I would guess that 
that would generate as much selling as that other did buying. 

The Cxarrman. I am not trying to argue the merits of St. Regis. 
It may be very good. What I am trying to say—and you persist in 
denying it—is that there is a speculative interest. It seems to me it 
is quite high at the moment. And if you take a person who is strug- 
gling along paying ordinary taxes, making an ordinary income or even 
a poor one, as farmers do, it arouses his avarice a little to see day after 
day this tremendous speculative activity in which if he had only 
bought yesterday a hundred shares of General Dynamics it would have 
more than doubled in a few weeks or months. 

Do you not think that naturally affects people? It is nothing new. 
It is just a fact of life, is it not? 

Mr. McCormick. There is no question but what there is always 
speculation in the market, Senator. If that is the point you are trying 
to make, I agree. 

The CHAIRMAN. Not always. There is a high degree of difference. 
It has been far greater in the last year and a half than in the preced- 
ing 10 years. 

Mr. McCormick. You are assuming that a short-term trade is a 
speculative trade, and I am not willing to accept the premise. 

The CHarrman. Well, there was an indication that there was an 
increase in speculation "for appreciation primarily. I don’t know. 
what the significance is. I am not drawing any conclusions. I am 
trying to establish the fact. I thought it was agreed to quite readily 
yesterday by the president of the New York Stock Exchange. Wheth- 
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er we can do or should do anything about it is an entirely different 
matter. I don’t know that you could or should. But we are trying 
to establish the fact that this goes on. If there is any value in these 
hearings, I think it may be at least to present to the public the truth 
of the matter. That is, there is speculation and you have got to be 
careful what you are doing. That is about all. I doubt that there 
is anything that can be done about it, any more than we can do much 
about the proclivity for drinking too much or swearing too much or 
lying too much. There are a lot of things we cannot do anything 
about. I recognize the limitations of government. But, on the other 
hand, we can at least recognize what is really going on. 

I may be wrong. I am ready to admit I may be wrong about the 
stock market and you may be right. But whether or not there is 
increased speculative activity for appreciation is a fact that I think 
we ought to be able to agree upon. [f it is true, it ought to be a warn- 
ing to people who are careless, who are willing to accept and listen to 
letters like this one, from whoever it was, about St. Regis. Or let’s 
take the one you condemned this morning. It would be a great service 
to the people if they could understand that there is no basis or at 
least it is dangerous to follow these tips. And we are ina period where 
it is at least a little more dangerous to purchase things without very 
careful consideration than it was 3 or 4 years ago. 

You are willing to go this far—to say that as the market goes up 
appreciably, say it is up 50 percent, that it is to some slight degree 
more vulnerable than it was before it went up. You will agree to 
that, will you not ¢ 

Mr. McCormick. I won’t make any concession to that at all. 

The Cuarrman. You will not even agree to that ? 

Mr. McCormick. No. 

The CHarrMan. Supposing it goes up triple from what it is. Would 
you say that has nothing to do with its vulnerability ? 

Mr. McCormick. I wouldn’t condemn the level of the market at 
any point unless I appraised the other relative economic indexes. The 
Dow averages may hit 700 or 800—I don’t know. And they may be 
just as healthy at that level as they are today. I have no crystal ball. 
I cannot tell where Dow averages are going or where this economy is 
going to go. 

To get back to your original point, I would be the last to deny that 
there was no speculation in the market. But I do vehemently deny 
that the speculative element in the market today is of the character of 
1929 and consequently this economy faces a dangerous market col- 
lapse followed by an economic debacle. 

The Cuarmman. Supposing it is of the character of 1927 or 1928. 
We sort of agreed yesterday to leave 1929 out. How about 1927 or 
1928. Do you also deny it has no similarity to that period 

Mr. McCormick. What the market was in 1927 to me has no rele- 
vance to what the market is today, absolutely none. 

The Cuarrman. Has anything that has gone on before today any 
relevance in judging the future ? 

Mr. McCormick. What is this? 

The Cuarrman. Do you think any of the things that have gone on 
before either 1929 or 1934 or 1946 have anything to do with what we 
may expect ? 


























Sy 
4 
j 
¢ 
’ 











STOCK MARKET STUDY 181 


Mr. McCormick. The market level or the average of the prices in 
any of those years have absolutely no significance in my opinion as to 
whether the market is high or low today. 

The Cuarrman. What do you think motivated the Federal Reserve 
Board in increasing the margin requirement ? 

Mr. McCormick. If you recall, I thought that it was unnecessary 
for the margins to be increased. 

The CuarrMan. I did not ask you yet what you thought. What do 
vou think motivated the Federal Reserve Board 
’ Mr. McCormick. I think the Federal Reserve Board knew that an 
nerease of 10 percent in margins was not going to affect the use of 
credit in the market overall and that it was used as a psychological 
warning. 

The CuatrMan. Against what? 

Mr. McCormick. Against increasing prices. And I don’t have to 
agree that it was dangerous, that they needed a signal. 

The Cuairman. Well, you would at least admit the Federal Reserve 
Board thought there was some excuse for doing it. You don’t think 
they did what they believed to be a futile thing, do you? 

Mr. McCormick. It may have that net effect, but they did it. 

The Cuairman. W ell, to put it bluntly, you think they were in 
error and did not know what they were doing. Is that what you say? 

Mr. McC ORMICK. I may point out to you that debt in the market 
has increased since, and that all stock market averages have increased 
likewise. 

The CHatrman. Well, why do you cite that—for confirmation or 
not of the judgment—— 

Mr. McCormick. I made the statement that I did not think they 
thought that an increase of 10 percent in margins was going to knock 
the price of stocks down. 

The CuarrMan. Supposing they had increased it 50 percent. Would 
that have made any difference? Are you arguing only about the 
amount or the fact that they increased it at all ? 

Mr. McCormick. In my opinion, if you had a strictly cash market, 
the market level would not be far below where it is now. 

The Cuarrman. Then you would have no objection to them raising 
the requirement to 100 percent? 

Mr. McCormick. I certainly would. 

The Caatrman. Why would you? 

Mr. McCormick. I see no point to it. 

The Cuatrman. Why would it not be a matter of indifference to 
you if it would not affect the market ? 

Mr. McCormick. There are many people that would have bought 
for cash that did buy on credit. Asa matter of fact, it is not un- 
reasonable, if you can buy on 50 percent margin, even though you can 
pay 100, to leave the $100 in the bank. TI think a lot of transactions 

that are executed on a credit basis would have been bought on cash. 

The Cuarrman. Do you think this very widely publicized increase 
in uranium stocks is any evidence of speculation ¢ 

Mr. McCormicx. I think it is. 

The Cuamrman. Has that been of major proportions ? 

Mr. McCormick. Yes. Of course, not as far as I personally am con- 
cerned, because we have only one uranium stock listed and traded on 
the American Stock Exchange. 
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The Cnatrman. But it is evidence, you believe, of speculative fever 
that has grown up in these months. 

Mr. McCormick. There is no doubt about that. I think horse-race 
betting last year was at a new alltime high, too. 

The Cuarrman. Well, I think you are right. And I think that the 
two may be related. I think there is a spirit of venture—one inspires 
the other. If you make a lot of money on the American Stock Ex- 
change, you are sort of inclined to go out and take a chance on the 
horses, are you not ? 

Mr. McCormick. I’m too busy, sir. 

The Cuamman. There is this advantage in betting on horses. The 
Internal Revenue Service cannot check up as easily on that as on the 
American Stock Exchange. 

Mr. McCormick. Well, that’s an angle. 

The Crarrman. I have noticed in recent reports that a number of 
companies seem to report substantially higher earnings on smaller 
volumes during 1954. Can you give any explanation of that? 

Mr. McCormick. I think in all probability, Senator, the major fac 
tor was the repeal of the excess-profits tax. 

The CHarmman. Do you happen to know what percentage of the 
companies on your Exchange were subject to the excess-profits tax ? 

Mr. McCormick. I would say it was large. I do not know the figure. 

The Cuarrman. I wonder if any study has been made. Would you 

say as many as half of them? 

Mr. McCormick. My guess would be that is true, yes. Iam familiar 
with and have seen long lists of companies that were selected to be 
principal beneficiaries from the repeal of the excess-profits tax. 

The CHarrMan. Well, does the fact that so many of them report 
a smaller volume of business disturb you at all about the health of 
the economy ? 

Mr. McCormick. I don’t think it is a good sign, no. 

The Carman. You don’t what? 

Mr. McCormick. I do not believe it is a good sign, no. 

The Cramrman. There is another characteristic of some of the com- 
panies I have noticed recently. One, I believe, was Northrup Aircraft, 
which, I think, is a manufacturer of aircraft—do you know anything 
about it? 

Mr. McCormick. It is on the New York Stock Exchange. I am not 
too familiar with the details of the company, no. 

The CHarrman. Well, it sells almost Rastaet path to the Government, 
does it not ? 

Mr. McCormick. I believe that is probably true of most airline com- 
panies. 

The Cuarrman, Itisnotanairline. Itis a manufacturer. 

Mr. McCormick. I beg your pardon—airplane manufacturers. 

The Cuatrman. Very “few of them have any civilian business, out- 
side of Douglas, Boeing, Lockheed, and Consolidated. 

Mr. McCormick. I think that is correct. 

The Cuarrman. They take care of most of the civilian business, do 
they not? 

Mr. McCormick. That is correct. 

The Cuatrman. Does it mean anything to you to see their profits 
increase 3, 4, 5 times over what they were the year before ? 
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Mr. McCormick. Are you asking me if the Government should 
renegotiate the contracts ! 

The CuarrmMan. That is what I was leading up to. Do you believe 
in renegotiation of contracts with the Government ? 

Mr. McCormick. I do not believe the Government should pay more 
than a fair price for the products they buy. 

The CuarrmMan. Would you advocate the reenactment of the renego- 
tiation legislation for Government contracts ? 

Mr. McCormick. I see no reason why it should not be in the event 


that there 


are indications that the company is making excessive profits 


on Government contracts. 

The CuarrMan. Well, is Glenn Martin on your exchange or not? 

Mr. McCormick. Unfortunately not. 

The Cuarrman. You know a little about its history. 

Mr. McCormick. I am familiar with it. 

The CHarrman. To me, as a layman, it indicates their business is 
very profitable. You know what happened to their stock. 

Mr. McCormick. I do. 

The Cuatrman. I have no objection to stock going up. On the other 
hand, as a taxpayer, I object to the Government paying too much for 
what it buys. Wouldn’t you? 

Mr. McCormick. I don’t know whether they are paying Glenn 
Martin too much. 

The Cuarmman. I do not, either. But do you not think that the 
protection is a good renegotiated contract 

Mr. McCormick. I would be surprised if Government contracts are 
being given to Martin without some analysis of what it is costing them 
to produce the plane. 

The Cuarrman. Well, I know nothing about it. Attention is drawn 
to those companies when we see the stock reports. If I recall correctly, 
I saw a report some time ago on Northrup. I think it said there was a 
483 percent increase in its profits. I do not recall whether it was for 
the last quarter or for the last year—over the prior similar period. 
You know how those are made. And I do not have anything against 


Northrup. 


I know very little about it. That just caught my eye. 


They seem to be doing a good job in converting their income into 
profits, which is all very well. Although I think ; you will agree that 
the Government should not be the butt of that kind of activ ity, if it 
is out of line, 

Mr. McCormick. There is no question about it. First, we are all 


citizens. 


You are our legislators. And the prime concern of this 


country at the moment is proper defense. I do not think there should 
be any milking of the Government in order to provide that necessary 


defense. 


The Cuarrman. Then we could expect your support for a renegotia- 
tion bill, I take it. 

Mr. McCormick. If you can prove to me there are indications that 
the charges are too high, yes. 

The Cuamman. Now, we started on the specialists. That is a rather 
technical subject. I only wanted the record to be complete about the 
activities and the role of the “ae You described in a rather 


limited manner what the specia 


ist did, but I do not believe we went 


beyond that. Just asa matter of information to the Senate, are special- 
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ists, or the information which they have regarding the current state of 
the market under your rules, considered confidential # 

Mr. McCormick. Yes. 

The Cuatrman. Are they prohibited from showing any other mem- 
bers that information ¢ 

Mr. McCormick. No one can ascertain or is permitted to ascertain 
the condition of the book, and the specialist is prohibited from making 
that known to anyone, other than the then current bid and offer and 
size of the market. 

‘The Cuarrman. Is there any penalty if they do/ 

Mr. McCormick. I would say that if the book was disclosed and we 
had evidence of it, we would expel the member. 

The Cuarrman. That information would be valuable to any other 
broker or floor trader, would it ? 

Mr. McCormick. It would be valuable and dangerous in the hands 
of others. 

The Cuarrman. How would it be? Just describe it for the record. 
How would it be helpful to anybody else ? 

Mr. McCormick. Well, they would know the preponderance of 
whether the book was heavily loaded with sales or purchases and the 
extent of the then participation in the market away from the last 
transaction. And naturally they could take advantage of going on the 
right side of the market, so to speak, as disclosed by the book. 

The Cuarrman. The specialist, however, can quite legitimately, as | 
understand it, use that information for his own account. 

Mr. McCormick. That is because he has not complete freedom of 
trading as would be the case if the information fell into the hands of 
others. 

The Cuarrman, I remember you devoted some attention to describ- 
ing that, but it escapes me a little. I wonder if you would make it a 
little clearer for the record, just what the regulation and prohibition 
is upon the specialist in so far as using this ‘information for his own 
account. 

Mr. McCormick. Under the rules of the Securities and Exchange 
Commission, and under the rules of all exchanges, a specialist may 
participate in the market only to the extent necessary to maintain close 
and continuous markets. He cannot buy any more or sell any more 
than is necessary to maintain such quotations and continuity of trans- 
actions. Consequently, he does not have the freedom that a person 
who did not have those obligations placed upon him by the government 
and by the exchange has. 

The Crarrman. Has any specialist on your exchange ever been dis- 
ciplined for violating that rule? 

Mr. McCormick. Yes, a number of times. Are you speaking of dis- 
closure ? 

The CuHatrman. No—of the point you just made about using this in- 
formation to trade in his own account. 

Mr. McCormick. No, we have had no instance of that. I thought. 
Senator, when you followed up my last statement, that you referred 
to the question of whether or not disciplinary action had been taken 
against a specialist for failure to perform their required function, that 
is, to maintain close and continuous market. There have been situa- 
tions where specialists have been required to pay to public customers 
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a differential. There have been situations where members have been 
fined substantially. 

The Cuarrman. Now, where a specialist has used this information 
which he comes by by virtue of keeping the book to trade on his own 
account and has, of course, made a profit, we will assume, has he been 
disciplined for that by the exchange? I am excluding the case where 
the market is too broad. I think you have a general rule that it may 
not be above five percent, is it ? 

Mr. McCormick. No. I think you are thinking of the over-the- 
counter market, Senator. 

The CuatrMan. That is right. Iamsorry. It is hard to keep these 
straight. I was wondering if any specialist has ever violated this rule 
which you say keeps him from using this information to his own 
advantage. 

Mr. McCormick. To our knowledge, that rule has never been vio- 
lated. We have never had a case where it was necessary to discipline 
specialists for disclosure of the book. 

The CuarrMan. Isthat because you have no way of knowing whether 
he uses it for his own advantage or not ? 

Mr. McCormick. The question of deception and thievery is, in my 
opinion, less likely in a situation such as you describe for the simple 
reason that. his whole livelihood depends on his retaining a member- 
ship on the stock exchange, and a violation of that rule would deprive 
him of his livelihood. 

The CuarrmMan. It certainly is not thievery, as I understand it. It 
is simply how he buys and sells, what his motives are when he does it. 

Mr. McCormick. Anybody that takes graft or a bribe or anything 
of that sort is in the same position. I think such action is difficult to 
go unapprehended, and I think it would be on the exchange. 

The Cuarrman. I am certainly not thinking of bribing or graft. I 
was thinking merely of the specialist who bought stocks on his own 
account, which he is perfectly entitled to do. The question really 
hinges around the motive in doing it, does it not? 

Mr. McCormick. The point I make is he cannot trade for his 
account except within certain limits, and his participation in the 
market must be reported to the exchange and is reported to the SEC. 
The SEC publishes that and makes it a matter of public record. It 
is very easy for us to tell whether the specialist is buying or selling 
beyond the limits necessary to maintain markets. 

The Cuarmman. Now I think we are getting down to what I was 
trying to get at. How do you know whether he is trading in order to 
keep a continuous market or whether he is trading to make a profit 
for himself? What is the distinction ? 

Mr. McCormick. He must report to us every time he takes a posi- 
tion, so that we know whether or not he had any right to go into the 
market. 

The CHatrman. Your description of the Pantepec situation, the 
meeting you had before the specialist took the position—is that why 
you did that, in order that everybody knew what was going on? 

Mr. McCormick. That is the usual procedure, yes. 

The Cuarrman. And every sale or purchase that a specialist makes 
for his own account is reported to you. 

Mr. McCormick. That is right. 
The Cuarrman. Accounts are kept of all of those trades. 
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Mr. McCormick. That isright. And at any time when the specialist 
has any doubt as to whether it is appropriate for him to buy or sell aa 
stock, if there is the slightest doubt oon it, he must consult the floor 
governors. 

The Cuatrman. The proof of whether or not he traded properly, 
according to your rule, is the state of the market and of the book. 

Mr. McCormick. That is right. 

The CuarrmMan. Relative to the purchases he made. And you or 


other people are informed about such matters and can tell that from 
observing the book. 


Mr. McCormick. That is correct. 

The Cuatrman. And how long has the rule been in effect prohibiting s 
any trading for his own benefit ¢ 

Mr. McCormick. In 1937, in consultation with the Securities and 
Exchange Commission, a Mr. Saperstein, who was with the SEC at 
that time, devised a set of rules for the specialists that have been in 
effect since 1937. 

The Cuatrman. Are these rules the rules of the exchange or the 
SEC ? 

Mr. McCormick. Both. 

The Cuatrman. Senator Monroney, have you any questions? 

Senator Monroney. I believe you and Mr. Funston both testified ‘ 
that about one-third of all your stock issues are held by institutional 
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investors. Yours was a little smaller, I think. : 

Mr. McCormick. I do not believe he said that one-third was held: } 
rather that in recent markets, a third of the volume, I believe he said, ’ 
had been provided by institutions. 3 


Senator Monronery. As I remember, his figure, in taking the total 
amount of outstanding securities, the numbers held by institutional 
investors came out at about $68 or $67 billion, which was apparently 
one-third of the outstanding value of all stocks. 

Mr. McCormick. That may be the case, Senator, but I frankly do ? 
not recall that statement having been made. 

Senator Monronery. You have no figure for your exchange? 

Mr. McCormick. No. 


Senator Monronery. There is a considerable amount of securities 


that are bought on your exchange, as well as on the New York Stock i 
Exchange, by institutional purchasers. , 
Mr. McCormick. There is no doubt but what institutions are heavy a 
buyers of such stocks as Humble, Pepperell, Imperial Oil, Singer. 4 
Senator Monroney. I think he also said about $2 billion, as T recall, 4 
of the annual issues were taken up by these institutional bodies. 
Mr. McCormick. I think if you include debt issues, that figure 4 
PRE ° 
Senator Monroney. You mean your preferred stocks and bonds? ¢ 
Mr. McCormick. You are talking about original issues now? : 
Senator Monroney. As I recall, he was merely mentioning about $2 4 
billion a year that was absorbed by institutional buying. é 


Mr. McCormick. That is possible, if you are referring to their 
absorption of securities in the market. I misunderstood you. I 
thought you referred to new equity and funded debt issues. 

Senator Monroney. No— purchase orders. 
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Mr. McCormick. That sounds reasonable. I cannot be sure about it. 

Senator Monroney. Also, your testimony is that it was about 31% 
times the equity financing, represented by bank financing. 

Mr. McCormick. The debt financing was about 31% times s the equity. 

Senator Monrongy. Now, would that include or exclude the pre- 
ferred stocks and bond issues ? 

Mr. McCormick. I would believe that a greater proportion of the 
debt securities would go to institutional buyers. As a matter of fact, 
insurance companies and banks are very heavy buyers of new issues 

of corporate debt. 

Senator Monroney. What I am trying to get is this 314 times the 
equity values—would that be represented by issues of de bt or would 
it be re presented by direct bank financing ? 

Mr. McCormick. That would be represented directly by mortgage 
bonds and debentures sold to the public or institutions. 

Senator Monroney. Or it ad be just loaned by the banks to the 
corporations % 

Mr. McCormick. That ordinarily takes the form of some debenture 
or mortgage, even though it is privately placed with institutions. In 
other words, unless they offer it generally, it is considered a private 
placement, and, of course, there is some legal document, generally tak- 
ing the form of a mortgage bond or debenture that is given to the 
institution that takes those securities. In other words, it is not an 
open account, 

Senator Monronry. Assume that there is a third or more of all 
of the securities that are held by institutional buyers, or the buyers 
of debentures and things of that kind; and assume also your state- 
ment of a moment ago that when the prices go up to a certain point, 
you will find sellers. The point I am making, and what I would like 
to ask you about is the fact that this large mass of securities is held 
by institutional buyers who are closely associated in normal intercourse 
of daily life. Would it lead to a control of the market, you might say, 
if at some point this vast group, who are rather closely assoc iated in 
social contact, decided in their clubs and other places that the market 
is just high enough, will you find an exodus from the market by these 
holders of such a large percentage of the outstanding securities? 

Mr. McCormick. If there were a conspiracy or an action in 
concert—— 

Senator Monronery. I do not mean a conspiracy. I am just talking 
about the general wave of feeling. These men are all of common 
knowledge, they are experts and qualified in this. And the more expert 
they are, perhaps the more they will see as one a certain point w kare 
they might decide they have reached the point that you mentioned 
awhile ago; that when the price gets high enough, when the price goes 
up to a certain point, you will find sellers. 

Mr. McCormick. There is no doubt but what these managers of 
these large institutions are very capable investment analysts. At such 

time as they find it desirable to sell, they will sell. I would find it, 
( coat vinly under normal circumstances, rather surprising and shoc king 

hat if after a block of stock hit the market and knocked it down, that 
the others would follow it up and knock it down further. In other ’ 
words, when it has gone down to a certain point, I would say that their 
60650—55——18 
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inclination would be to hold. In other words, it would be the height of 
folly to take a stock and knock it down 20 points as you rush to get out. 

Senator Monroney. In other words, you still feel that even though 
this is rather a concentrated holding, there is stability rather than 
instability in the institutional investors. 

Mr. McCormick. Insofar as the markets as we have known them in 
recent years, I would say that is correct. 

Incidentally, there is no secret about the holdings or the transactions 
of these investment companies. As a matter of fact, daily you can 
get the portfolio makeup of every one of the open-end investment 
trusts, and several of the investment banking houses put out a sum- 
mary of the ins and outs of the major investment companies, I believe, 
monthly. 

Senator Monroney. Do they move in and out very much? 

Mr. McCormick. Oh, yes, they do, in large blocks, too. 

Senator Monroney. That isall I have. 

The Cuarreman. I have 1 or 2 more questions. In terms of the 
statutory obligations to disclose their financial condition to comply 
with the proxy rule of the Securities and Exchange Commission, and 
in terms of whether the officers, directors, and large stockholders are 
subject to restrictions in their trading activities in their company 
stocks, are both the listed and unlisted companies liable ? 

Mr. McCormick. No, they are not. 

The CuatrMan. What is the difference ? 

Mr. McCormick. The proxy requirements, insider trading and 
reporting requirements apply only to fully listed companies. The 
Congress, in 1934, had to make the judgment, as I explained earlier 
in the day, as to whether or not they would take the stocks that we 
trade on our exchange on an unlisted basis and put them over the 
counter. In evaluating the situation, they thought 1t was in the public 
interest to allow them to continue on the basis upon which we had 
formerly traded them. 

The Cuatrman. Then the unlisted companies on your exchange are 
just like companies whose securities are sold in over-the-counter 
markets. 

Mr. McCormick. Insofar as those three requirements are concerned, 
yes. But every transaction is still printed within 30 seconds of its 
execution. 

The Cruarrman. Do you believe large, publicly held companies 
should all be subject to the same disclosure proxy and insider trading 
rules as those which are listed on an exchange ? 

Mr. McCormick. When I was a Commissioner of the SEC, Sen- 
ator Frear of this committee proposed what was known as the Frear 
bill, doing substantially that, requiring the equivalent information 
requirements supplied by all publicly held companies, measured by 
whether or not they had 300 stockholders, plus $3 million worth of 
assets. My recollection is that every segment of the securities industry 
appeared before Senator Frear and endorsed the bill. 

The Cuatrman. Why could not you, as president of the exchange, 
insist that these unlisted companies comply with these provisions? 

Mr. McCormicx. I am now faced with the same very serious prob- 
lem that faced the Congress in 1934—whether on failure on their part 
to agree to these requirements it would be in the public interest to 
throw them off the exchange. 
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The CuarrMan. Well, what do you think? 

Mr. McCormick. I think very definitely that the public benefits in 
an exchange market are so great that it would be not in the public 
interest to take them off. 

The CuarmMan. What was the reason why that bill did not go 
through if everybody was in favor of it ? 

Mr. McCormick. I think, Senator, that it was approximately the 
time of the Korean situation, it was a time of national stress, as I 
recall it, and other matters in the hands of Congress were deemed 
far more important. 

The CuarrmMan. Not because of opposition, as far as you know, but 
just because of inaction. 

' Mr. McCormick. There were sporadic or miscellaneous groups that 
came in and opposed it, but I do not think that was the reason that this 
committee pigeonholed it. 

The Cuatrman. Mr. McCormick, I appreciate very much your pa- 
tience with the committee. I hope you understand that it is very hard 
for us to learn about strange and new activities, and that you do not 
take in any respect personally any of our persistence in one line or 
another. You were very gracious to come down and give your time 
for the information of the committee, and we hope we will meet again 
sometime. 

Thank you very much. 

(The following was received for the record :) 


STATEMENT OF C. H. MurpHy, JR., PRESIDENT, AMUREX OIL DEVELOPMENT Co. 


My name is C. H. Murphy, Jr., and I reside at El Dorado, Ark. I am president, 
of Amurex Oil Development Co., a Delaware corporation, and have held that 
office since the incorporation of the company in November 1951. 

On Mareh 4, 1955, Mr. Edward T. McCormick, president of the American 
Stock Exchange, testified before the United States Senate Committee on Banking 
and Currency in connection with its stock market study. In the course of his 
testimony the following questions which were propounded to Mr. McCormick 
and his answers thereto appear in the official transcript of the hearing: 

Transcript 351-358 : 

“The CHAIRMAN. Do you remember a case of Amurex Oil on April 27, 1953? 

“Mr. McCormick. Very distinctly. 

“The CHAIRMAN, Can you describe that for the benefit of the committee? 

“Mr. McCormick. Well, Amurex is an American company with oil properties 
n Canada. Twice Amurex was mentioned by the same commentator. I do 
not recall the exact increase the first increase, but my guess or my recollection 
was that it opened up after his comments some two or three dollars. The 
second time, as I recall, the stock closed at approximately $16 and opened the 
following Monday at something in excess of $20. Those are roughly the figures 
involved. Furthermore, if my memory is correct, the stock is selling for around 
SS now. It closed at $9. After the second comment it opened, as I say, in excess 
of $20. 

“The CHAIRMAN. Was this the same commentator? 

“Mr. McCormick. It was the same commentator. 

“The CHAIRMAN. I misunderstood you a moment ago. I think, in a response to 
a question by the Senator from Maine that in all cases this commentator’s tips 
have been based on facts, that there was nothing wrong about them, and so on. 
Do you feel that is true about Amurex, too? 

“Mr. McCorMick. So far as I know, that was accurate, yes. 

“The CHAIRMAN. According to my information, that delayed opening on April 
~7 resulted in an advance of 6% points. 

“Mr. McCormick, I think that is correct. 

“The CHAIRMAN. And this increased the valuation of the outstanding stock 
by over $3.5 million, and a large percentage of this gain was wiped out when 
Amurex itself denied the rumor put out on it. That does not quite square with 
your view that everything he says is on the level. 
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“Mr. McCormick. I do not have the transcript of that particular broadcast. 
I do have the one of the Pantepec situation. As you pointed out, it has been 
some time ago. My recollection was that the statement was made that there 
had been additional discoveries on their properties in Canada. I do not believe 
they mentioned the number of wells, but as I recall they indicated that there had 
been additional production discovered. My investigation indicates that shortly 
before that there had been additional discoveries. As a matter of fact, I 
thought it was common knowledge.” 

Mr. McCormick was apparently referring to a radio broadcast made by Mr. 
Walter Winchell, a commentator, over the network of the American Broadcasting 
Co., on April 26, 1958. According to American Broadcasting Co., Mr. Winchell’s 
statement was as follows: “Wyoming State Tribune—My newest paper along 
the syndicate. I recently reported the biggest oil strike in North American 
history. It may be confirmed tomorrow by the Amurex Development Co. The 
strike is in Alberta. It may dwarf the biggest one in the world in Arabia.” 

On the next morning, Monday, April 27, 1958, as a result of that broadcast, the 
Amurex management was deluged with inquiries, and to allay undue optimism 
on the part of Amurex shareholders and to discourage unwarranted speculation 
in Amurex stock, Mr. Paul G. Blazer, then chairman of the board of directors, 
speaking for himself and for me as president of the company, released the 
following statement to the Dow-Jones News Service: 

“Although the company has been successful in what we believe to be one good 
oil field in Canada and the possibility of another one, nothing in the findings of 
the company to date supports information given on a recent radio broadcast.” 

This statement was released since the best of the management’s knowledge and 
belief nothing had occurred in the affairs of the company that could be even 
remotely interpreted as lending any support to Mr. Winchell’s statement and 
it appeared imperative that the company disassociate itself as soon as possible 
from any such claim in order to prevent investors from acting on that state- 
ment to their possible detriment. 

In my letter to stockholders of Amurex, published as a part of the company’s 
annual report in November 1953, I stated: “In the year just past the oil and 
gas reservoir which was discovered about a year ago underwent develop- 
ment * * *” 

The development of the oil and gas reservoir referred to was the one in the 
Cessford area in southeast Alberta Province, where the company made an oi! 
discovery in August 1952, and where it had drilled, to April 27, 1953, 12 wells, 
10 of which were producers of oil and in which wells the company owns a 35 
percent interest. 

The following additional quotation from my letter to stockholders of Amurex 
included in the 1953 annual report is pertinent. “Present estimates of the Cess 
ford Field reserves are modest, but the wells are considered profitable because 
of their shallow depth and relatively low completion costs.” Subsequent de 
velopments in the Cessford area have confirmed the accuracy of that statement 
with respect to reserves. 

In May, 1953, in the Denhart area of Alberta Province, Amurex completed 
a well as a dual producer of gas and oil. The wells which have been drilled to 
date in the Denhart area have proved it is a gas producing area with insignificant 
oil reserves. 

Amurex started operations in Canada about 3 years ago and it is proud 
of the 2.5 million barrels of oil that it has proven or has in sight, and of its 
56 billion feet of gas, but it is important to invite the attention of the committee 
to the following facts: 

(a) The larger oil fields of Arabia contain reserves of 10 billion barrels or 
more ; 

(b) All of Canada now has proven some 8 billion barrels of reserves (Oil and 
Gas Journal, December 27, 1954): 

(ec) Amurex was, in April 1953, and still is a small part of the entire industry 
in Canada. 

It is submitted that Mr. Winchell’s report of the possible confirmation by 
Amurex of the “biggest oil strike in North American history” and that “it may 
dwarf the biggest one in the world in Arabia” was not supported by the facts 
as they existed at the time of the broadcast or subsequently. 

Examined in the light of this factual information, it is submitted that Mr. 
McCormick was in error at least concerning Amurex when he replied that “So 
far as I know that was accurate, yes” in response to a question by the Senator 
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from Maine that in all cases Mr. Winchell’s tips have been based on facts and 
that there was nothing wrong about them. 

In the course of his testimony the chairman inquired of Mr. McCormick as 
to whether those who followed Mr. Winchell’s tip on Amurex lost 2 million in 
an hour and a half. ‘The official transcript of the hearing is as follows: 

Transcript 355: 

“The CHAIRMAN, Is it fair say that those who followed his tip on Amurex 
ost $2 million in an hour and a half? 

“Mr. McCormick. There is no doubt about it.” 

It is difficult to understand this statement or reconcile it with the fact that 
the records of the American Stock Exchange reflect that there were only some 
67,000 shares of Amurex stock traded on April 27, 1953, and if it were assumed 
that all of these shares were purchased at the high of the day of 20% and sold 
at the low of the day of 1654, which assumption is unrealistic, the maximum 
possible loss could not have exceeded some $285,000. The only way that the 
statements attributed to the chairman and Mr. McCormick can be fitted into a 
$2 million figure is by multiplying all of Amurex’s shares then outstanding, which 
was 500,000, by 4, which was approximately the number of points between the 
high and the low quotations of April 27, 1953. 

It is requested that the foregoing statement be read into the record of the 
proceedings by the chairman of the committee. 

Respectfully submitted. 
©. H. Murpry, Jr. 


The CHatrMan. The committee is recessed until Monday at 10 
o'clock in the morning when we will have representatives of the Mid- 
west Stock Exchange and the San Francisco Stock Exchange. 

(Whereupon, at 4:00 o’clock p. m., the hearing was recessed to re- 
convene at 10: 00 o’clock a. m., Monday, March 7, 1955.) 
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MONDAY, MARCH 7, 1955 


Unirep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 

Present: Senators Fulbright, Sparkman, Frear, Lehman, Mon- 
roney, Ives, Bush, and Payne. 

Also present: Robert A. Wallace, staff director of the committee. 

The CuarrmMan. Will the committee come to order, please. 

This morning we have Mr. James E. Day, president of the Midwest 
Stock Exchange. 

Mr. Day, we welcome you and appreciate your coming before the 
committee. You have already submitted a statement to the committee, 
and if you care to, you may summarize that now in your own way. 
Start right in if you would like to. 


STATEMENTS OF JAMES E. DAY, PRESIDENT, AND JESS HALSTED. 
COUNSEL, MIDWEST STOCK EXCHANGE 


Mr. Day. Thank you. 

If I may, Senator, I would like to introduce my counsel. 

The Carman. Yes. 

Mr. Day. This is Mr. Halsted. He was 

The CuatrMan. Is he counsel of the Midwest Exchange? 

Mr. Day. That isright. He was with the Chicago Stock Exchange 
for many years as its manager. 

[ would like to summarize just verbally. 

The Caarmman. You can a it either way you want. You can either 
read it or summarize it. Suit yourself. 

Mr. Day. I will just summarize it then, Senator. 

Our exchange might be termed a new organization, in that we were 
formed about 5 years ago through a consolidation of the Cleveland, 
Minneapolis-St. Paul, St. Louis, and Chicago Stock Exchanges. 
These exchanges that came into the consolidation were all old, estab- 
lished exchanges in the neighborhood of 70 years of age. They came 
into our consolidation for very practical reasons, we believe. They 
were all operating in the black at the time and probably could have 
so operated indefinitely. 

The main reason they came in was the lack of material for new 
listings and to get under one overhead. We thought we could operate 
better in that fashion. We believe that we have proved it. 

Our exchange now has some 400 members. Last year we traded in 
19,500,000 shares of stock with an aggregate value of $680 million. 
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We have what might be termed two categories of securities that 
trade on our exchange—the so-called dual issues, that is, those that 
are traded on the New York Stock Exchange and other exchanges. 
and our local issues where we make the sole market. 

The share volume was diveded last year as follows: We handled 8.7 
million shares in these dual issues in round lots, and some 5.7 million 
in these dual issues in odd lots. Our local issue total was about 4.5 
million. 

We, of course, operate under the same regulations as all exchanges 
and have our own rules. We check up on our members through ques- 
tionnaires and actual house audits. 

That is a brief outline of the operation of our exchange. 

My statement also includes the query that was put to me about pres- 
ent market levels of stock. I have briefly outlined my thought that a 
generalization in talking about the stock market is one of the things 
that might well be fallacious in that the Dow-Jones averages only in- 
clude about 30 stocks. The Standard & Poor’s is much broader, 
some 480. However, it is my conviction that you should not judge 
stock market levels as you do a market in wheat and corn or cotton be- 
cause it is not one unit. It is a number of stocks. And I think that 
you have to take a broad view of it. 

I think the Dow-Jones averages and Standard & Poor’s are quite 
important. In fact, I think they are quite valuable, particularly to 
the people in the business. They are a guide as to the trend and I 
would say quite valuable to our industry. 

I think that would briefly summarize my statement, Senator. 

The Cuatrman. Well, thank you very much, Mr. Day. Your full 
statement will be inserted in the record at the end of your remarks. 

We have a few questions that we hope will elicit some further in- 
formation of interest. 

I am not sure whether you were here when Mr. Funston testified or 
not. 

Mr. Day. Yes, I was. 

The CuatrmMan. You may recall that he testified that approximately 
85 percent of the transactions in securities listed on both regional 
exchanges and the New York exchanges are executed on the New York 
Stock Exchange. In addition, I notice that in dollar volume of trad- 
ing the 2 New York exchanges account for over 95 percent of all 
trading. 

Why do you think there is such a concentration in New York, on the 
New York exchanges? 

Mr. Day. Well, I would say basically there were two reasons. They 
got a head start. That section of the country was built up before our 
section. They do a mighty fine job of running markets. I think it 
would be due to the fact that money has concentrated there, wealth 
has built up there because of its age, and because over the years they 
have run two very fine market places. 

The Cuarrman. Do you feel that the New York Stock Exchange 
enjoys a monopoly which is dangerous? 

Mr. Day. Well, I am very jealous of all the business they do, Mr. 
Chairman. That I can assure you. But I certainly do not consider 
it a monopoly for this reason: That as long as we are able to deal in 
the stock that they deal in and we can providing there are security 
listings—and a very fine means has been provided by the Securities 
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and Exchange Commission for applying for what we call unlisted 
trading privileges—as long as we can deal in those stocks, I cannot see 
juestion of monopoly. It1s up to us to get bigger. 

The CuarrMan. Is there any competition between the New York 


stock exchanges and the regional exchanges in the commissions which 
their members charge? 


Mr. Day. There is not with us. 

The CHarrman. Are the commissions about the same? Do you 
charge for the sale of stock as they do on the New York Stock Ex- 
change? 

Mr. Day. Our commissions are the same as the New York Stock 
Exchange but not the Curb. 

I beg % your pardon. I should be fined 25 cents. It is the American 
Stock Exchange. 

The Cuarmman. The American? 

Mr. Day. Yes, sir. 

The CHarrman. Your members charge the same commissions as 
the—— 

Mr. Day. As the New York Stock Exchange. 

The Cuarrman. The New York Stock Exchange? 

Mr. Day. Yes. 

The Cuarrman. Can the New York Stock Exchange take advantage 
of the regional exchanges by lowering its commission to such an extent 
that it would force them out of business? 

Mr. Day. I do not think it could because I think we would lower 
ours too. 

The CuarrMan. Well, then, you do have the same commissions? 
That is your objective? 

Mr. Day. Well, we have to compete, Mr. Chairman. 

The Cuatrman. I do not quite understand. If you compete, why 
do you not lower yours in order to attract business? I understood you 
to say you have the same. 

Mr. Day. Wedohavethesame. That isright. 

The Cuarrman. Why do you not lower it and attract more business? 

Mr. Day. Well, we do not think we might necessarily attract enough 
business to make up for what we would | lose in the amount of money 
that should be charged for the services. 

The Carman. Do you not believe 

Mr. Day. We have had the same increase in overhead that New York 
has had. 

The CuatrmMan. Do you not believe in the competitive system and 
that you ought to do it low and at as cheap a price as you can in order 
to get more Saiathe-atp give more service ‘ 

Mr. Day. I certainly do, and if we could lower them and still pay 
for our services and make a profit we would sure do it. 

The Cuatrman. I understood that that was not your objective. You 
keep the same commissions all the time. Surely your costs cannot be 
exactly, identically the same as New York. 

Mr. Day. Well, if I understood you now, Senator, you said my 
“objective.” Our objective is to try to beat New York wherever we 
can. Lf we could lower these commissions and come out profitably, we 
certainly would do it. 

The Cuarrman. Well, I just wondered whether you really believed 
in competition or not. 
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Mr. Day. Certainly we believe in competition. 

The Cuarrman. A great many people profess to, but their actions 
do not bear that out. You have noticed that in business, have you not? 

Mr. Day. Oh, certainly. 

The Carman. When should a security be sold on an exchange 
market from the standpoint of first the public investor, the issuer of 
the security, and the broker? 

Mr. Day. Do you mind repeating that ? 

The Cuarrman. When should a security be sold on an exchange 
market from the standpoint of (a) the public investor, (4) the issuer 
of the security, and (c) the broker? I was informed you had made a 
study of that problem. I wondered how you could develop it. 

Mr. Day. Well, we did make a study of that, Mr. Chairman. How- 
ever, in the study that we put out we tried to make it quite clear that 
we did not think this study answered all the questions. We urged 
everybody reading it to make studies of their own, because we thought 
it would be very ‘inter resting and worth while to study what actu: ally 
made a market in securities. 

Briefly, we found that there are better markets for certain types of 
securities. As to the security that has sufficient stock in the hands of 
the public—by that I mean, or at least we said, the outstanding stock 
less officers’, directors’, and 10 percent holders as they did not turn 
too often—if you had sufficient stock in the hands of the public to allow 
a complete national distribution, then certainly the New York Stock 
Exchange is the best market—as much as I hate to admit it. 

The American Stock Exchange also has substantial national dis- 
tribution. They have members all over the country 

Ours is a localized market, and therefore we believe—and our studies 
we thought showed—that where you have a local situation you have 
as good a market if not better in the locale in which that security is 
traded, where there is a limited amount of distribution, whether it be 
San Francisco or the Midwest. 

We also believe that we proved the point that as far as these dual 
issues are concerned that you needed a substantial amount of stock in 
the hands of the public before two markets should be made in them. 

In other words, coming back to your point of competition, we think 
it is good to have competition in these stocks providing there is enough 
distribution. 

If I may be elementary for my own purpose here, we think 
it is a good idea to have two gas stations on the same corner if the 
traffic warrants it. 

The Cuatrrman. My first 10 minutes is up. I will desist, although 
I have some more questions I will return to later. I will yield 10 min- 
utes to the senior Senator from New York. 

Senator Ives. I do not know that I will take 10 minutes, Mr. Chair- 
man. 

The Cuarrman. As long as you like. 

Senator Ives. Mr. Day, your exchange in Chicago is the third larg- 
est in the country, is it not? 

Mr. Day. I believe that is correct; yes, sir. 

Senator Ives. I think first is the New York Stock Exchange, then 
the American Stock Exchange, and then the Chicago Stock Exchange. 
Is that the order of size ? 

Mr. Day. That is. 
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Senator Ives. That is my understanding. 

Mr. Day. Yes, sir. 

Senator Ives. Does Illinois have a stock-transfer tax ? 

Mr. Day. They do not, and that is one of the advantages of trading 
on our exchange. 

Senator Ives. You have been able to attract much business without 
a tax, a stock-transfer tax ? 

Mr. Day. We do not know how much we have attracted, but we use 
it wherever we can, sir. 

Senator Ives. I can understand the argument, but the tax in New 
York State is relatively low. I believe it is 1 cent a share up to $5 
a share, 2 cents a share from $5 to $10, 3 cents a share from $10 to $20, 
and 4 cents a share above that amount. 

Mr. Day. That is correct. 

Senator Ives. All based on the selling price. 

Mr. Day. That is right. 

Senator Ives. It isa tax to the seller. 

Mr. Day. That is right. 

Senator Ives. I cannot see how that would attract very much busi- 
ness away from the State of New York. I mean that amount of 
differential. And I do not imagine it has, has it ? 

Mr. Day. Well, as I say, Senator, I cannot prove it. We think it 
nas. 

Senator Ives. Well, I am glad you are getting it. 

Mr. Day. We certainly use it wherever we can. 

The Cuarrman. Would the Senator yield? Could he put in the 
total amount that that yields per year? 

Senator Ivers. I cannot tell you that. It used to be something like 
$20 million. It is not an exorbitant figure. But I would not want 
to give you an estimate now. I have been trying to get that figure, 
and as soon as I do get it I will put it in the record. 

The CuammMan. It would be interesting to have it. 

Mr. Day. I might say to you, Senator, that we view it as a bad tax 
even though it is an advantage. At least we think it is an advantage. 
Because here are 2 people in Illinois, 1 selling and 1 buying, and they 
meet on the floor of the New York Stock Exchange, yet they are 
charged a tax to help support the State of New York. 

Senator Ives. Well, you want to remember—I assume you like to 
remember—that this tax in New York State is historic. It goes back 
to 1905. There has always been a certain amount of tax from that 
time on,asI recall. It is nothing new. 

Mr. Day. Well, I—— 

Senator Ives. And I think New York State at the present time, as 
I understand the situation there, is in such financial condition that 
they would not want to take off that tax immediately. 

Mr. Day. Well, I would not know about its history, sir. I just do 
not think it is a good tax. But as long as it is there, we are going to 
take advantage of it. 

Senate Ives. That is all right. You are welcome to take advan- 
tage of it. . 
I would like to point out that there was a time when the city of 
New York decided they would levy a special tax on transfers. Do 

you remember that ? 

Mr. Day. Yes,I do. 
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Senator Ives. The stock exchange moved over to Newark for a few 
days. Then the city decided they would not levy the tax, and the 
stock exchange moved back. So it is a case of how much the traffi 
will bear I dare say. 

Mr. Day. I think that is probably so. 

Senator Ives. I have had a question given me that I would like to 
ask you. I guess it probably should have been asked those who pre- 
ceded you on the stand. 

You may remember when gasoline filling stations priced gasoline 
by fractions, a gallon costing so many cents per X in fraction gallons. 
The oil companies found that people just could not cope with this. 
They do not have the speed of an electric brain or of a schoo] kid in 
running up fractions. Newspaper editors tell us that many people 
reading the stock pages have the same trouble. 

Why do not the stock markets adopt a simple dollars-and-cents 
method of quoting stock prices instead of the cumbersome fractional 
system ? 

I think that is a good question. 

Mr. Day. As I understand all that, it resolves down into: Why do 
not the stock exchanges quote their stocks in cents rather than in 
fractions? Indollarsandcents. That is right, is it not? 

Senator Ives. Yes. Why do they not put them in dollars and 
cents? Instead of having 9014, have it $90.1214. 

Mr. Day. I frankly do not know of any good reason why they 
should not. I think it is something we always have done and never 
got around to changing. I could not give you an argument against it. 

Senator Ives. Well, do you think it would be a valuable idea to have 
it changed ¢ 

Mr. Day. I think it is certainly worth considering. 

Senator Ives. Of course, it would make the stock quotations on the 
financial pages a little bit more extensive. 

Mr. Day. Well, that is true, but I think it would have its advantages. 
I would want to study that though. It is not a new idea to me right 
off the bat. Ihave heardit before. I think it has merit. 

Senator Ives. Thank you very much. That is all I have right now, 
Mr. Chairman. 

The Cuatrman. Thank you, Senator. 

Senator Monroney, do you have any questions? 

Senator Monroney. I have no questions. 

The Cuatrman. Mr. Day, does the over-the-counter market have a 
competitive advantage over the exchange market because companies 
with securities in these markets need not file annual financial state- 
ments with the Securities and Exchange Commission and need not 
comply with the Securities and Exchange Commission proxy rules and 
the officers are not subject to the liabilities of insiders? 

Mr. Day. Yes, sir. 

The Cuarrman. What is the relative comparison per volume be- 
tween the over-the-counter market in Chicago and your market? 

Mr. Day. I would not have the faintest idea, Mr. Chairman, because 
I do not know of any particular place where you could go to get the 
volume of the over-the-counter market. 

The Cuarrman. If they have this advantage you speak of, do you 
think it would be wise for some regulations to be devised for what is 
now called the over-the-counter market or not? 
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Mr. Day. Well, “regulations” is a broad term, Mr. Chairman. I 
would like if I may to-—— 

The Cuarrman. Well, do you think they ought to be subject to the 
<ame regulations you are ¢ 

Mr. Day. Yes, sir. 

The Cuarrman. Well, now we are getting somewhere. Does the 
broker or dealer in the over-the-counter market enjoy an advantage in 
that his transactions are never publicized ? 

Mr. Day. Well, to some extent I suppose you could say that. | 
think in all fairness I should tell you that in this market study we 
made we came up with the conclusion that many securities enjoyed 
a better market over the counter than they did on our exchanges. 

The CHatrMAN. What do you mean by “better market” ? 

Mr. Day. Well, closer spread, able to absorb larger blocks. 

The Cuarrman. By the way—— 

Senator Ives. May I interrupt there, Mr. Chairman, to ask a 
question ¢ 

The CHarrMan. Yes, 

Senator Ives. You say there is less spread in over-the-counter 
securities ¢ 

Mr. Day. In many of them; yes, sir. 

Senator Ives. I had always been given the idea—at least I have 
always had the idea from observation—that the spread in over-the- 
counter securities is much greater. 

Mr. Day. To my knowledge—and I think I know something about 
it—— 

Senator Ives. You undoubtedly do. 

Mr. Day. That is not true generally. You have wide spreads on 
securities that are listed. You have wide spreads on those in the over- 
the-counter market. But the over-the-counter market to my certain 
knowledge has some very excellent markets with very tight spreads. 

Senator Ives. What I am driving at is that for the most part 
though, the spread in the over-the-counter market is greater, is it not, 
than, for example, for the New York Stock Exchange stocks? 

Mr. Day. Overall I would say that that is probably true. 

Senator Ives. I think so, 

The CuatrMan. The only point that I understood you were making 
was that there are stocks, individual stocks, dealt in over the counter 
that have very narrow spreads. You were not speaking of them 
generally. Is that right ? 

_ Mr. Day. That is correct. I just would not want to create the 
impression that the over-the-counter market does not make a good 
market, because it does. 

The CHatrman. Do they charge higher commissions and do the 
dealers make a higher profit than members of the exchange ? 

Mr. Day. Well, I would have to answer that in this way, Mr. 
Chairman: We have never checked into their profits as such. It is 
my impression and belief that they do as a whole, and that was the 
point in our study : That certain securities needed more profit in order 
to merchandise, which I think you have to do in'the over-the-counter 
market at least more than you do on the stock exchange. You. 
merchandise on a stock exchange too. 

The Cuarrman, Can you make available to the committee a copy 
of that study that you made? 
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Mr. Day, Yes, sir. 
The Cuarrman. We would like to see it and read it. 

Mr. Day. All right, sir. 

The Cuarrman. Do you think that the exchange commissions that 
you charge are too low ? 

Mr. Day. No, I think they are quite adequate. It seems to me 
everybody is doing very well right now. 

The CuarrmMan. They are doing very well ? 

Mr. Day. I think so, sir; yes, sir. 

The Cuarrman. Do you have any figures on how well your members 
are doing? 

Mr. Day. Yes, sir. 

The Cuarrman. Could you supply those to the committee ? 

Mr. Day. Well, Mr. Chairman, I think I would have to put it this 
way: That those figures have always been confidential. I do not think 
[ have the authority to do that. I would ask you to subpena that 
information, Mr. Chairman. 

The CuarrMan. I do not know whether we would need it. We are, 
as you know, trying to find out about these matters. Perhaps it would 
be interesting. Itmightnot. Butsince you suggest it, we will be very 
glad to subpena them and see if there is anything of value to us. 

Mr. Day. I did not suggest that you get the information. I simply 
said that I thought they were doing very well now, in answer to your 
question. 

The Cuarrman. Well, I understood you to say that for your own 
protection you thought you should have a subpena. 

Mr. Day. That is right, sir. 

The CHarrman. I do not know whether they are of real interest to 
usor not. We will consider it. It may be of interest. 

Senator Ives. Mr. Chairman, may I interpose something there? 

The Cuarmman. Yes. 

Senator Ives. I think that one of the factors, in fact, the chief 
factor, that determines how much your brokers are making is the 
volume of business. 

Mr. Day. That is quite right. 

Senator Ives. As I recall, the commissions were stepped up not too 
many years ago because the amount of trading was so small that the 
brokers were not able to make ends meet. Is that correct? 

Mr. Day. That is correct. 

Senator Ives. And probably with the increase in trading they are 
now making more money. 

Mr. Day. Naturally. 

Senator Ives. Well, that is—— 

Mr. Day. And their overhead still is going up. 

Senator Ives. Their overhead is higher, but their overhead prob- 
ably has not gone up quite 

Mr. Day. That is why I say they are all doing fairly well. I am 
not sure they are doing too much. I am sure they would not agree 
they were. 

The Cuarrman. Are the officers of your exchange permitted to trade 
in securities ? 

Mr. Day. Yes, sir. 

The Cuarrman. You will recall that both of the presidents of the 
New York Stock Exchange and the American agreed to furnish the 
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committee the list of trading done by the officers of each exchange 
during the past 2 years. 

Mr. Day. That is correct, sir. 

The CuarrMan. Would you be kind enough to furnish us with the 
same information about your officers ¢ 

Mr. Day. I would be glad to do that. 

The CuatrrMan. Would you say that there is no restriction upon 
pools or manipulation in the over-the-counter market and if anyone 
desires to rig the market in a stock that that is where they would do it? 

Mr. Day. No, sir, I would not say that. 

The CoamMan. Well, what would you say about the opportunities 
for rigging the market in the over-the-counter market ? 

Mr. Day. I would say that the over-the-counter market is policed 
very well by the NASD and by the Securities and Exchange Com- 
mission and the States. 

The CuatrMan, Just how does the SEC police the over-the-counter 
market with regard to wash sales, for example ? 

Mr. Day. Well, the SEC to the best of my belief follows the prices 
of these stocks in the over-the-counter market. They make individual 
audits of firms throughout the country in the over-the-counter market. 
They make a pretty thorough check as to the price movements in this 
particular market. To the best of my belief, there is no rigging in 
the over-the-counter market. 

The Cuatrman. I perhaps misunderstood you. Why did you say 
a moment ago you thought the over-the-counter market should be 
subjected to the same regulations that you are subjected to? 

Mr. Day. Because I think there are two standards in relation to 
certain information that must be supplied. 

For example, for a listed security you have to report officers’ salaries 
and bonuses. You have to come up with certain earnings statements. 
You have got your insider trading rule and a number of other things. 
[ just do not think there should be two standards in stock that is in 
the hands of the public, Mr. Chairman. 

The Caatrman. Do you think there is anything to the idea that 
in a rising market the over-the-counter market blossoms very pro- 
fusely and is much larger than the market on the exchange? But that 
when and if, I hesitate to even mention this, there should be a decline 
in the market, then lacking an active over-the-counter market it would 
tend to depress out of all proportion the established markets such as 
yourown’ Isthere anything to such a theory ? 

Mr. Day. I do not believe I quite get that question, Mr. Chairman. 

The Cuatrman. Well, it has been suggested to me, and I do not 
know whether there is anything to it or not, but I have been told— 
they were thinking primarily of New York I may say, not of Chicago 
—that presently with the very active market anyone wishing to buy 
large amounts of stock hesitates to go on the market on the New York 
Stock Exchange or the American. They negotiate a private sale or 
purchase in order not to disturb the market. And that that is a rather 
common occurrence in this kind of market. But that when and if 
there should be a decline, then it is difficult to negotiate a market. If 
they have to sell stocks they unload on the established markets and it 
tends to depress them much more rapidly, to have a very exaggerated 
effect on them. 

Do you think there is anything to such a theory ? 
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Mr. Day. Well, 1 would answer that in this way: That the listed 
markets, mainly led by the New York Stock Exchange, have devel- 
oped such things as special offerings, and they permit what is also 
called secondary for large blocks. As a matter of fact, the New York 
Stock Exchange I understand is working on a more complete exchange 
distribution plan where these large blocks of stock can be absorbed 
and distributed, at least on a competitive basis, with the off-board 
market. There are, as I understand it—I do not know what the volume 
is—markets made off-board in listed securities. I do not like that. 

The Cuatrman. I think Barron’s had an article not too long ago 
indicating that the off-the-market sales volume in listed securities was 
3 to 5 times larger than that on the market. I mean very large, Do 
you know anything about that ? 

Mr. Day. Did I understand you to say Barron’s had an article that 
said 

The Cuarrman. I was told not too long ago that Barron’s carried 
such an article indicating that very large off-the-market sales of listed 
securities were going on now. Is that your understanding or not. 

Mr. Day. I do not believe that, no, sir. 

The CoHarmMan. You do not believe that? 

Mr. Day. But I would not know how to prove that. As I say, I 
do not know how you get together the amount of trading in the over- 
the-counter market. There is no source where you could put that 
together that I know of. I do not know that, no sir. 

The Cuarrman. Well, I did not put it together. I assume they had 
made their own independent investigation among brokers. 

Mr. Day. I would not know how to go about that. I do not know 
whether that would be true or not. 

The CuHarrman. In your market would you say that is true? Is 
there a larger over-the-counter market than there is a listed market 
in Chicago? 

Mr. Day. To the best of my belief, no, sir. 

The Cuatrman. There is not? 

Mr. Day. No, sir.. I would not know about New York. I do not 
think that is true. 

The Cuarrman. I yield to the senior Senator from New York for 
insertion of some information. 

Senator Ives. May I ask a question after that? 

The Cuairman. Certainly. Any purpose you like. 

Senator Ives. For the record, I will now give you the net collections 
received by New York State from the stock transfer tax from fiscal 
years 1945 to 1953, both years inclusive: 

19, 869, 934 
31, 188, 240 


18, 127, 071 


It is variable depending upon the volume of sales on the stock ex- 
changes, obviously, and reflects the volume of exchange sales on the 
two stock exchanges of New York. 

Before I desist, Mr. Chairman, I would like to ask Mr. Day a 
question. 


The Cuarman. Oh, certainly. 
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Senator Ives. A while back, without any notice or anything else, the 
United States Steel Corp. announced it was going to split its stock 2 
for 1. That announcement came out after the close of the exchange 
in New York City. Did it come out after the close of the Chicago 
Stock Exchange ? 

Mr. Day. No, sir, we run on identically the same time. 

Senator Ives. The same time? That is what I was thinking you 
did. 

Mr. Day. That is right, Senator. 

Senator Ives. So the exchanges which got the benefit were the Pacific 
coast exchanges, San Francisco and—I think there is one in Los 
Angeles too, is there not? 

Mr. Day. There is, yes. I followed that. May I make a comment 
on it? 

Senator Ives. Yes. I want to ask you another question about it. 

Mr. Day. I thought in the instance of steel and a number of the 
others that the San Francisco exchange did a remarkably fine job. 

Senator Ives. I thought they did too. 

Mr. Day. Very excellent, yes, sir. 

Senator Ives. Because the orders must have piled on the Pacific 
coast exchanges, and the stock only advanced $6 a share, as I recall, 
from the close of the New York Stock Exchange. 

Mr. Day. Yes, and I think their close was just a fraction from the 
New York opening. It was very 

Senator Ives. It was a little below the New York opening as I recall 
the following day. And the stock has kept well within that range ever 
since. 

Mr. Day. That is right. 

Senator Ives. It has not gotten out of hand at all. The question I 
wanted to ask you is this in that connection: Was there not a great 
advantage to the Pacific coast exchanges in that announcement? Did 
they not have a great many more sales or purchases of Steel that day 
than they otherwise would have had ? 

Mr. Day. Yes, I think it was an advantage. 

Senator Ives. Well, then, there are certain advantages in having 
stock exchanges around the country in several spots, are there not 

Mr. Day. Yes, sir. 

Senator Ives. And one exchange can profit from what the other one 
cannot? Is that not correct? 

Mr. Day. Yes, sir. 

Senator Ives. That is what I wanted to point out. 

Mr. Day. Thank you. 

The Cramman. When you say “advantage,” you mean advantage 
to the broker, not to the public? 

Senator Ives. Advantage to the public. 

Mr. Day. I think there is a definite advantage to the public. 

Senator Ives. Advantage to the public. 

The CuatrmMan. Where is the advantage to the public? 

Mr. Day. Well, they have an opportunity to operate on news in an 
open public market. 

The Cuarrman. Well, they have it anyway in New York. What 
is the advantage of being able to buy it at San Francisco as against 
New York the next morning ? 

60650—55——14 
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Mr. Day. Well, they have an opportunity, those who desire to trade 
on news of that type, to do so on an open public market. 

Senator Ives. Mr. Chairman, may I interpose an observation there ? 

The Cuarmman. Certainly. I was only trying to understand what 
this advantage is and to whom. 

Senator Ives. I know a little bit about this. At least I think I used 
to know something about it. The chances are that had it not been 
for those Pacific coast markets that Steel would have opened some- 
what higher on the New York Stock exchange the next day, would it 
not, on account of the flood of orders that would have landed in New 
York? 

Mr. Day. Well, I 

Senator Ives. In other words, your orders received on the Pacific 
coast tapered it off and they set the price? 

Mr. Day. Well, I do not know that that necessarily would hold 
true. When you have that kind of—— 

Senator Ives. Well, it might have held true. 

Mr. Day. Might. But 

Senator Ives. Because New York was expecting it was going to 
open around 80. 

Mr. Day. Well, that I would think would be pure guess. I think 
New York on situations of this type does an admirable job in match- 
ing their orders at the opening. That is one of the best jobs they do. 
I do not think that that would necessar ily hold true, Senator. 

Senator Ives. Well, it must have helped New York some. 

Mr. Day. Could have. 

The Cuatrman. How did it help New York when you just said it 
helped San Francisco by taking sales out there and all those commis- 
sions would go to their brokers ? 

Senator Ives. I am not talking about the commissions, Mr. Chair- 
man. 

The Cuatrman. Well, who does it help ? 

Senator Ives. I am talking about the price of the stock. It really 
helped the pure ‘hasers of the stock, because it could taper off, opening 
up in San Francisco the way it did-——— 

The Craran. Did it not hurt the sellers then? Did you not de- 
prive some seller of a gain he might have made? 

Senator Ives. The sellers were doing all right anyway. Nobody 
wanted to sell. They had a net profit of about $6 if they wanted to 
take it. 

The Cnatrman. They were all locked in by this capital gains tax. 

Senator Ives. I am not worried about the sellers. 

The Cuarrman. They are in terrible shape. 

Senator Ives. Yes, and if there had not been the capital gains tax 
probably there might have been a lot more sellers than there were and 
the stock would not have jumped quite as high as it did. That is the 
answer to that. 

The Cuarrman. Just think what a favor we did them because we 
had that tax. They held on to it and now it has gone up even higher 
so they make much more. 

Senator Ives. It is not much higher now than it was when it opened 
in San Francisco. I think it closed the week around 80. 

The Cuarrman. A lot of people today are much better off than if 
they had no capital gains tax because they would probably have been 
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tempted to sell the stock. But they have held on and they are much 
better off. 

Is that not right, Mr. Day? 

Mr. Day. May I be facetious on that ¢ 

The Cuairman. You can be anything you want. Go ahead. 

Mr. Day. Well, I think you are being facetious. That is like the 
question, “Are you still beating your wife?” 

The Cuatrman. Well, I have been thinking about Mr. Funston’s 
testimony over the weekend, and the more I think of these people who 
are locked in the more my heart bleeds for them. I was thinking about 
poor old duPont having to sit there with 20 million shares of General 
Motors, unable tosellany. Itisashameful thing. And I do not know 
what they are going to do, how they can get out of that box unless we 
repeal any tax on that profit. Do you not think that is a major con- 
sideration for this committee ? 

Mr. Day. Well, I would make this comment : That, of course, because 
of your improvement in business conditions throughout the world you 
have had an increase in the price of stocks. That certainly does not 
prove that the capital gains tax is a good thing or that locking in is, 
and I believe that the capital gains tax does lock in stock. However, I 
would make this observation: I think this locking as far as prices are 
concerned is only in a relative degree. The reason is that in my opinion 
those who would sell stocks, Mr. Chairman, probably would go back in 
the market to a great extent. I would make that point. But I do think 
there are lockins in certain accounts. 

Senator Ives. Mr. Chairman, may I raise a question ? 

The CratrMan. Just one second and I will yield to you. Why, 
however, would not the abolition of that tax attract infintely more 
people into the securities exchange to purchase the existing diminish- 
ing supply of stocks? Because it is the only place you could make 
money then and retain it. It seems to me it would make it much more 
popular than it is now. 

Mr. Day. I think that that is very possible. I have heard some real 
arguments in my business as to what would happen if you abolished 
the capital gains tax. Some think that the market would go off be- 
cause of a flood of selling. Others think it would go up. It isa matter 
of opinion. : 

The Cuarman. What do you think? 

Mr. Day. I am inclined to feel it would not do much one way or the 
other. 

The Cuarrman. Do you think today that one of the reasons why 
there is as much interest in the stock market as there is—and it cer- 
tainly is very widespread, the number of people participating is going 
up rapidly. Mr. Funston has attracted a million new customers by 
his activities or the general activities of the exchange in promoting 
sales of stock. You can show a man, “If you make $1,000 with us, 
you can keep 75 percent, and if you make it working in any other 
kind of business, you have got to pay your regular rates, 50, 60, 70 
percent.” That is very persuasive, a very good argument to go into 
stocks, trading of stocks? 

Mr. Day. May I answer that in two parts? One, as regarding the © 
selling by Mr. Funston or the propaganda as you term it, and the 
attractiveness of the capital gains argument. t us take the latter 
first. Yes, I think the capital gains tax of just 25 percent is a real 





206 STOCK MARKET STUDY 


argument to get into the market. Yes, sir. Advantage and a good 
selling point. On the other, about Mr. Funston and the New York 

Stock Exc hange getting people in the market, I listened to that testi 
mony the other de LY, and I have followed very closely the New York 
Stock Exchange advertising. We just never happened to do any 
advertising ourselves. But I would have to say this: That I believe 
that the advertising of the New York Stock Exchange is mainly 
educational. 

True, they have a slogan, “Buy Shares in America.” How many 
that attracted I would not know. But to the best of my judgment, 
Mr. Chairman, 90 percent of that campaign is an educational one, and 
I think it has been a good one. 

The CuarrmMan. Well, good for whom ? 

Mr. Day. For the investor, the potential investor. 

The Cuatrman. Do you think it would be good if the market went 
down 50 percent ¢ 

Mr. Day. I don’t think the market going down is particularly good 
for anybody—except we make commissions. 

The CuarrmMan. You mean good for the investor only because— 

Mr. Day. I’m sorry. 

The Cuarrman. Do you mean it is good for the investor because 
since they started that campaign the market has gone up? Is that 
the criterion you use to say it is good for the investor ? 

Mr. Day. No; I say that an educational program—the more people 
who know about segments of our country and the capitalistic system 
and the financial markets—is good, is very good. 

The Cuarrman. Well, I agree with you. That is why we are having 
these hearings. That is as far as I know now the sole purpose of these 
hearings—trying to educate the committee first and we hope incident- 
ally other people, and that we will even educate the president of the 
American Stock Exchange on the Dow-Jones average before we get 
through. 

But I think it is educational in many respects. It certainly is for 
me. 

Mr. Day. I think that is right. 

The Cuarrman. But do you see any distinction between, we will say, 
a big broker, any brokerage house, whose business it is to sell stocks, 
seeking to persuade people to buy stocks and an exchange, which is 
primarily to provide a place for sales rather than to induce the pur- 
chase of the commodity? That was the original purpose. This prop- 
aganda or this sales program is a recent development as I understand 
it. Only in the last 3 years have they undertaken to induce people to 
purchase stocks—that is, the exchange as distinguished from members 
of the exchange. 

I can see no criticism of the broker himself arguing or persuading 
people that it is a good time to buy and even the specific stock, The 
people understand what the interest of the broker is and all that. But 
a program by the exchange strikes me as being in a little different 
category. And I would fear that there might be some bad reactions 
to that, especially when the losses accumulate, if they ever should. 

I have to argue this on the assumption that maybe the market might 
not always goup. We dc not know that. I mean the impression given 


here is that that is all that can happen—that it will just continue to 
go up and up. 
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Mr. Day. I did not give you that impression, sir. 

The Cuarrman. Well, I think that is what you gather from the two 
preceding witnesses—that we are so sound that it is very unlikely in 
the foreseeable future that anything could happen to it. 

Mr. Day. No, sir, I would not agree with that. 

The Cuarrman. You would not? 

Mr. Day. No. I heard the testimony. I think they both said that 
the market can very well go down, that they did not know. 

The Cuatrman. Well, I am glad to hear you say that. It would cor- 
rect an erroneous impression. I asked Mr. McCormick that—if the 
averages went I think to 500 would he be concerned. He said no. Or 
if they went to 800 or 900. It did not matter how high they went; it 
would not concern him. That is about what he said on Friday. 

Mr. Day. Well, as I recall, Mr. Chairman, he also said that it could 
well go to those prices and still be quite sound based on yield and earn- 
ings. I could understand that. I would not quarrel with his premise 
providing all things went along with it—the yardsticks that you men- 
tioned. 

The Cuarrman. Well, I wish you would elaborate that very point. 
What I was seeking to elicit from you was the opinion that these mar- 
kets still may go down, that people should not assume that because they 
have been going up steadily for 114 or 2 years that that is necessarily 
the inevitable future of the market. You would agree to that? 

Mr. Day. I certainly do, and I think in this business that we have 
just as much of a duty to tell people that this market can go down 
regardless of these so-called yardsticks as we have in trying to sell 
them a share in America. 

The Cuarrman. Well, I am glad to hear you say that, and that they 
should recognize that they may well lose their investment? 

Mr. Day. That is perfectly correct. There is not much difference, 
Mr. Chairman, to my way of thinking, between somebody buying 
stock on the stock market and entering a grocery business, an indi- 
vidual grocery business, He can fail, too, But I think that we do 
get a lot of comment on our market, and we are inclined to be maybe 
a little overbullish. I think it isa real duty. I think the majority of 
our members and the members of the New York Stock Exchange that 
I know express that point far more than anybody knows. And I mean 
by that that they point out that this market can go either way. I think 
they do a better job of that than anybody realizes. 

The CuatrMan. I looked at some of the ads of the stock exchange 
regarding buying a share in America. Do you emphasize the fact 
that they might lose their investment or not? Do they even mention 
the fact ? 

Mr. Day. In the literature? 

The Cuamman. Yes. 

Mr. Day. Now you are talking about the MIP plan? 

The CuHarrman. Yes. Do they talk about, “Now, you must remem- 
” yor Pag lose your investment”? They do not mention it at all, 

o they ¢ 

Mr. Day. I would want to get that in front of me. To the best of 
my recollection, I think they do point out risks in those brochures. 
I do not want to be held to this now, but that is my recollection. 

The Cuamman. Of course, your analogy about the grocery store 
yoing broke is not quite an accurate one. Few people would say 
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they think General Motors is going broke. The point is it may go 
down, and it may wipe out the inv estment or cause a large loss to small 
investors, in any case, without it going broke at all. That has hap- 
pened ; has it not ? 

Mr. Day. The fact of the matter is, in my judgment now, invest- 
ment in General Motors has probably less risk than just opening up 
a small grocery store. 

The Cuarrman. That is right. 

Mr. Day. Yes. 

The Cuatrman. But I mean just because you do not think it will 
go broke does not mean there is no risk in it. The price still fluctuates. 

Mr. Day. Oh, there is risk in everything; I am sure of that. 

The Cuatrman. Especially for the little investors. Is there not? 
I am not saying this but I am asking you. You are much closer to 
these people than I am. Do you not think a small investor who has 
a little money and instead of going to the races decides to buy a share 
of stock, if he does it on his own and only at the request of a broker, 
feels a little differently about it than if he had never had done so 
before and reads these fine advertisements and persuasion of very fine 
people that it is a good thing to buy a share in America and it goes 
sour? He has been persuaded to do this on a little different level ? 
That kind of investor is not conscious that he is gambling or that he 
istakingarisk. He is only buying asharein America. If he loses it, 
he will be rather disillusioned, much more than if he loses it when 
he goes to the racetrack or if he loses it on his own initiative? Do you 
not think there might be an element of that ? 

Mr. Day. I would make the observation that nobody likes to lose 
money in any way. 

If I follow your thought here though, Mr. Chairman, I think that 
if you are trying to say that people are enticed into something rather 
than voluntarily doing it they would feel, let’s say, rougher about it, 
I would answer ‘yes to ths at. 

The Cuatrman. Thatisright. It is a matter of human psychology. 

Mr. Day. That is correct. 

The Cuarrman. I wonder about the wisdom of either the exchange 
or, to go a step further, I would wonder about the wisdom of the 
Government itself, say the SEC, doing this. If this is such a moral, 
educational program what would be wrong with the SEC starting a 

campaign, “Everybody buy a share in America”? We all love Amer- 
ica. We all want to share in it. Do you think that would be a 
proper thing to do? 

Mr. Day. Well, I would like to go back to the original answer that 
I made to your question. In my opinion I would say 90 percent or 
more of this advertising campaign of the New York Stock Exchange 
has been educational. And I think if the SEC would get an opportu- 
nity or would take upon itself the job of educating people, that would 
be fine too. 

Well, I will qualify that. Wait a minute now. I do not know 
whether I would want the Government to do that or not. 

The Cmarrman. Educate them to buy stock ? 

Mr. Day. I do not know whether I approve that or not. I do not 
know about that. 

The Crareman. I think TI read to you the opening statement in 
the report of Mr. Funston. He says, “Stimulate these people to buy 
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common stock.” That is what the purpose of their educational cam- 
paign is. The educational campaign is not designed to teach them 
about Adam Smith; is it? It is designed to persuade them to pur- 
chase common stocks, is it not 

Mr. Day. Well, there is no question that their slogan, “Buy a Share 
in America,” is an invitation. 

The Cuarrman. To buy common stocks. 

Mr. Day. I am only making the point that 90 percent of their pro- 
gram I think has been educational, has been good. 

The Cuatrman. Well, if it is good, why do you not do it in your 
exchange? Why do you not levy an assessment and conduct an edu- 
cational campaign by your stock exchange / 

Mr. Day. We have been trying to do that, Mr. Chairman. 

The Cuarrman. I thought you said you did not do it. 

Mr. Day. We do not advertise in the newspapers. 

The CuarrmMan. Well, how do you do it ? 

Mr. Day. We try as best we can with our staff talking with groups 
in high schools, in colleges—everyone who will listen to us. 

The Cuarrman. What do you tell them’? That it is a good thing 
to buy common stocks ? 

Mr. Day. We try to tell them exactly how the stock market oper- 
ates, what common stock is. To the best of my knowledge I do not 
think that we have come out and said, “Come on in and buy common 
stocks.” We leave that up to our members. 

The Cuatrman. Do you tell them to buy it on your exchange rather 
than over the counter ¢ 

Mr. Day. Yes, sir. 

The Cmarrman. That is part of the education ? 

Mr. Day. Yes, sir. 

The Cuatrman. To protect them from these unregulated dealers in 
over-the-counter shares ? 

Mr. Day. Well, now, no—— 

The Cuarrman. Relatively unregulated ? 

Mr. Day. I would not put it in that way. This is a competitive 
thing. There are a lot of fine stocks over the counter. There are good 
markets over the counter as I have said. The only objection or observa- 
tion that I have on the over-the-counter market is I just do not like to 
see two standards. The over-the-counter market is a very important 
and a very good segment of our industry in my belief. 

The Cuatrman. I do not want to be too repetitious here, but if I 
understand it correctly you do not levy any special fee nor do you 
devote any funds toward advertising? All you do is that the indi- 
vidual people such as yourself when you have an opportunity make 
speeches or talks pointing out the advantages first of buying common 
stocks and second of buying them on the exchange. Is that correct ? 

Mr. Day. That is correct, Mr. Chairman. 

The CHarrman. In your statement I notice you said that the 
Standard and Poor stock averages are defective because they do not 
take into consideration any of the markets on the American Exchange, 
the regional exchanges, or the over-the-counter market. Do these 
markets indicate a different level of prices today ? 

Mr, Day. I do not think they necessarily indicate a different level 
of prices. I would like to get to that word “defective.” My point 
here is that Standard and Poor’s and Dow Jones averages are quite 
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valuable, I think, to show trends. I believe that there is a tendency 
to give too much thought to the fact that when you say the market is 
up or down according to their averages a lot of people believe that 
the whole market has moved. I do not think that there is necessarily 
any degree of difference in the markets. I think most securities have 
moved up in recent. years—over-the-counter, onboard, or offboard. 

The CuarrMan. You do not think they are defective? 

Mr. Day. Well, I would not use that term, no, sir. 

_ The Cuarrman. All of these market averages as distinguished from 
individual prices are at the highest point in history, are they not? Al! 
averages—Dow-Jones ? 

Mr. Day. I could not answer that categorically. Certainly the 
Dow-Jones averages are the highest today. 

The Cuarrman. Do you think they are out of line with the basic 
fundamentals ? 

Mr. Day. The averages? 

The Cuatrman. Yes. Pricewise. 

Mr. Day. Well, I would comment on that in this way. I have been 
at the hearings here the last 2 days. I think either you or a member 
of your committee brought out that pricewise comparisons should be 
made in relation to 1926-27 and 1928, rather than just the high point 
of 1929, which I thought was a pretty good point. I tried to check up 
on that and called my office and got my staff to work on it. The main 


thing I was shooting at was times earnings. It was interesting to find 
they did not pull those averages off at that time for a times earnings 
basis on all of them. My statistician found there were 12 stocks in 
the 1926-27 and 1928 years that are in the Dow-Jones averages now, 


but only 7 of them had reported earnings in 1954 to date. It came out 
something like this, if you would be interested in it. 

In 1926—I am quoting from memory, but I can give you these 
figures—I think the 1926 times earnings basis was a little over 9 and 
it jumped the next year to around 13. The following year, 1928, to 
17; and up from that point. Whereas the same companies now I think 
have an average of 15. But I could not help but think of this, Mr. 
Chairman. 

Senator Monronry. I understood the testimony the other day to be 
that the 1929 figure was 17 times earnings, and I believe you said the 
1928 figure now is 17 times earnings. 

Mr. Day. AsI say, I am quoting from memory. It was given to me 
over the phone and I will be glad to provide you with that. IT am 
just quoting from memory. The only point I was trying to make is I 
was surprised to find that in the 1926-28 area the times earnings was 
lower, at least in 1926 and 1927, than it is at the present time—much 
lower. But I would like to make this observation as I started to say 
tothe chairman. It is very difficult to compare things like that because 
even on a times earnings basis you have to consider amortization, 
which is a charge against earnings, and it is my belief it is much faster 
today than it was back at that time. I think that should be checked 
into. I think we should be very careful when we are trying to com- 
pare 1927 or 1929 or 1954 price levels. 

The CHatrMan. Do you want to ask a question, Senator? 

Senator Monroney. Yes. 

The Cuatrman. Go ahead. 
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Senator Monroney. Following out that line, the stock market has 
increased how much in the last 6 months? In value? 

Mr. Day. I do not have that figure offhand. 

Senator Monroney. Would you say it is about at least 3314 percent? 

Mr. Day. I believe that is about right. 

Senator Monroney. The capital increase ! 

Mr. Day. I do not have an accurate figure in my memory. 

Senator Monroney. Mr. Day, do you think by any chance that that 
happens to correspond with the passage of the tax law about that 
time, which granted rapid amortization to corporations, and extended 
a dividend credit for the first time in our history, and other devices 
that were beamed primarily at attracting investors / 

Mr. Day. I think it had some effect. 

Senator Monroney. It is more than a coincidence perhaps that this 
big, steady climb to a height unmatched since 1929 corresponds almost 
to the time that Congress took this action, which many charged was 
undue favoritism to investment rather than dollars earned by labor. 

Mr. Day. It is possible, but I would want to study that one a little. 
It is possible ; yes. 

Senator Monronery. At least you could say industry considered, as 
regards an investment that the climate was more favorable than it 
had been for many years to invest ? 

Mr. Day. Yes, sir. 

Senator Monroney. So whatever the results were the market un- 
doubtedly reflected something ? 

Mr. Day. To an extent certainly. At least that is my belief. 

Senator Monronry. What effect do you believe the dividend tax 
credit has had on bringing more people into the market ? 

Mr. Day. I think it has helped. It has attracted them. 

Senator Monroney. Do you think it has drawn the public? ae 
you say it was one of the more important features of the tax bill, « 
one of the lesser features? 

Mr. Day. I do not think it is of too major importance, Senator. 

Senator Monronery. There was a fast writeoff of amortization. 
Was that a major influence in the improved climate for investment ? 

Mr. Day. Well, I do not know what is in the minds of investors. 
In my own mind I think that was an important thing. Yes, sir. And 
I think a good thing. 

Senator Monroney. Then you could say each of those devices 
which were in the tax bill did add up to greater confidence and a 
greater attraction of capital and additional investments into the stock 
market ¢ 

Mr. Day. Yes, sir. 

Senator Monroney. I see. I believe you as well as Mr. McCormick 
and Mr. Funston, as I heard the testimony of all three, testified to 
this effect: The headline I would put on all of the three is that each 
of you has exuded a great deal of confidence in the future of invest- 
ments, in the future of the market; and, while there has been some 
testimony that it can go down, the general impression I have gotten 
from the full testimony is that it is a very healthy condition we face, 
people have great confidence, and there is no impending collapse in ~ 
the immediate offing, in the judgment of you distinguished gentlemen 
who do operate these various markets. 
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Mr. Day. That is a query, Senator? I would answer in this way: 
I am not an economist. I do not have any crystal ball, but I can say 
to you I do believe in the future of progress and of business and in our 
country. But I want to make quite clear that this stock market can go 
down; and lots of times it does go down even when our so-called yard- 
sticks show that it should go up. You sometimes have people deciding 
for 101 reasons to sell or not to buy, and it does go down, and down 
substantially. 

I will repeat again that I think it is one of the jobs we have in our 
industry to ms ike it very clear to any investors that this stock market 

can go down. And I must repeat again that I think our members do 
a pretty good job—— 

Senator Monroney. Do you hold with Mr. Funston that one of the 
primary elements in the pricing of stocks is the law of supply and 
demand? That if more people wish to buy stocks than are offered 
them for sale at any particular time that the general price would be 
upward on the value of stocks? 

Mr. Day. I think it is a truism that the stock market is like anything 

else. Supply and demand does have an effect. But I certainly think 
it is much broader than that—much broader. Certainly it would take 
in economic conditions, and even political ones. There are so many 
things to take into consideration—not just supply and demand. 

Senator Monroney. Eventually if more and more people are run- 
ning around looking for fewer and fewer stocks to buy, there will be 
an upward pressure on the remaining stocks to be traded; will there 
not ? 

Mr. Day. Uptoaprice. That is right. 

Senator Monronry. When it reaches that certain price, it will per- 
haps bring out the sellers to meet the demands of the buyers ? 

Mr. Day. A fortunate thing about a free capital market is that you 
have hundreds of different people with ideas of what is high and what 
is not. That takes place daily. I do not think you are going to get 
to a position where all at once they all decide it is too high. It does not 
work that way, Senator. 

Senator Monroney. The question I am trying to lead up to is that 
I get a very definite impression that while everything is being done 
to draw investors into the market, that the favorable tax economic 
climate that was created by the last Congress, the advertising that has 
been done to draw new investors into the market, and the favorable 
situation regarding earnings by labor or management versus earnings 
from investments under the capital gains tax—that with the very 
propitious climate which all three of you distinguished gentlemen 
have certainly testified to in substance—are the corporations and the 
men who control them taking advantage of this to float their new is- 
sues of securities to get their shares in the field of equity investment 
rather than in indebtedness ? 

Mr. Day. Well, if I follow that correctly, Senator, I would like first 
to make this observation: That in this favorable climate, as you put 
it, that is being created, I think you will find the members of the New 
York Stock E ‘xchange and American Stock Exchange and our own, 
daily, would be interested in sales of certain stocks. It is not a one- 
way street. I think they try, and in fact I know they do a conscien- 
tious job in trying to get people to buy the securities that appear to 
be the most favorable purchases. 
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Senator Monroney. Excuse me. I did not mean to interrupt. I 
am not talking about the day-to-day sales on the market. 

Mr. Day. I understand. And I will come to the latter part. I 
Ww ee to make sure it is clear our members recommend sales as well 

s buying, and it is an individual stock proposition. 

Now as to the corporate officials being interested in the common 
stocks at a higher level so that they can finance through equity, I 
think very much they are interested in that. They have not been able 
to do that, generally speaking, for some time, because our market as 
a whole now—and it is not too good a way to put it—stocks have been 
selling at or near or under book value, in many, many instances. They 
could not very well finance through the equity route without harming 
their stockholders. 

Senator Monronry. As your volume of buyers increases, we will 
say by one-third, then should not someone in this vast industrial com- 
plex be concerned with the inventory of available stocks to meet this 
increase? In other words, if Macy’s increased its number of customers 
by one-third, they would at least need to have an increase in inventory 
that is comparable to meet that demand, or the prices they would be 
offered would necessarily float up at once. 

Mr. Day. As I recall, Senator, this is along the lines of a similar 
question asked the other day. In other words, you thought the supply 
is important here and that the stock exchange should do something 
about seeing that there is a greater supply of equity capital. 

Senator Monroney. I am not saying the stock exchange should. 
I think these guardians and trustees of our industrial complex, 
in seeking the broad base for investment, should also be con- 
scious of the fact that if we are going to have a broadened base of in- 
vestment, and if we are going to have new record high in institutional 
investments, and things of that kind, then while the market is healthy 
they should consider new equity financing; whereas there has been 
relatively little, has there ? 

Mr. Day. I would answer you in this way: I think I see what you 
mean. I have never talked to an industrialist who did not want and 
believed that equity financing was his best route. But if I were a 
corporate official and I did not need money for expansion I do not 
believe I would want to bring out equity financing just to increase the 
supply. 

Senator Monroney. We continue to hear about the vast increase of 
our industry, and one of the prime reasons, I gather, for the passage of 
the tax bill last year, was we needed to attract more investment c pi- 
tal, and needed to put money to work and make it more profitable for 
our investors. 

Mr. Day. That is correct. 

Senator Monronery. But what we have seen, aside from General 
Motors and A. T. & T., who are the only two big industries I recall 
being mentioned, if we have not had the new issues keeping pace with 
the new interest in the market by the investor. 

Mr. Day. I would answer that again by saying that generally speak- 
ing you have not had securities at a level where these coroporations 
would want to do equity financing without liquidating their stock- 
holding interests. 

Senator Monronry. Let me ask you this question: Is there under- 
writing still done on the issuance of new securities ? 
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Mr. Day. Underwriting still done? 

Senator Monroney. Yes. Ifa company is getting ready to put out 
a new issue of equity stocks is there any underwriting done by various 
banking firms, that is, investment banking firms, to support that stock 
in its early days and guarantee they will purchase so many shares? 

Mr. Day. Yes,sir. It isa big field too for industry. 

Senator Monronry. That is what I understand, but have they been 
disinterested in new flotations ? 

Mr. Day. No. I think they have been very anxious to get them, but 
they have not been able to attract too much equity financing because 
stock levels again, broadly speaking, were just not in a position to 
warrant financing on an equity basis. 

Senator Monroney. I believe I read in the New York Times yes- 
terday, was it $66 billion that has been added to the value of the 
listed securities on the various stock exchanges in the last 6 months / 

Mr. Day. I am not sure of that figure, Senator. I did not read that 
article. 

Senator Monroney. I am not sure of that myself, but it was a tre- 
mendous amount of millions of dollars that have been added to the 
values of the stock exchange. 

Mr. Day. That is quite true. The market has gone up substantially. 

Senator Monroney. It does not put more invested capital to work 
for the corporations, does it ? 

Mr. Day. No, sir. 

Senator Monroney. They do not deal in their own stocks. So it 
means some pieces of paper are worth a vast number of billions of 
dollars more to those who hold them. 

Mr. Day. That is correct. 

Senator Monroney. But it does not bring in new dollars to work for 
these particular industries whose shares they buy ¢ 

Mr. Day. No, but it certainly puts those in position who need new 
capital, to sell their stock by the equity route. 

Senator Monroney. That isthe individual. 

Mr. Day. The individual corporation. 

Senator Monroney. The point I am making still is that nothing has 
been done in this present favorable market to increase the dollars that 
are at work for the corporations who are listed on the exchange, with 
the exception of 2, 3, or 4 big new issues. 

Mr. Day. I can only repeat what I said, Senator. I believe these 
new levels we have now have, broadly speaking, for the first time per- 
mitted this. I think there will be more equity financing, if we are 
fortunate enough to see this type of market. But I cannot imagine 
a corporate official just going out and issuing more stock when he does 
not need more capital to work with. 

Senator Monroney. The argument for the passage of the tax bill 
vas that we needed to draw investment capital in to put these dollars 
to work. 

Mr. Day. I think that is so, and I think you will see a lot of cor- 
porations doing it. 

Senator Monronry. How high, then, must the stock market go be- 
fore we will have these new flotations to draw in dollars to go to work 
to make more jobs ¢ 

Mr. Day. I do not think it is a question of the market as a whole, 
but I think it is a question always of individual securities in relation 
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to their book value. I still insist that certain corporations just simply 
do not have a need at the present time for working capital for expan- 
sion. They naturally would not undertake financing. I think you will 
see a lot of new financing to accomplish the very purpose you are 
talking about in the very near future 1f our levels stay this way in the 
individual stocks. 

Senator Monroney. The staff has just handed me a note that there 
was less underwriting of new issues in 1954 than there was in 1953, 
which tends at least to indicate to me that it was not the general book 
value that would be influencing the new issues. 

Mr. Day. I do not think that necessarily applies. Lest we forget, we 
have a plowback of earnings here. It supplies a lot of working 
capital. It is a question of continuing and it is still my opinion that if 
our stock market levels hold, and individual stocks go higher, you 
will see more equity financing of institutions. It is just a matter of 
opinion. 

Senator Leaman. Mr. Chairman. 

The CuarrMan. Are you through, Senator Monroney ? 

Senator Monronry. Yes. 

The Cuarrman. The junior Senator from New York is recognized. 

Senator Lenuman. I was very much interested in the colloquy of my 
very able colleague from Oklahoma. I think he has the idea that a 
corporation can arbitrarily issue additional stock and that they take 
into account as the controlling factor the price of those securities on 
the exchanges, 

Is it not a fact that a corporation—the directors of a corporation and 
stockholders of a corporation—authorize the issuance of additional 
securities, generally speaking, only when they have need for the addi- 
tional money that will come to them through the sale of those 
securities 

In the case of A. T. & T. and General Motors, which put out large 
issues, as I read those prospectuses and the advertisments it was per- 
fectly clear to me they were putting out those additional securities not 
for the purpose of attracting additional stockholders—although they 
are glad to have as great a distribution as possible—but because they 
had mapped out a great expansion program which required additional 
funds, both capital investments and also for working capital to finance 
the increase in their business. Is that not the controlling factor that 
decides whether a corporation issues more stock or not ? 

Mr. Day. Yes, it is true, but I did not understand the Senator from 
Oklahoma to take that tack. I thought he was saying, here you have 
this increase in price and here is an opportunity to do equity financing, 
— we understand that there is a need for it. Why is there not more 
of it? 

Senator Lenman. Is it nota fact that they do not put out new securi- 
ties because they do not have need for the money and they are not 
certain, as a matter of fact, in addition to not having an immediate 
need for the money—they are not certain the earnings or prospects of 
the company would support additional securities ? 

Mr. Day. That is exactly what I tried to say. 

Senator Monroney. I would like to say I was making the point be- 
fore you come in, that the principal reason for the passage of the tax 
bill of last year was to draw out investment capital to finance the big 
expansion of industry. On that premise the tax bill was passed, ex- 
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tending very great benefits to the corporations, much of which would 
flow to your corporations of the nature listed on the various exchanges. 
The market has jumped tremendously since the date of the passage of 
that act, and yet there has been a relatively small amount of new 
financing that has taken place. 

We have had a vast increase in the securities that were already 
issued, but it has failed apparently, if these figures are correct that the 
staff has given me, to draw out the new working dollars to go into new 
plants and production and jobs. 

Senator Lenman. I think you are absolutely right in saying that 
the tax bill which we adopted in the past Congress, notably that part 
which effected the repeal of the excess profits tax, tremendously— 
tremendously helped the earnings of the companies; and that is prob- 
ably one of the reasons why the stock market has gone up. 

Senator Monroney. That is right. 

Senator Lenman. And it has undoubtedly benefited many of the 
stockholders. There is no doubt of that. But that would not neces- 
sarily result in the issuance of more securities to satisfy the demand of 
would-be purchasers. 

The CHatrmMan. Does the Senator from New York have any fur- 
ther questions? 

Senator Lenman. Yes. I mentioned the excess-profits tax, but I 
also should have mentioned among other things accelerated deprecia- 
tion and credit for dividends. 

Let me ask you this: My feeling is it would be very difficult for this 
committee to evaluate or to form any judgment as to the value either 
of individual stocks or of all the stocks on the average that are traded 
on by any of the exchanges. It seems to me one of the things, and one 
of the important functions of this committee, and one of the great 
dangers that the public is subjected to, is the possibility of manipula- 
tion of stock values and of security values. 

I discussed before you came here, in other sessions, the danger of 
pools being used to operate, and the dangers of blocked sales, which 
certainly used to operate, and to the great loss of the stockholders who 
did not know about it; and the possibility of creating what are sub- 
stantially corners in companies that have a small capitalization and 
are closely held. Those things are perfectly evident, and I under- 
stand in the main they have been done away with. But we are trying 
to get information as to how to improve the situation, and how fur- 
ther to protect the investing public. 

Have you any suggestions to make with regard to steps that could 
be taken by legislation, or which would be taken by the exchanges, 
which would lessen the chances of manipulation ? 

Mr. Day. Well, sir, without trying to court favor I must say I think 
this committee is a very good step in that direction. To the best of 
my belief there are no pools or manipulation today, but I would have 
to be frank and say it is possible. I do not know anything about it, 
but I believe our present regulations blanket our industry very well. 

I think the fact that everything is out for everybody to see the pur- 
chases, the sizes of the purchases, and prices, affects it. But to the 
best of my belief there is no manipulation today, Senator. 

Senator Lenman. I did not say there was today. 

Mr. Day. I understand. 
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Senator Lenman. But we can all agree at times there has been great 
manipulation in the securities market, and if there is any way of fur- 
ther protecting the public against possible manipulation then I think 
we should take those steps. 

Mr. Day. I think that is quite right. I have no suggestions along 
that line and it is the best opinion I can muster to tell you I think we 
are adequately regulated along those lines today. 

Senator Leaman. Let me ask you one more question. ‘The presi- 
dents of the New York Stock Exchange and of the American Stock 
Exchange gave us a pretty clear picture of the functions and the duties 
of specialists. That is a pretty complicated subject and I think all 
the members of this committee, including myself, were very much 
enlightened by their statements. Do you have the same system in your 
exchange regarding specialists ? 

Mr. Day. It is similar to the American Stock Exchange in that our 
specialists make both round lot and odd lot. The system is funda- 
mentally the same. That is correct. 

Senator Lenman. They have under certain circumstances either to 
supply stock for which the demand is greater than the immediate 
supply, or to buy stock where the opposite is the case. 

Mr. Day. Our system is the same. 

Senator Lenman. That means they are owners of certain securities 
or have a short position. I made a statement here 2 or 3 days ago that 
it was important for the people to realize that the members of the stock 
exchange when they offered stock did not offer their own stock, save in 
minor and unusual circumstances. I had in mind the specialists. Are 
there any other members of the stock exchange who can, in order to 
satisfy a bid, sell their own stock without disclosing the fact that that 
is their stock ? 

Mr. Day. Are you referring here to what we call floor traders? 

Senator Leuman. No, not floor traders. I am talking about mem- 
bers of the stock exchange who execute orders that come to them from 
the publie. In other words, let us say that an order for 1,000 shares of 
United States Steel has come into the market, at the market, and with- 
out any given price. Can the specialist or other brokers who are 
handling the orders satisfy that order by supplying their own stock 
without disclosing the fact that it is their own stock? I am getting 
at the fact that 

Mr. Day. Yes. 

Senator Leuman. I want to find out how much manipulation there 
could be carried on in buying in the stock exchange under those cir- 
cumstances. 

The Caarrman. Do you understand the last question ? 

Mr. Day. I think I do. Let me see if I do. In other words, the 
Senator’s question is, An order comes in to buy Steel at market. or 
limit; is there anyone of the members of the stock exchange who can 
supply stock without disclosing their name to the buyers? Is that 
correct ? 

Senator Lenman. Well, what I mean is that ordinarily I think the 
function of the stock exchange is merely to bring buyers and sellers 
together so that there is a broad, free market for securities. I think . 
when it does that it fulfills a very great function for the public interest. 
But I think it is generally understood that they are acting as agents or 
brokers to execute orders either on the buying or selling side; not for 
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their own account, but as agents for a client—either a direct client or 
a client who comes to them through some of the houses which give out 
their business. If they supply their own stock which they may have, 
without disclosing the fact that this is their stock, it does seem to me 
the process of either manipulation or possibly making the trade at 
an unreasonable price is increased. 

Is it a fact, supposing I was a member of the stock exchange and | 
had 1,000 shares of United States Steel and there was a bid there and 
there was an order on the other side to buy 1,000 shares, then could I 
supply that order and fill that order by selling my 1,000 shares without 
disclosing the fact that they were my 1,000 ‘shares, so that the buyer 
could have that protection, or at least that notice? 

Mr. Day. Maybe I could best clear this up in this way: When you 
come in with your order to buy stock you could have that filled by 
Mrs. Jones in Keokuk, Iowa, with an offering on an agency basis fill- 
ing your order. Or your order might be filled by the ‘specialist from 
his own account. It might be filled by a floor trader from his own ac- 
count. Keep in mind the testimony which was given the other day. 
that if the specialist or floor trader is in there he has to step aside in 
favor of a public order. 

But in answer to your question, as I understand it it is possible for 
the specialist or floor trader to sell without disclosing his name. How- 
ever, the rules are very clear and are certainly enforced that if you ever 
get a situation where the market seems to be going up too fast or down 
too fast, or even excessive trading, that the SEC and stock exchanges 
move in and disclose who that is. In other words, if there is any ques- 
tion they will get in there and find out. 

Senator Leaman. Let me ask you this. 

Mr. Day. Does that answer your question ? 

The Cuarrman. The Senator’s time is up. 

Senator Lenman. Let me ask you this one question. I think I prob- 
ably gave a poor example in steel, but there are many stocks in which 
in recent weeks there have been very great fluctuations, as much as 25 
or 30 or 35 points in a day, and where the market is very broad. Let 
us say that the gap between the bid and the offered price is very broad. 
Let us say it is 700 bid and 775 offered. If the man can provide his 
own stock under those circumstances he may get an unduly high price 
for his stock. That is all right so long as the other man who is s buyi ing 
it knows who the seller is. 

What I am trying to get at is, whether under those circumstances the 
buyer of the stock ‘knows that the value to him is he is paying $760 a 
share with a market of 775. He ought to know who he is buying it 
from. Otherwise it seems to me there is a very great chance of 
manipulation. 

Mr. Day. Just for the record, Senator, I do not recall any day when 
steel went up as much as you stated, but that is beside the point. I 
would like to repeat, if there is an undue rise in a price on a day you 
have SEC and your exchanges checking up to disclose who those buy- 
ers and sellers were, and they do a very good job of it in my opinion. 

The Cuatrman., I believe that is clear. The Senator’s time is up. 

Does the Senator from Alabama wish to ask any questions? 

Senator Sparkman. Just 1 or 2 if I may, Mr. Chairman. 

The Crarrman. Good. 
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Senator SpaRKMAN. Let us go back a minute to this market spe- 

ialist. I may say probably nobody on this committee knows less 
about the stock market than I do, but I have been learning some things 
and that was one of the things I learned. The stock exchange then 
does not operate in an absolutely free market, does it ¢ 

Mr. Day. What do you mean / 

Senator SpARKMAN. Well, that you control it at times, if it becomes 
necessary. I am not saying that in condemnation of it. It seems to 
me a very practical thing. 

Mr. Day. If you mean that the stock exchange and the specialist sys- 
tem does the best job it can to keep stocks from mov ing erratically and 
to try to have as close a spread as possible between the bids and offers 
of the buyers and sellers, I agree with you. 

Senator SpARKMAN. You have no set rules as to what would be too 
big a spread or too big a rise in 1 day, or too big a fall in 1 day, 
have you: y 

Mr. Day. We could not do that very well because stocks are different 
animals with different distribution and different prices. 

Senator SparKMAN. I realize that. My question was prompted by 
your statement just a minute before that if they do go up too sharply 
the SEC and stock exchanges are in there checking on it and ready to 
apply, I assume, some kind of brake. 

Mr. Day. I think they would check any stock, regardless of its dis- 
tribution, if it had too rapid a rise in a day or a week. 

Senator SparKMAN. You just have to decide day by day and stock 
by stock what would be too rapid a rise ? 

Mr. Day. I think we can answer that they check any unusual rapid 
rise out of line with the general market rise during a day or a week, 
or even a month. 

Senator Sparkman. Of course, all the stocks do not rise together. 
Some are rising while others are falling. 

Mr. Day. That iscorrect, sir. 

Senator SparkKMAN. You said a few minutes ago that stocks had 
been selling below book value. 

Mr. Day. I said many stocks in the past years have sold below book 
value and, in fact, many of them at below their net book asset value. 

Senator SparkMAN. How are they selling now with reference to 
book value ¢ 

Mr. Day. They have reached an area, broadly speaking, where they 
are selling along with book value, or : above. 13 imagine if we both get 
in the study we could still find several of them selling below book 
value, but as a general rule they are much better price levels in rela- 
tion to book. 

Senator SparKMAN. I read in some column or some article, probably 
yesterday, although I am not sure, with reference to this rise in the 
book value. If I recall, it pointed out that in 1929 the highest it got 
was 1.9 on the book value, whereas today the average is 1.6 on book 
value. Is that about right ? 

Mr. Day. I do not know, sir. I have not made that kind of a study. 

Senator SparkMAN. You have not seen any article to that effect ? 

Mr. Day. No, sir. I have not. 

Senator Sparkman. And you do not know whether those figures 
would be correct or not ? 

Mr. Day. No,sir. Ido not. 
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Senator SparKMAN. If used by a financial writer 4 

Mr. Day. I do not know. I have not seen them, or studied them, 
or checked on them, and I would not know, sir. 

Senator SparkMAN. What size companies do you have on your 
stock exchange? I believe Mr. Funston gave us a rule on the New 
York Stock Exchange of the number of stockholders and the number 
of shares out and the minimum necessary to get on. What is yours? 

Mr. Day. This is in relation to qualifying for listing, Senator ? 

Senator SPARKMAN. Yes. 

Mr. Day. Asa general rule our guidepost is we want 200,000 shares 
outstanding in the hands of the public, less officers and directors, and 
a thousand stockholders as far as distribution is concerned. 

Senator SparKMAN. Your number then is a little lower than the 
New York Stock Exchange? 1 recall they required 1,500 stockholders 
and 300,000 shares out. 

Mr. Day. Not necessarily. If I recall the New York Stock Ex- 
change, they do have a stockholder requirement higher than ours, of 
1,500. I think they call for 350,000 outstanding. “We want 200,000 
in the hands of the public. We do not believe “ outstanding” is mean- 
ingful unless you take off the officers and directors, who generally 
hold them without too much trading. 

Senator SparKMAN. Is there any market where the smaller com- 
panies can list their stock ¢ 

Mr. Day. You mean, under the amount I have quoted ? 

Senator SparKMAN. Yes, 

Mr. Day. There are stock exchanges I think that have or would 
be able to take issues smaller than that. 

Senator SparKMAN. I suppose there is a good reason for putting 
that limiton. What is it? 

Mr. Day. Well, the main reason is that we found through studies 
we have made in the market that we just need that amount of stock 
in order to get a reasonable flow into the market, so that you can have 
some bidders and some offerers. 

Senator Sparkman. I believe you said it, but I do not remember. 
You had it in your statement. How many listings do you have? How 
many individual companies are there listed on your exchange ? 

Mr. Day. I believe my statement showed we have some 500 ) traders. 
The majority of them are listed. There are some 70 that have been 
admitted under the act. That is your trader privilege that I explained 
to the chairman at the start of the discussion. 

The CuarrmMan. Most of those statistical matters are in the record. 

Senator SparkMAN. I am sorry. I had to go to two other com- 
mittees before coming to this one, so I missed a good part of your 
statement. 

The Cuarrman. Is the Senator through ? 

Senator Sparkman. I have nothing further. 

The Cuarrman. We hoped to get the president of the San Francisco 
Stock Exchange here before we recessed. Mr. Wallace, the staff 
director of the committee, has one question he would like to ask Mr. 
Day. 

Mr. Wautiace. Mr. Day, does the Midwest Stock Exchange have an 


educational program of its own, similar to that of the New York Stock 
Exchange? 


Mr. Day. Yes; it does, Mr. Wallace. 
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Mr. Wautace. Is it the same type of program ? 

Mr. Day. Yes, sir. However, we have no advertising in the news- 
papers. . ; 

Mr. Waxxtace. Do you make speeches which are of an educational 
nature ? 

Mr. Day. We do more than that. We regularly every year send 
out invitations to high schools and junior colleges and universities, 
women’s clubs, and any organization we can think of, and invite them 
to the exchange to see it, and we tell them about our operation. 

Mr. Watiace. Mr. Day, did you recently make a speech before a 
Rotary Club in Ohio? 

Mr. Day. I did, sir. 

Mr. Watxace. Would you tell us about that ? 

Mr. Day. What do you mean ? 

Mr. Wattace. The comments you heard after the speech was over. 

Mr. Day. Do you mean about the gentleman who came up? Well, 
in this speech, Mr. Wallace, I was trying to explain that I did not 
think anyone knew what the market was going to do or, for that matter, 
our economy. I felt we were somewhat in an area of soothsayers and 
crystal-ball gazers who could tell us what the market was going to do 
and what the economy was going to do. I simply did not believe that, 
and I tried to show instances in the past where the best brains had been 
so wrong about what the market was going to do, where they thought 
it was going to go up when it went straight down. 

Mr. Wauuace. And the speech was of an educational nature ? 

Mr. Day. I thought it was and I thought I had made my point that 
no one knew about the market. But after I finished, one of the gen- 
tlemen came up and was saying some nice things and said to me, “I 
enjoyed your speech very much, Mr. Day, and I agree with everything 
you say, but I would hke to ask a question.” I said, “You go right 
ahead.” He said, “Would you mind telling me what the market is 
going to do?” 

Mr. Wauiace. Thank you, Mr. Day. 

Mr. Day. I donot think I got over very well. 

Mr. Watiace. Mr. Chairman, with respect to the educational pro- 
grams of the stock exchanges, I thought it important to get this point 
in, because of the way education can sometimes be somewhat lost. 

Mr. Day. That is correct. 

The Cuarrman. The Senator from Maine just came in. Would you 
like to ask the witness a question, Senator ? 

Senator Payne. Mr. Chairman, I apologize for not having been 
here earlier. I was testifying before another committee. I believe 
that I have no questions at this time. 

The Cratrman. We missed you very much. The senator from Con- 
necticut, 

Senator Busu. No questions. 

The Cuatrrman. No further questions of this witness. Mr. Day, we 
appreciate very much your coming down here and giving us your time. 

Senator Lenman. I just want to make one observation. I said 
there were stocks—not a at many, but there were stocks—where 
the difference between the bid and offering price was 75 points. This 
is on the New York Stock Exchange: Bid price 405, offering price 
475—70 points. And there are a number of others of that sort where 
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it seems to me the price at which the stock is offered and acquired 
might be of very great importance. 

Mr. Day. I quite agree. I simply said I could not recall the in- 
stance, Senator. Itis v very possible. 

The Cuarrman. Thank you very much, Mr. Day. We appreciate 
very much your coming down here. You have made a great contribu- 
tion to the knowledge of this committee. 

(The prepared statement of Mr. Day is as follows :) 


STATEMENT OF JAMES E. Day, PRESIDENT OF THE MIDWEST STOCK EXCHANGE 
FORMATION 


The Midwest Stock Exchange is a relatively new organization, having been 
formed some 5 years ago through the consolidation of the old Cleveland, Min- 
neapolis-St. Paul, St. Louis and Chicago Stock Exchanges. Most of these ex- 
changes were established over 70 years ago. 

At the time of the consolidation, all of the exchanges were operating in the 
black and could, for all practical purposes, have continued indefinitely. They 
were, however, experiencing difficulty in securing listings, due mainly to lack 
of new equity financing. They were also faced with substantial increases in 
operating costs. The success of the new exchange has been substantial. In the 
past 5-year period the Midwest Stock Exchange, on an annual basis, has had a 
greater increase in both share and dollar volume than any other stock exchange 
in the country. 

MEMBERSHIPS 


The exchange has 400 memberships; approximately 300 of them are member 
firms, with 100 being also members of the New York Stock Exchange. Members 
maintain 992 offices, or branch offices, in 45 States and 366 cities. The balance 
of the membership is made up of individuals, most of whom serve on the floor of 
the exchange as brokers and specialists. 


SCOPE 


Midwest is the largest stock exchange outside of New York City. In 1954 
the Midwest Stock Exchange traded 19,565,000 shares of stock, aggregating 
$680 million. The dollar volume is high in relation to the number of shares 
traded, due to rather stringent listing requirements. This has resulted in the 
majority of the trade being confined to investment-type stocks. Although not 
inflexible, our listing yardstick requires that an issue have approximately a 
million dollars in assets, adequate working capital, 3 years of earnings and 
an established dividend record. 


TRADING 


The overall trade of the exchange falls into two categories: (1) the so-called 
local issues wherein the Midwest Exchange makes the only market in these 
particular stocks; and (2) multiple trading—or the so-called dual system issues 
where the stock is traded on the New York Stock Exchange as well as Midwest 
and other exchanges. Currently, there are 120 local issues, all of which are 
original listings. The dual system has approximately 200 issues. These dual 
system issues can be classified as follows: Approximately 130 are fully listed 
on the Midwest Stock Exchange. There are about 70 stocks that were admitted 
to trade under section 12 (f) (2) of the Securities Exchange Act of 1934—the 
so-called unlisted trading privilege. Trading privileges in these stocks were 
granted by the Securities and Exchange Commission following sufficient evidence 
presented to the Commission as to a sustained interest by our member firms, 
stockholders in the Midwest area and adequacy of overall distribution. 

In 1954 the round-lot volume in the dual system issues accounted for 8,793,000 
shares. These same issues had a total of 5,750,000 in odd lots. Our local issues 
traded a total of 4,557,000. There are a few issues traded dually with the 
American Stock Exchange, but the volume is nominal. 

Although our trade since the formation of the Midwest Stock Exchange has 
increased in all types of issues, there has been a substantial increase in the local 
stocks. The year prior to the consolidation, local stocks traded 1,961,000 shares. 
In 1954 the total was 4,557,000, an increase of 132 per cent. 
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REGULATIONS 


The exchange operates under the Securities and Exchange Commission 
regulations. 

In general, the exchange requires that all member firms or corporations doing 
business with the public must have a minimum net capital of $25,000. (Net 
apital is a stock exchange term used to designate net liquid working capital 
less that amount, 25 percent, by which the exchange discounts members’ inven- 
tories of securities.) Under exchange rules, the aggregate indebtedness of a 
member firm or corporation may not exceed 15 times its net capital. 

Those firms not members of the New York Stock Exchange are examined by 
the exchange’s auditing department through regular questionnaires supplemented 
by actual house audits. 


COMMENT ON PRESENT STOCK-MARKET LEVELS 


For years the sweeping generalization, “The market is either up or down,” 
has been employed when referring to the trend of the stock market. This is 
usually based on the Dow-Jones Averages which are made up of only 30 very 
large national corporate issues. Actually, it is not a completely factual statement 
to talk about market levels in this fashion, for the reason that the market is 
made up of hundreds of issues that daily have opposite trends. It is possible to 
get a clear picture in other markets by saying they are up or down when you are 
dealing in corn or wheat or cotton, but an erroneous impression is created when 
we speak about the stock market as a single unit. 

Standard & Poor’s Stock Averages present a much broader base in their use 
of 480 issues; however, a study of this group only tends to point up the fallacy 
of speaking in terms of general market levels, for the following reasons: (1) 
480 issues represent less than a third of the issues traded on the New York Stock 
Exchange. It does not take into consideration any of the markets on the 
American Exchange, the regional exchanges or the over-the-counter market; (2) 
Standard & Poor’s composite index of 480 stocks shows them to be 13 percent 
above 1929 highs. When the group is broken down, it is found that industrial 
stocks are 58 percent higher than 1929 market levels, while rails and utilities 
are down 50 and 61 percent, respectively. If the industrial group is analyzed 
carefully, it will be noted that several groups of securities are 50 percent or 
more below the 1929 levels. The only sound way to evaluate prices of securities 
is to analyze them on the basis of book value, earnings per share and yield. 
On this basis, it would appear that very few stocks are out of line pricewise. 

Most anyone familiar with financing will agree that equity financing is pref- 
erable to debt as a means of providing working capital. It should be noted that 
the recent rise in stock prices has made it possible for a number of companies 
to raise equity capital in the public market for the first time in many years. 
Prior to this rise, common stock financing would have diluted existing stock- 
holders’ equity. In other words, stock would have been sold under book value. 
General Motors is an outstanding example of a price advance that has permitted 
equity financing; yet the stock is currently returning a yield of 5.4 percent. 

Value does not necessarily set prices on anything, whether it be real estate, 
commodities or stocks. Price levels can be substantially reduced if investors or 
consumers decide to sell or stop buying for a hundred and one reasons. Years of 
experience have proven that price levels are affected by the attitude of the 
public as well as values. There is every reason to believe that the business out- 
look is a healthy and vigorous one and that the attitude of the general public is 
one of confidence. 


The CHatrmMan. The next witness is Mr. Ronald E. Kaehler, 
president of the San Francisco Stock Exchange, San Francisco, Calif. 
Mr. Kaehler, will you come forward, please, sir. 

Mr. Kaehler, we are very happy to have you here from the great 
Far West, and I am sure you will give us a little different point of 
view on these matters. You have submitted a very fine statement to 
the committee. Would you like to summarize that statement now 
for the benefit of the press and the others, or how would you like to 
proceed ? 

Mr. Karuuer. Just as you wish, Mr. Chairman. 


STOCK MARKET STUDY 


The Cuatrman. I think it would be very fine if you would sum- 
marize what is in your statement, which we will insert in the record 
at the conclusion of your remarks, and then we will just have questions 
and answers. 


STATEMENT OF RONALD E. KAEHLER, PRESIDENT, SAN FRANCISCO 
STOCK EXCHANGE 


Mr. Karutrer. My name is Ronald E. Kaehler. I am president of 
the San Francisco Stock Exchange and have been for 12 years. Prior 
to that I was the floor member of a brokerage firm of which I was a 
partner. 

The San Francisco Stock Exchange was organized in 1882, and is 
the second largest regional exchange in the country. In 1954 our 
share volume was 16,300,000, and our dollar volume was $301,750,000. 
We trade 395 issues, of which 209 are listed and 186 are traded on an 
unlisted basis. Of the issues traded, 238 are dual issues with the New 
York Stock Exchange and 53 are dual issues with the American Stock 
Exchange. Our volume in these various types of issues is as follows: 
40 percent of our volume is in the New York duals, 6 percent in the 
American duals, and 54 percent in our purely local issues. Our odd- 
lot volume is about 18 percent of our total shares and about 40 percent 
of our dollar value. 

We do not feel that our exchange duplicates the activities of the 
New York Stock Exchange. As a matter of fact, we feel that we 
supplement their market and believe in so doing we contribute to the 
economy of the country. Many of our dual issues have been developed 
on the Pacific coast. They were local issues, financed by local people. 
I refer to such issues as Caterpillar Tractor, Crown Zellerbach, Food 
Machinery and Chemical Corp., Pabco Products, Pacific Gas & Elec- 
tric, Rheem Manufacturing, Standard Oil of California, and a host 
of others. 

There is another group of duals that are listed on the San Francisco 
Stock Exchange for the purpose of providing a market during our 
business day, which is 2 hours after the New York close. These com- 
panies wish to identify themselves not only with the industrial devel- 
opment but also with the financial life of the community. They also 
believe that by listing on the regional exchange they get a broader 
distribution of their securities. 

It is only natural to assume that members of our exchange do bus- 
iness in the securities that are traded on our exchange. This is the only 
way they can earn a commission. Our standards of listing on the San 
Francisco Stock Exchange compare favorably with other exchanges. 
Generally speaking, we have a rule that we take companies with not 
less than 500 stockholders nor less than 250,000 shares of stock out- 
standing. There have been some exceptions to that rule, however. 

A rather complete list of our requirements has been included in my 
prepared statement, and I will not go into detail on that. 

The San Francisco Stock Exchange maintains close supervision over 
its members, both as regards their dealing with the public and the 
enforcement of the rules of the Securities and Exchange Commission 
and the exchange. We require that member firms file three financial 
statements with the exchange annually, one of which must be pre- 
pared by independent public accountants. The treasurer of our ex- 
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change is responsible for the financial condition of members. In addi- 
tion to the three financial statements required during the year, we 
check our specialist odd-lot dealers monthly, and once during a month 
on a surprise basis. 

The San Francisco Stock Exchange is open 2 hours after the close 
»f the eastern markets. Upon the release of special news affecting a 
specific company, or news of a general nature that might change the 
trend of the securities market, We provide an exchange market for 
such trading. Examples of such activities have been given in my pre- 
pared statement. 

We have rules on the exchange for the handling of large blocks of 
stock similar to those that are in effect on other exchanges. It has a 
special offering plan and the exchange distribution plan. 

I think that summarizes my prepared statement, Mr. Chairman. 

The CuarrMan. Thank you, Mr. Kaehler. 

Does the Senator from Connecticut have any questions ? 

Senator Busu. I have no questions. 

The Cuarrman. The Senator from Alabama ? 

Senator SpaRKMAN. No questions. 

The CuamrMaAn. The Senator from Maine ? 

Senator Payne. No questions. 

The CuarrmMan. The Senator from New York? 

Senator Lenman. You just said that in listing stock you have cer- 
tain requirements, such as number of stockholders and number of 
shares outstanding. Do you also have a provision requiring a certain 
number of shares to be in the hands of the public? It seems to me that 
that is almost the most important provision. The Chicago Exchange 
said that they do not base their listing exclusively on the number of 
shares outstanding but on the requirement that at least 200,000 had 
io be in the hands of the public. Unless that is the case, it seems to me 
that it would be very easy to manipulate stock if a large capitalization 
is closely held. 

Mr. Karner. We review that very carefully, Senator. Different 
priced securities require a different form of distribution. We get a 
distribution plan from each corporation listed, showing the number of 
shares from 1 share to 50, from 50 to 100, from 100 to 500, and so on, 
so that we have a complete breakdown of their distribution. The 
distribution must be adequate in our opinion to maintain a reasonable 
auction market. 

Senator Lenman. Just one more question. Do you have a pro- 
vision that if the amount of stock that is in the hands of the public 
falls below a certain point you have the right to delist that stock ? 

Mr. Karuter. We do, sir. 

Senator Lenman. I read some quotations of a great spread between 
the bid price and the offering price, and in my opinion that is due in 
most cases to the very small supply of stock that is in the hands of 
the public. It seems to me that under those circumstances steps should 
be taken to delist. What really stimulates speculative fever in my 
opinion on the part of the public, is not when they see that a stock 
has been going up a half dilien a share or a dollar a share for a num- 
ber of days, but when they see a stock that goes up $10 or $20 a share ° 
or $30 a share in one or two days. Then they see a chance of really 
making a speculative killing. I think that consideration should be 
given by this committee to the suggestion that whenever the supply 
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of stock falls below a point where there is actually a free market that 
the stock should be delisted, so that you can avoid these tremendously 
sharp and usually unjustifiable fluctuations in the price from one day 
to another. 

Mr. Karuter. I agree with you on that. 

Senator Leaman. Do you have any comment to make on that? 

Mr. Karuuer. I agree with you, Senator. 

The Cuarrman. Does the Senator from Oklahoma have any ques- 
tions ? 

Senator Monroney. One thing I would like to ask about is dual 
stocks. Are those stocks that are listed on the big board and also 
listed with your exchange? 

Mr. Karner. The big board and the American. 

Senator Monroney. How do you go about supplying those stocks’ 
Are they held by your own brokers there or do you have to have an- 
other order given New York perhaps to fill that order? 

Mr. Karuter. Of course, for every buyer there is a seller. If that 
seller happens to be the specialist or odd-lot dealer and he has to sup- 
ply stock without being long any, he has to borrow it. Our clearing- 
house borrows those securities to make delivery of them. 

Senator Monroney. In other words, the activity in a certain stock 
that is not on hand with your broker or could not be readily borrowed 
from local sources would then show a dual purchase, would it not, if it 
had to be acquired from New York? What I am trying to get at is 
that the volume of trading in a stock sometimes magnifies because of 
this duality. 

Mr. Karner. No; that is not the case. If a client in San Fran- 
cisco has purchased United States Steel on the New York Stock Ex- 
change and he sells it in the San Francisco Stock Exchange and the 
actual shares are in the hands of the New York office of his broker, 
it may take 5 days or 10 days to get that stock out to the coast. Our 
clearinghouse, to make delivery of that sale, borrows from some mem- 
ber firm of the stock exchange the shares to make delivery. There is 
no record of these borrowings, so there is no duplication of volume, sir. 

The Cuarrman. Mr. Kaehler, in order not to show partiality, I 
guess we ought to ask you to supply us with the data regarding trad- 
ing by officers of your exchange on your exchange, if they do that, be- 
cause we have asked it of all the other presidents. 

Mr. Karuter. We put in a rule last year requiring officers and direc- 
tors to get permission from the exchange to trade, and also to supply 
copies of their statements for these trades. 

The Cnairman. Would that be agreeable with you ? 

Mr. Karnter. I have not had a request for such trading, but I will 
supply the information. For the last 2 years, I understand ? 

The Cuarrman. Yes, sir. Perhaps there was none. That is quite 
all right. We would like whatever you have on that. 

Do you think, Mr. Kaehler, that it would be healthy to have a 
greater degree of decentralization of financial transactions, greater 
than we now have? In other words. do you think it would be a good 
thing for the country if there was not so much of it concentrated in 
New York? 

Mr. Kapuuer. Well, we would certainly like to have more of it. 

The Carman. You would like to. You think that would be a 
good thing for the country ; do you not ? 
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Mr. Karnter. Well, it spreads the risks, I believe. 

The Cuatrman. I notice you were not quite as high in your praise 
of the quality of the New Y ork market as Mr. Day was. Is there any 
significance to that ? 

Mr. Karuter. I do not think I was asked that question. 

The CuatrMan. Well, I will ask it now. 

Mr. Karner. I think New York does a swell job of running their 
market. 

The CuairMan. I was a little surprised to hear anyone from Chi- 
cago be so complimentary to New York. 

Mr. Kaehler, what do you think of the margin requirements? 
Were you in favor of the increase by the Federal Reserve Board or 
not ? 

Mr. Karnter. Well, personally I believe that 50 percent margin on 
a stock is adequate margin. I do not wish to argue with the Federal 
Reserve Board. They have the requirement of maintaining credit in 
the country, and if in their opinion there is an excessive extension of 
credit, I certainly would not argue with that point. Whether they 
make it 60 or 75 or 100, I think securities—stocks, that is—are the best 
collateral in the country, and you can borrow on them at a lower rate 
of interest than you can on real estate or other forms of collateral. I 
believe that 50 percent is a fair vardstick to start with. However, I 
am not arguing with the raise in margins by the Federal Reserve 
Board, because they have the facts and they have the authority to do 
that. 

The Carman. Then you would not object if they raised it to 75 
or 80 percent ? 

Mr. Karner. Well, I might think it was too high, but I certainly 
would not voice any objection because I think they know better than 
I do. 

The Cuatrman. Do you see any signs of speculative activity in any 
of the markets? 

Mr. Karuuer. Well, there has been an increase in volume, unques- 
tionably; but whether stocks are too high or too low I do not feel 
qualified to answer. I have heard a lot of discussion here in the last 
3 days about the Dow-Jones averages and the Times averages and 
Herald-Tribune averages. Some years ago when I was down here 
with the SEC discussing problems, one of their statisticians discussed 
the Dow-Jones averages and told me how wrong he thought they were, 
and made the suggestion to me that if I would watch the issues that 
are up and down and unchanged on the New York Stock Exchange 
daily I would get a better picture of the market. So I checked these 
figures for the 2 days of hearings that I have attended so far, March 
3 and 4. 

On the 3d of March there were 1,243 issues traded on the New York 
Stock Exchange ; 533 advanced, 446 declined, and 264 were unchanged, 
or 710 securities on that particular day were down or unchanged as 
compared to 533 that advanced. The averages on that day were 50 
industrials up $1.15, the railroads up 24, utilities up 68, and the 65 
composite stocks were up 88 cents, w hich gives you a little different 
picture of the market. 

On March 4 there were 1,229 stocks traded; 520 advanced, 447 de- 
clined, and 262 were unchanged, for a total of 709 that were down or 
unchanged, against 520 that advanced. On that day the averages 
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were up $1.35, 4 cents, 16 cents, and the composite was 33-cents-plus. 

The Cratrman. Would it be a proper conclusion that these aver- 
ages are misleading ? 

Mr. Karner. Definitely so. 

The CuatrMan. What ? 

Mr. Karnurr. In my opinion. I am not an economist, however. 

The CHatmrman. Mis  oftas to an ordinary man who is not a pro- 
fessional statistician. The impression is there is a tremendous in- 
crease on those days; is that right? 

Mr. Karner. Yes, that is true. One of our financial editors in 
San Francisco wrote an article about the averages. So many of the 
brokers had told him not to use the words “stock exchange averages.” 
He called three brokers, and each one of them told him that the aver- 
uges were up $2 or $3 or something, so he concluded that probably 
“averages” was a right word to use. 

The Cuatrman. Is it a correct conclusion that you think that no one 
knows whether the market is too high or too low ? 

Mr. Karner. That is my conclusion. 

The Cuatrrman. You do not think anybody knows? 

Mr. Karner. I think people go into the market for some reason, 
for appreciation in their capital or for return on their investment. I 
think today if you went to one of our members of the exchange and 
wanted to invest $10,000 for income that they could find you securities 
that would give you a reasonable income as compared to the income on 
bonds, and if you wanted appreciation they could find stocks that 
were selling at reasonable prices, in their opinion. Undoubtedly many 
of them are selling high; others are quite low. I do not know how to 
judge that. 

The Cuarrman. You say you do not. Do you know anybody who 
does know ¢ 

Mr. Karuuer. No, sir. 

The Cuatrman. Thisisa rather mysterious business ? 

Mr. Karuter. It is not a science. 

The CuatrmMan. What? 

Mr. Karner. The stock market is not a science. 

The Cuarrman. What is it? 

Mr. Karuter. It is an auction. 

The CHatrmMan. Do you think there is an element of gambling in 
the market ? 

Mr. Karuuer. Well, I do not like the connotation of gambling. 
There is certainly speculation in it, and I think a certain amount of 
speculation is necessary to maintain the continuity. 

The Cuarmman. What is your idea of the difference between specu- 
lation and gambling ? 

Mr. Karuter. If I run over to Reno and take the dice for a little 
bit or play on the roulette wheel, I am definitely gambling; but if I 
go into the stock market with the hope of making a profit on the 
appreciation of a security, I think T am speculating. 

The Cuarrman. My silence does not indicate I fully understand 
that. 

Mr. Karuurr. I think when you gamble you win or lose. When 
you go into the stock market you do not lose anything unless you pick 
an awfully bad one. 

The CuarrmMan. You do not always win though, do you? 
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Mr. Karner. No, sir. 

The CuatrmMan. This statement occurs in a book that is just being 
published. I wonder if you would comment on it. 

Roger Babson, dean and general oracle of investment analysis, not long ago 
announced that in his half century of experience 90 percent of all investors have 
lost money on their investments. 

Mr. Karuuer. I do not think he is correct, but I could not prove it. 
[ am guessing. 

The CuairMaANn. I am often told, especially if one raises the ques- 
tion of depletion allowances to an oil man, that there has been a lot 
more money put into the ground than has been taken out of oil ven- 
tures. Have you ever heard that statement ? 

Mr. Karner. I have, sir. 

The Cuatrman. Do you think it is true ? 

Mr. Karner. I do not think so. 

The Cuarrman. You do not think so? 

Mr. Karuter. No, sir. 

The CHarrmaNn. You have heard oil men say that, have you not ? 

Mr. Karner. Yes, sir. 

The Cuatrman. I do not know if it is true or not. I suppose what 
they meant is that there have been so many failures and you do not 
hear about them and only hear about the successes in the field of dis- 
covery of oil, and the great money has been lost seeking oil. ‘That 
is what they really meant. 

Mr. Karuter. That is what they mean, I think; yes, sir. 

The CuatrmMan. That is the reason they usually give for the deple- 
tion allowance, and it made me very sympathetic to their case. Maybe 
I have been misled. If it is not true and there has not been this high 
level of failures and loss of money, maybe we should not have a 
depletion allowance. Is that not a logical outcome ? 

Mr. Karner. Well, you do not have to lose money you put in to 
have a large depletion allowance. I think that these oil companies if 
they did not have a depletion allowance would have a wasting asset 
which they believe they are entitled to have returned to them. That is 
why you have depletion allowances, and depletion is a way of saying 
depreciation on oil. It is the same thing. It is a wasting asset. 

The CHatrmMan. This quotation goes on to say: 

Considering the fact that there has been a cyclical trend upward in the stock 
market at the rate of 3 percent a year, Babson’s figure was astonishing, but of all 
the Wall Street professionals to whom the figure was mentioned, only Merrill 
Lynch thought it was wrong. 

If I understand this statement, it means that all the rest thought 
his statement was correct. 

Mr. Karner. It is a rather interesting statement, in view of the 
well-known reputation of Mr. Babson. 

The Cuarrman, You have heard of him ? 

Mr. Karnter. I have heard of him, yes, sir. 

The Cuarrman. Mr. Kaehler, does your stock market or any stock 
market in your opinion play a great part in raising of new capital ? 

Mr. Karuter. Not the stock exchange directly, but I think the fact 
that securities are marketable when you acquire them does assist in 
raising capital. Common stock, for example, has no maturity, and if 
a person felt that when he invested in a company he was going to have 
to hold that security for the lifetime of the company, which would be 
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more than his lifetime, I do not think you would have much capital 
going into industry. The fact that they are negotiable makes it pos- 
sible to secure risk capital for new industry. 

The Crarrman. It has an indirect effect. Actually, you have few 
new offerings listed on your exchange, if any; is that right? 

Mr. Karner. That is right. The exchange is not a place for dis- 
tribution of new issues. : 

The CuaarmMan,. That is done in private—— 

Mr. Karner. Investment banking. 

The Cuamman. Of course, if there was not an exchange such as 
yours, they would be distributed in what we call over-the-counter 
market, would they not? 

Mr. Karner. Yes, sir. 

The CHatrman. Do you think the over-the-counter markets are un- 
fair competition to your market? 

Mr. Karn ter. Well, if you are talking of a double standard that Mr. 
Day has referred to, there is a double standard, and there possibly 
should be a single standard for the industry. 

The Cuatrman. What would you suggest that we might do about 
it, if anything? 

Mr. Karnuter. Well, sir, I do not feel qualified to answer that ques- 
tion; that is to say, I do not know whether there should be more regu- 
lation of the over-the-counter dealers or less regulation of the regional 
exchange. We have found it extremely difficult to interest new com- 
panies in listing on our exchange since the enactment of the Securities 
and Exchange Act of 1934, and part of that difficulty is due to the 
requirement of registration with the Securities and Exchange Com- 
mission. 

The CuatrMan. Well, you ought to be as well qualified as anyone to 
make suggestions to this committee. Have you any suggestions to 
make to us that might be considered in the way of suggestions to the 
SEC or legislation? Here is your opportunity to tell us what you 
think about it. 

Mr. Karuter. In my prepared statement, I think I suggested that 
registration for small companies on local exchanges should not be a 
requirement of the Securities and Exchange Commission. 

The Cuatrman. There is a limit, is there not, below which you do 
not have to be registered ? 

Mr. Karntuer. Yes, sir, all companies listed on a stock exchange 
have to be registered with the Securities and Exchange Commission. 

The Cuatrman. I see. Not all companies below a certain size have 
to be approved or submitted to the SEC, even though they are sold to 
the public. Is that not correct? There isa minimum ? 

Mr. Karnuer. Registration under the 1933 act. 

The Cuarrman. You mean listing? 

Mr. Karnter. Three hundred thousand dollars in any one year. 

The Cuarrman. But every company, regardless of size, that you list 
has to be registered ; is that right? 

Mr. Karuter. That is correct. I understand that registration even 
with the small company costs around $20,000, and some of the smaller 
companies do not feel that they want to part with that money. 

The CHarrMan. Then would you suggest that below a certain size, 
to be arrived at, they could be listed on your exchange without being 
registered ? 
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Mr. Karuuer. Yes, sir; that is a thought that I have. 

The Cuarrman. Have you made any suggestion as to the size? 

Mr. Karuter. No, sir; 1 have not. 

The CHarrMAN. Would you care to make one now ? 

Mr. Karner. I would not know. I have not given it any serious 
consideration, 

The Cuarrman. Well, I just thought you might have. I have not 
given it any. What relations do you have with any of the other 
regional exchanges? Do you have one in Los Angeles and Salt Lake 
and other places? 

Mr. Karner. There is a stock exchange in Los Angeles. 

The CuarrMan. Do you have any relation with those ‘ 

Mr. Karner. Except dual memberships. 

The Cuarrmman. Dual memberships? 

Mr. Karuuer. Yes, sir. 

The CHatrMan. We heard considerable discussion of the new boom 
in uranium stocks. Has that affected you any ? 

Mr. Karner. No. 

The Caatrman. Do you have any on your exchange ? 

Mr. Karuuer. No. There is a San Francisco Mining Exchange. 

The Cuarrman. A mining exchange ? 

Mr. Karner. Yes. We have nothing to do with that. 

The CuarrMan. You have nothing to do with that. It specializes in 
such stocks ¢ 

Mr. Karuter. It is a mining exchange, the same as Salt Lake. 

The Cratrman. Have you heard of any unusual activity in those 
stocks on those exchanges ? 

Mr. Karner. Well, they had more share volume last year than we 
did. They had about 20 million against our 16 million. 

The CHarrMan. Which exchange are you talking about ¢ 

Mr. Karner. San Francisco Mining Exchange. 

The Cuarrman. Just that one exchange ? 

Mr. Karner. Yes, sir. But their total dollar value I do not think 
even equaled 1 day’s trading on our exchange. 

The Caarrman. I do not quite follow that. What does that mean ? 

Mr. Karuuer. The stocks that they deal in are mining stocks of very 
low price—2, 3, 4, and 5 cents. 

The CuatrMan. Two or three cents? 

Mr. Karner. Yes, sir. 

The Caarrman. Go ahead. 

Mr. Karnurr. They have had considerable activity in those stocks. 
As I say, I saw a statement that they had some 20 million shares 
traded. 

The CuarrmMan. Twenty million ? 

Mr. Karnter. In 1954. 

The Cuatrman. Would you call that speculative ? 

Mr. Karner, Yes, I would. 

The Cuarrman. Not gambling? 

Mr. Karner. Well, it depends upon what the people have in mind 
when they go in there. I think they think they are speculating. 

The CHatrman. Do you think there is any danger arising from 
those activities? Should the committee interest itself in that kind of 
activity or not? I take it that is an exchange subject to the SEC? 
Mr. Kazuter. Yes, sir. 
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The CHatrman. Are those companies registered that have that 
kind of shares ¢ 

Mr. Karuter. Yes, sir. 

The Cuatrman. Do you not think they can afford to register? 

Mr. Karner. A lot of those companies are old companies that 
have been dormant, and I think that their stock was all outstanding. 
[ think they are mostly Nevada corporations, and the blue sky laws 
in Nevada are not very strong. They can pass these shares around for 
claims, stock being outstanding. I do not think they have to go 
through SEC because they are not distributing the shares; they are 
already outstanding. 

The CHarman. In view of that large activity, what I am seeking 
is Just suggestions from you. Do you think it presents a problem 
serious enough for this committee to go further into and interest 
ourselves in? I know nothing about it, frankly, and I wondered if 
you had any neaeneeen that kind of activ ity. 

Mr. Karnier. Well, I do not know too much about the mining 
business. They feel that it is important to have markets in that type 
of security and those mining shares, The mining exchange was 
organized in 1862, 20 years before we w ere, and had quite a flourishing 
time during the days of Comstock and the gold boom in California. 
I do not like to answer questions for them. They have arguments 
for tr: ading these stocks. They are probably good ones. 

The Cuamman. Well, I know so little about it. If you do not care 
to answer, it is quite all right. 

Mr. Karuuer. I know nothing about it, sir. 

The Cuatrman. Nothing has been brought to my attention that 
would indicate that we should, but I may be wrong about it. 

Does your exchange, or do you, engage in any campaign to sell 
stocks to the public as an exchange, not asa broker or a member? You 
are a member of the exchange ? 

Mr. Karner. No, I am not. 

The CuatrMan. You do not engage in it? 

Mr. Karnuer. No, sir. 

The CuHarrman. In the brokerage business ? 

Mr. Karner. No, sir. I talk to service clubs about the activity of 
the exchange. I am not allowed to make any predictions as to the 
course of the market or discuss any economic problems. It is mostly 
an educational program. Our educational program has been devoted 
nearly entirely to the circulation of a booklet, Let’s Look at Stocks and 
Bonds, which gives the history of a man going into business, how he 
gets capital from his friends and how he expands, how he borrows 
from the bank, and when he needs further capital he gets it from the 
public; how the stock is eventually traded over the country, and then 
how it may be listed on the exchange. All through the booklet is the 
admonition to investigate before you invest. 

The Cuarrman. Investigate before you invest? 

Mr. Karner. Yes, sir. 

The CHarrman. Do you recommend that they buy stocks? 

Mr. Karutuer. No, sir. 

The CHarrman. Common stocks? 

Mr. Karnter. No, sir. 

The Cuarrman. Do you think that is a proper function of your 
exchange? 
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Mr. Karner. Well, the exchange can probably 7 it for its mem- 
bers cheaper than each member can do it himself. I do not think the 
exchange can go out and say, “Buy United States Steel and buy Gen- 
eral Motors,” or something else. 

The CuatrmMan. Do you think it should? 

Mr. Karuter. Well, we have not. 

The CuarrMan. I would assume your answer would be “No.” I was 
just trying to get you to say it. 

Mr. Karuter. I do not think that the exchange as such should 
recommend the purchase of securities, if that is what you mean. 

The Cuamman. That is what I meant, as distinguished from the 
members in the exchange. 

Mr. Karner. The exchange is made up of a group of members, and 
some members may be recommending that their clients sell securities. 
. would be foolish for the exchange to go out and tell the public to 

buy them. There is a difference of opinion at all times. 

The Cuatrman. You are getting exactly to the point I was trying 
tomake. Isita proper func tion of the exch: ange as distinguished from 
its members to have a program designed to induce people to buy 
stocks? If I understand you, you say “No.” Is that correct ? 

Mr. Karuier. Well, you are talking about buying stocks. I think 
there is a difference between recommending the purchase of stocks and 
telling the public that they can get a better yield on stocks than they 
can from their banks or something else—or bonds. 

The CuarrmMan. I am not talking about what the members may say 
I am talking about the exchange. At least, if 1 understand you, you 
are president of the San Francisco Exchi ange, and your exchange does 
not engage in a program of urging people to buy stocks. As you point 
out, your members may at this moment be telling them to sell them, 
and that would put you in a rather difficult situation. 

Mr. Karutrr. That is right. 

The Cuarrman. That is one illustration, it seems to me, of why you 
should not. I only want to make the record clear that you do not think 
it is a proper function of your exchange to promote the sale of com- 
mon stocks. Is that correct ? 

Mr. Karnuuer. Well, yes, itis. I have no objection to the advertising 
that the New York Stock Exchange has done. I think some of it has 
been good. 

The Caarman. I was not trying to get you to criticize them. I was 
trying to get your view about your own activities. I do not think it 
is your responsibility, and I do not think we should ask you whether 
you thought it was correct of Mr. Funston to do it, but I wanted it 
understood clearly what you thought your duty and your exchange 
function is. I wanted it clear on the record that you think—and I am 
not trying to put words in your mouth. I am only trying to elicit what 
you really think, and you certainly can correct me if I state it incor- 
rectly that you see the function of your exchange is to provide a place 
where the members may buy and sell stocks. Is that correct ¢ 

Mr. Karner. That is correct. I also think that they have an obli- 

gation to the public to keep them advised on securities. 

The Cuarrman. Absolutely. I agree with you, and I certainly think, 
that every member who is engaged in brokerage business is well within 
his rights to recommend individual stocks, for that matter, and recom- 
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mend that they sell them or buy them whenever their best judgment 
tells them that that is the thing to do. 

Mr. Karuuer. Yes, sir. 

The CHatrmMan. I meant no criticism at all, and as I tried to say the 
other day, I am not sure it is a bad thing for the New York Stock Ex- 
change. I am only trying to find out what your idea is about this 
activity. 

Mr. KarHier. Some years ago we advertised, “Buy stocks on the 

San Francisco Stock Exchange and save the New York tax.” That 
was when there was an exemption for stocks traded on our exchange. 
That law has been changed now. 

The Cuarrman. That is more or less saying, “If you are going to 
buy stocks, buy them here. You can buy them cheaper than in New 
York.” 

Mr. Karnuer. Yes, sir. I did not want to be misunderstood. That 
is why I brought that up. 

The Cuatrman. I can understand that. That is a different matter. 
I do not believe you described—and I do not want to take much time 
on it—the organization of your exchange. You are president, and 
how many officers are there? 

Mr. Karner. We have a treasurer and a secretary. Only three in 
the administrative department. We have about 35 employees of the 
exchange. 

The CuHarrman. Is it financed in the same way, only on a smaller 
scale than the New York Stock Exchange? 

Mr. Karuuer. Yes, sir; assessments against members. Our present 
dues are $116 a month. 

The CuarrMan. Is the compensation of yourself and other members 
public? The New York one is public. I do not know whether you care 
to put that in the record. 

Mr. Karuurr. It has never been published, although I guess all the 
members know what my compensation is. 

The Cuatrman. That is quite all right. It is not a matter of great 
importance whether or not you wish to put it in the record. I believe 
I read in the paper about Mr. Funston and others. 

Mr. Karuuer. Mine is not anything like his, I can assure you. 

The Cuarrman. Do you have any other suggestions to offer to the 
committee? There may be some questions I have overlooked. We 
would welcome any suggestions you care to make regarding possible 
legislation or regulations that you think may improve the situation. 
Have you any suggestions you care to make, anything that you have 
been thinking about and you would like to tell us? 

Mr. Karnter. I have not, sir, but I would like to have the oppor- 
tunity to submit such suggestions to you, if you would care to have 
them. 

The Cuarmman. Yes, we do care to have them. None of us except 
two members has really had very much experience in this kind of 
business. Senators Lehman and Bush have, but I have not, and most 
of the members have not. If you care to submit a supplementary state- 
ment for the information of the committee regarding any of the speci- 
fic points that have been raised, or others for that matter, we would 
be glad to have them. 
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Mr. Karuter. I shall be pleased to do so. 

The CuatrMan. Do you have any companies that pay dividends 
in anything other than American money! Is there any problem in 
that connection? I understand some Philippine companies are reg- 
istered on your exchange. 

Mr. Karner. That is correct. 

The Cuamrman. What is the situation? Is there any problem in 
connection with it 

Mr. Karnier. When they list they agree to pay dividends in dollars. 

The Cuatrman. They what? 

Mr. Karnnuer. Agree to pay any dividends in dollars. We have 

; Philippine mining companies that were listed on our exchange 
some years ago at a time when they were paying dividends, but they 
have had trouble getting the dividends out of the country. They had 
to get permission from the Central Bank to get the funds, and we did 
have difficulty in getting the dividends. However, dividends that 
were declared in the Philippines have now all been paid. 

The Cuarrman. In dollars? 

Mr. Karner. In dollars. 

The CuatrMan. Do you have any difficulty with those companies 
regarding their internal management, such as stock options and things 
of that kind? 

Mr. Karuter. No, I could not say that we have. They have to reg- 
ister with the Securities and Exchange Commission just the same as 
any other company. 

The Cuairman. Is it not true that the Securities and Exchange 
Commission does not require a company to publicize stock options 


unless the jurisdiction in which the company is organized requires it? 
Mr. Karner. No, I do not know of that, but they would have to 
register any additional shares that were piven on stock options with 


the Commission as well as with the exc 
issued, 

The Cuatrman. That reminds me. I do not believe I asked you 
to supply that information with regard to stock options a the com- 
panies listed on your exchange. Some of them may not be listed on 
the New York Stock Exchange, and we did ask that same information 
from the other presidents. Would you supply us with that informa- 
tion ¢ 

Mr. Karner. Let me understand that question. A list of the 
companies having stock options 

The CHatrman, Outstanding options, especially to their officers. 
That is what we were discussing the other day. That information is 
listed with the officials of the other exchanges, I believe, and they 
agreed to supply the committee with that information. 

Mr. Karuter. Would you care for that information on companies 
that are also listed in New York? 

The Cuarrman. No. 

Mr. Karnuter. Just our localized companies? 

The CuatrmMan. Do not do it on the dual, because we will get it from 
them. There is no use of duplicatin Only the companies on your 
exchange. There may not beany. I ‘do not know what the situation is. 

Mr. Karuuer. We would be glad to furnish it, sir. 
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The Cuarrman. In your State are the stockholders informed about 
any options given management of a company! Under the State law 
are they required tado that! : 

Mr. Karuter. I am not sure about that. We have a very fine blue 
sky law and a very fine securities commission in the State of California 
that omens res most favorably with any other State. 

The CuarrmMan. I asked you about the Philippine companies. As 
I understand it, you stated that they have to register with the Securi- 
ties and Exchange Commission, but that may or may not require the 
revelation of stock options to management, if I understand you. 

Mr. Karuier. But we would havea report on those options, because 
when they issue the stock they would have to list the additional stock 
with us. 

The Cuarrman. I understand that. If they list it with you, you 
have the information and we would like to have it. 

Mr. Karuter. Yes, sir. 

The Cuarrman. Would you venture to give the committee your 
opinion as to what is the principal reason behind the recent increase 
in stock prices in the last 18 months? If you had to pick out one 
princip: 2 reason, what do you think is the main one ? 

Mr. Karuter. Well, I would not know. I think that the market 
will continue to advance until the yield on common stocks is about 
the same as bonds. Then I think that the people will sell stocks and 
buy bonds. That is what I would do. And I presume that the in- 
creased dividends that the companies have been paying has increased 
the price of the stock through purchase by the public on a yield basis. 

The Cuatrman. Is it correct to say that it is the dividend stocks, 
the income, in your opinion, that is the primary factor influencing it, 
rather than earnings, for example? 

Mr. Karucer. Yes, it would be my belief that most of the purchases 
are for income. 

The Crarrman. And that that is the most important element? Let 
us distinguish, for example, between earnings and the hope of appre- 
ciation. 

Mr. Karner. That is correct, in my opinion. I am not an expert. 
I am guessing. 

The CuatrmMan. You are guessing? 

Mr. Karuter. Yes, sir. 

The Cuarrman. If you are guessing, what do you think we are 


doing? You are an expert in our eyes. At least you have been in this 
business how long? 


Mr. Karuter. Since 1927, sir. 

The Cuarrman. Since 1927. You went through the 1929 crash. 

Mr. Karuter. I have never sold a share of stock. I have been on 
the floor for my firm, and as a floor member I did not deal with cus- 
tomers. So 1 have had no occasion to become too interested in the 
trend of the market. 


The Cuarrman. Did you not trade on your own account ? 
Mr. Karuter. I did, sir. 


The Cuarrman. W ell, you had a pretty deep interest and under- 
standing there. 


Mr. Karnier. You become a tape trader when you are on your 
account. You do not care about values. 
The CuatrrmMan. What is that? 
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Mr. Karuter. I said if I were trading for my own account, I would 
not care about values. I would be trading on the tape, on the action 
of the market in that particular day. 

The CuarrMan. Tell me what you mean by that. You do not care 
about the values? You would be trading on your own account? 

Mr. Karner. I presumed in the first place you were talking about 
the floor trader that was just trying to make a turn for the day or the 
week. 

The Cuarrman. Frankly, I don’t quite know, but I am interested in 
what you meant by that. I am trying to learn what you mean. I 
would like for you to explain it a little further. You are a floor trader 
trading on your own account. Now, you say you are not interested 
in values, but you are interested in the tape. What do you mean by 
that? This 1s a new language for me. 

Mr. Karner. I am going back to 1927, 1928, 1929, and 1930, when 
I was trading on the floor. As I understand it, you asked me the 
question, “What yardstick did you use?” 

The CuatrMan. Yes. 1 would be very interested to know. 

Mr. Karuter. I certainly would not buy a stock that I thought 
was going down. I would buy stocks on the basis or sell them on the 
basis of what I thought the market was going to do the rest of the 
session or the rest of the week, depending upon how I was trading. 

The CuHairman. Go ahead. I am interested. This does not em- 
barrass you ¢ 

Mr. Karner. Thatisit. You are trading for short terms. 

The CuatrmMan. What determines your mind when you are trading 
on your own account and you decide to buy? Was it the dividends 
paid? 

Mr. Karner. No, sir. 

The CuHarrMan. It was not? 

Mr. Karuuer. No, sir 

The CaarrMan. What was it? 

Mr. Karuter. The trend of the market. 

The Cuarrman. What do you mean by that? That is what I am 
interested in. 

Mr, Karuter. Whether I thought it was going up or going down 
for the immediate day or week or whatever I was trading in. 

The CuairMan. Certain elements must have entered into the forma- 
tion of your opinion. What made you think it would go up or down 
if it was not the dividends and it was not its value? What was it? 

Mr. Karnuer. The action of the market. 

The Cuarrman. And what does that consist of ? 

Mr. Karner. The trend, the purchases, the sales. If a stock has 
moved up three points, I may think it should have a reaction of a 
point or two and sell it. If it dr opped three points, they figure that 
it would go up again and you would buy it. 

The Cuarrman. That is just what I am getting at. You were 
analyzing it from the actions that day, regardless of what you thought 
its value may be? 

Mr. Karuter. That is right. 

The Cuairman, Very often you did not know its value? 

Mr. Karuier. That is correct. 

The Cuarrman. Could it be that you did not even know what it did 
and just saw it acting on the tape? 
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Mr. Karuter. It could be, but when you are trading on a smal! 
exchange you usually know what all the companies do. 

The CuarrMan. There are not too many. 

Mr. Karuter. But I do not think it would make too much difference 
if I were trading. 

The Cuarrman. If that was your approach to it, why do you think 
everybody else looked at the income and the dividends before they 
bought stock ¢ 

Mr. Karuter. I think there is quite a distinction between trading 
on the floor of the exchange and investing either for yield or for 
appreciation. 

The Cuarrman. What is the difference? 

Mr. Karner. One is a long-term trend and the other is a day-to- 
day trend. 

The CuatrMan. But the statistics we brought out the other day 
and I will not bother you by reading them, but you recall that in 
talking with Mr. Funston we read them—aindicate there has been a 
very marked increase in short-term trading during the last 12 months. 
What does that indicate to you? 

Mr. Karner. It is easier to trade when the market is active. 

The Cuarrman. Easy to trade when it is active 

Mr. Karnter. Yes, sir. 

The CuarrMan. Does that mean that maybe many more floor traders 
have sensed the trend of the market ? 

Mr. Karner. Well, it is easier to get in and out when there is more 
volume. I can tell you that. 

The Cuarrman. And would you say they sense that the trend is up? 

Mr. Karner. Well, I do not think it necessarily hastobeup. You 
can make it just as quickly on the down side as you can on the up side. 
If you are trading, you do not care whether they are going up or down 
just so long as they go one way or another. 

The Cuarrman. It is the activity ? 

Mr. Karner. That is right. 

The Cuarrman. It is the high volume that attracts the short-term 
trader; is that right? 

Mr. Karnurr. It is much easier to trade when the market is active. 

The CHarmman. That is very informative. I think we are begin- 
ning to understand a little bit more of the explanation of what hap- 
pened last year. So that is it fair to assume that many of these short- 
term trades, which the statistics bear out, would be trades of floor 
traders who sense in this activity that there is an opportunity to make 
fast trades because there is a big volume? Is that right? Is that a 
proper understanding of what went on ? 

Mr. Karnter. I think the assumption may be correct. However, 
I have no facts as to whether or not floor trading has increased—I 
think you are referring to the New York Stock Exchange. 

The Cuarman. That is right, not to your exchange. 

Mr. Karuuer. So I would not know. 

The CHarrman. You were here when we were reading the statistics 
that were carried in the report the other day. That is what it indi- 
cated—a decrease during last year on long-term trading, which we 
normally would call investment buying, and an increase in short-term 
trades. 

Mr. Karuter. I think that is fair to assume. 
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The Cuarrman. Would it be fair to say that that was a more specu- 
lative market than it was, say, the preceding year or the year before 
that, as distinguished from the investment market ? 

Mr. Karnver. You mean that there are more speculators in the 
market ¢ 

The Cuarmman. That the people in it are speculating in short-term 
trades. Is that correct? 

Mr. Karner. I think the New York Stock Exchange has some 
statistics on that. I think I have read that. 

The Cuarrman. What I am trying to do is draw a conclusion from 
those statistics. The statistics ante show an increase in short-term 
trades of last year. These are the statistics given us from the stock 
exchange. 

Mr. Karnxer. Of course, short-term trades may result from a faster 
moving market. Those short-term trades may result from a faster 
moving market. If aman buys a stock at 20 and it goes up to 25, he 
has a pretty good profit, and if it does that in 2 weeks he will sell 
sooner than if it takes 2 months to make that 5-point rise. So I think 
that it would naturally follow that there would be shorter-term trades 
in a rapidly rising or declining market. 

The Cuatrman. What I was trying to do was to apply your illus- 
tration of the way you did it. You acted as a floor trader and sensed 
the trend of the market and you tried to go with it, I take it, which 
I assume is a perfectly legitimate thing. I am not trying to criticize 
you. I am only trying to understand. If you get a rapidly moving 
market in one direction, such as that was, it tends to accelerate because 
of the confidence that it is moving. That was your psychology as a 
floor trader, if I understood you correctly. 

Mr. Karnter. Well, I do not say that we would be buying at all 
times when the market was going up. We would probably be selling 
if it was going up and buying when it was going down, if we were 
right. We had one of our specialists just recently who thought the 
market was too high, and he sold the wrong stock. We had to close 
him up. 

The Cuatrman. He isno longer 

Mr. Karnter. He is no longer a member. 

The CuatrmMan. That isthe penalty they pay ? 

Mr. Karner. That is the penalty of being wrong. 

The Cuatrman. When did you stop trading on the floor? 

Mr. Karner. July 1934. 

The CuatrMan. Nineteen thirty-four ? 

Mr. Karnter. Yes, sir. 

The Coatrrman. Why did you stop? 

Mr. Karuter. My firm dissolved. 

The CHatrman. What would you say is the difference between 
short-term trading and speculation ? 

Mr. Karner. I think that it would depend on the intent. I do not 
see any great difference. I think that if I buy a steck at 20 because 
I think it is worth 30 and it goes to 30 in 2 weeks—I would not say that 
I was speculating. I may be willing to hold it for a year to get 30, 
or 2 years. If you are going to assume that because I sold it in 2 
weeks I was speculating, I do not think that assumption is correct. 
I had in mind a long-term profit, but if I was fortunate enough to get 
it so fast that I could do it in a couple of weeks, I do not think that 
would change the intent that Ihad. I had no intention of speculating. 
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The Cuarrman. You feel then that the basic criterion of that situa- 
tion is the intent of the person who executes the trade ? 

Mr. Karnuer. That is right. 

The Cuairman. These statistics that I mentioned from the New 
York Stock Exchange indicate that the principal increase in short- 
term trading was by the public rather than the floor traders. There 
is very little difference in the member trading on short term. It indi- 
cated the at the public was engaging in that increased short-term 
trading 

Mr. K \EHLER. As I say, that could result from the rapid increase 
in the market prices. 

The CHarrman. I believe that is about all. I think it has been very 
useful—your description of a professional trader. I always wondered 
how you traded on the floor. 

Mr. Karutuer. I think there are rules that the New York Stock Ex- 
change has now that we did not have in 1927, 1928, and 1929, however. 

The Cuarrman. What do you mean by that? What do you have 
in mind ¢ 

Mr. Karner. New York has adopted certain trading rules. I do 
not know what they are, but I understand there are pretty strict rules 
on the trading of members on the floor in the New York Stock Ex- 
change. 

The Cuarrman. You mean, for example, on short trading? When 
you were a floor broker you could sell them short or any way you 
liked ? 

Mr. Karner. Yes, sir, we could do anything. 

The Cuatrman. Now I believe they cannot sell them below the pre- 
vious sale; is that right ? 

Mr. Karuter. That is right. The short sale rule is an excellent rule. 

The CHarrman. In effect, it almost throws out the short sale on a 
declining market. does it not ? 

Mr. Karner. Yes, sir. 

The Cuamman. You have to sell them short on the up side ? 

Mr. Karnter. That is right. 

The Cuatrman. Do you think that is a good rule ? 

Mr. Karner. Excellent. I think it is one of the finest rules the 
SEC put in. 

The Cuaimrman. Do you think—since you have mentioned it—that 
the SEC has been a good thing for the financial community and for 
the capitalistic system ? 12 

Mr. Karuter. Definitely so. 

The Carman. Were you one of those that thought so back in 1934! 

Mr. Karuter. Yes. We thought the regulation was good, but the 
original bill we did not think was good. 

The CHarrman. You did not? 

Mr. Karnter. We spent quite a little time in Washington trying 
to get it changed, and I think many changes were made after con- 
sultation with the Commission and those that were handling the prep- 
aration of the bill in Congress. 

The CHamman. Thank you very much, Mr. Kaehler. We appreci- 
ate your coming such a long distance to give us the benefit of your 
experience and knowledge. You have contributed a great deal to the 
understanding of at least one member of the committee, and I appre- 
ciate your coming. 
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(The prepared statement of Mr. Kaehler follows :) 


STATEMENT OF RONALD EB. KAEHLER, PRESIDENT, SAN FRANCISCO StocK EXCHANGE 


You have requested my appearance before your committee on March 7, 1955, 
as president of the San Francisco Stock Exchange, and have asked that a pre- 
pared statement be submitted on various points raised in your letter to me of 
February 17. 


RELATIONSHIP BETWEEN REGIONAL EXCHANGES AND THE NEW YORK STOCK EXCHANGE 


The San Francisco Stock Exchange is the second largest regional exchange 
in the United States, according to statistics compiled by the Securities and 
Exchange Commission, which is a position it has held for some years. 395 
stocks are traded on the San Francisco Stock Exchange, of which 238 are “dual” 
issues with the New York Stock Exchange, 53 are “dual” issues with the Amer- 
ican Stock Exchange, and 104 are “local” issues. 

Many of the “dual” issues originated on the Pacific coast, receiving their initial 
financing in the San Francisco Bay area, and as a result the San Francisco 
Stock Exchange has maintained an excellent round-lot market in them. Some 
of the most prominent of these issues are Caterpillar Tractor Co., Crown Zeller- 
bach Corp., Food Machinery & Chemical Corp., Pabco Products, Inc., Pacific Gas 
& Blectric Co., Rheem Manufacturing Co., and Standard Oil Company of Cali- 
fornia. As these securities acquired national distribution and recognition they 
were listed on the New York Stock Exchange, and that exchange became the 
primary market for them. 

The governing board and members of the San Francisco Stock Exchange are 
firmly convinced that trading in “dual” issues by our exchange does not consti- 
tute a duplication of trading on the New York Stock Exchange, but on the con- 
trary provides an important supplementary market which has proven to be in 
the public interest. Members of our exchange generate orders in these securities 
for the very reason that they are traded here. If they were not listed locally, 
member firms might well recommend to their clients other securities of equal 
value that were listed locally rather than those traded only in eastern markets. 

Many companies whose stock falls into the category of “dual” issues, and 
which did not have their origin on the Pacific coast, such as American Tele- 
phone & Telegraph Co., General Motors Corp., United States Steel Corp., etc., 
have listed their securities on the San Francisco Stock Exchange so as to pro- 
vide a market through the major portion of the normal business day (3 hours 
later on the West coast than on the East coast) for their ever-increasing number 
of stockholders in the area served by our exchange. 

A number of these companies have built new plants in the San Francisco 
area and desire to identify themselves not only with the industrial but also 
with the financial life of our community. 

It is to be assumed that thousands of eastern investors are included among 
the millions of newcomers to the West coast in the last 10 to 15 years, and 
that they have not lost interest in their original holdings because of a change 
of residence. It is logical to conclude that our exchange will benefit when it 
provides a local market for these newcomers. 

Another point to be considered with respect to the role the “dual” issues 
play in helping to maintain a strong regional exchange is the difficulty a regional 
exchange experiences when it attempts to persuade new or local companies to 
take the steps necessary for registration with the Securities and Exchange Com- 
mission. Many local companies object, not only to the cost of registration but 
to the numerous additional regulations imposed upon them by such registration. 
Due to the inability of our exchange to secure sufficient additional local listings, 
concentration on “dual” issues results. Member firms being deprived of com- 
missions they could earn were more local issues listed on the exchange, do have 
an opportunity to earn commissions on orders placed by their customers in 
these “dual” issues, 

It is the studied opinion of our members that more emphasis should be placed 
on the part the regional exchanges play in the national economy. As pointed 
out above, regional exchanges have been responsible for the development. of . 
many of the fine companies that are now national in scope, such as Caterpillar 
Tractor Co., Crown Zellerbach Corp., Food Machinery & Chemical Corp., Pabco 
Products, Inc., and Rheem Manufacturing Co., all of whom have contributed so 
effectively in the production of material for our military operations. 
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We believe steps should be taken by the Congress to modify requirements for 
the registration of securities on regional exchanges. The principle of affording 
relief to smaller companies was recognized in the Securities Act of 1933, which 
provided an exemption of small issues. 

Listing requirements on most regional exchanges, and certainly in opinion on 
our exchange, are sufficient to protect the public, and to supply the investor with 
pertinent information on the growing local companies. 


STANDARDS FOR LISTING SECURITIES ON SAN FRANCISCO STOCK EXCHANGE 


In addition to registration with the Securities and Exchange Commission, list- 
ing requirements of the San Francisco Stock Exchange include, among others, 
the following: 

(a) Opinion of company counsel as to the legality of the organization of the 
applicant, its authorization to issue the particular stock in question, validity 
thereof, whether shares are fully paid and nonassessable, and whether liability 
attaches to the ownership thereof. 

(b) Resolutions of the applicant’s board of directors or executive committee 
authorizing the listing. 

(c) Certified copy of Permit of Commissioner of Corporations of the State 
of California, or other governmental authority, authorizing the issuance of such 
securities. 

(d) Distribution schedules, agreements with transfer agents, registrars, speci- 
men stock certificates, etc. 

The listing agreement, to which all companies must become a party, requires, 
among other things, notification to the exchange of the following: 

(a) Any change in the general character or nature of its business. 

(b) Disposition by it, or any company controlled by it, of any stock interest in 
any subsidiary or controlled company, when such disposition will materially 
affect the listed corporation. 

(c) Any change in or removal of collateral deposited under any mortgage or 
trust indenture, under which the listed securities have been issued. 

(d) All notices to be sent to its stockholders. 

(e) All amendments to articles of incorporation or bylaws. 

(f) Issuance of any options or warrants to purchase stock. 

(g) Proposed redemption of listed securities. 

In addition to the foregoing, the listing agreement requires that all companies 
furnish upon demand such additional information as the exchange may reason- 
ably require. The listing agreement further requires all companies to publish 
at least once a year, and submit to its shareholders, and file with the exchange, 
a balance sheet and surplus-and-income statement. Additional material is re- 
quired from all companies engaged in mining or oil-producing operations. 


SUPERVISION OF EXCHANGE MEMBERS 


The San Francisco Stock Exchange attempts to maintain close supervision 
over its members and member firms. Its treasurer is primarily responsible for 
this supervision and under the rules of the exchange is required to visit each 
local member firm doing business with the public at least once each calendar 
year. During these visits he makes spot checks to determine if there has been 
full compliance with the rules of the exchange, as well as with the Securities 
and Exchange Commission and the Federal Reserve Board. 

Member firms must file three financial questionnaires a year, on the dates 
requested by the Treasurer, setting forth in detail their financial position. One 
of these questionnaires must be prepared by a public accountant, approved by 
the exchange. In addition, all specialists odd-lot dealers are required to file a 
statement of their position as of the end of each calendar month, and also one 
each month on a day selected by the Treasurer. 

Minimum capital requirements for members of our exchange are $50,000 for 
corporate members, and $25,000 for partnerships doing business with the public. 


These minimum requirements are after penalties imposed for inventory position 
and do not include fixed assets. 


EFFECT OF STATEMENTS MADE IN NEW YORK AFTER CLOSE OF NEW YORK MARKET 
ON PRICES OF STOCKS LISTED ON SAN FRACISCO STOCK EXCHANGE 


You have indicated an interest in the way in which statements made in New 
York after the close of the New York markets affect the price of stocks also 
listed on our exchange. Perhaps the most effective way to answer this inquiry 





STOCK MARKET STUDY 243 


is to refer to a few of our most active issues and to how they were affected by 
recent press releases in New York after the close of the New York market: 

United States Steel Corp. common.—On January 25, 1955, the directors of 
this corporation raised the dividend to $1 from the 75 cents paid in previous 
quarters, and proposed a 2 for 1 split in the common stock. The New York 
Stock Exchange volume on that day was 27,500 shares, with a price range of 
72% opening, 72% high, 71% low, 72% last. On the San Francisco Stock 
Exchange on the same day, round-lot transactions to the time of ee announce- 
ment totaled 700 shares, with a price range of 71% first sale, 72% high, 71% 
low, 72% last. After the announcement of the increased dividend and proposed 
split, the first sale in San Francisco was at 73, with a high of 78, low of 73 and 
close of 773%, on a volume of 9,400 shares in round lots. The next day the first 
sale in New York was at 78. 

Bethlehem Steel Corp. common.—On January 27, 1955, the company reported 
its earnings for 1954, and declared a dividend of $2.25 as against $2 previously 
paid. At the same time the company announced it saw no reason for a stock 
split at that time. The New York Stock Exchange volume on that day was 
47,900 shares, with a price range of 118% opening, 120 high, 112 low, 114 last. 
San Francisco, before the announcement, had a round-lot volume of 200 shares, 
with first sale 11814, high 119%, low 118%, last sale 11934. After the announce- 
ment, the first sale in San Francisco was 11314, high 115, low 113%, close 114, 
on a volume of 1,000 shares in round lots. The next day the first sale in New 
York was at 115%. 

Western Union Telegraph Co. common——On February 8, 1955, the directors 
recommended a 4 for 1 split. The company also raised the dividend on the shares 
then outstanding to $1 from 75 cents paid in previous quarters. The New York 
Stock Exchange volume on that day was 5,400 shares, with a price range of 887% 
opening, 88% high, 86144 low, 875% close. "There were no round-lot sales in San 
Francisco prior to the anouncement. After the announcement there was a 
volume of 2,700 shares in round lots, with the first sale at 98, high 9614, low 93 
last sale 9854. The opening sale in New York the next day was at 90. 

Republic Steel Corp. common.—On February 15, 1955, the directors announced 
plans to split the stock 2 for 1. They also announced that the quarterly dividend 
on the present stock would be increased to $1.25 from the $1.1214 previously 
paid. The New York volume that day was 34,900 shares, with an opening of 875%, 
high 88%, low 8614, close 8744. The San Francisco Stock Exchange had sales of 
600 shares in round lots prior to the announcement, with an opening price of 
8714, high 88, low 87, close 88. After the announcement the first sale was at 88%, 
high 9014, low 8834, last sale 8954, on a volume of 3,900 shares in round lots. The 
opening price in New York on the following day was 88%4. 


SALES AND PURCHASES OF LARGE BLOCKS OF SECURITIES 


You have inquired about the manner in which sales and purchases of large 
blocks of stocks are handled on our exchange and any concern we may have with 
the use of exchange facilities to effect transactions off the exchange. We have 
adopted a special offering plan and an exchange distribution plan, both of which 
have been approved by the Securities and Exchange Commission. Members have 
made little use of these special arrangements, preferring to have secondary dis- 
tributions after the close of the exchange. We do not believe exchange facilities 
are used by our members in any way that would affect the price of securities on 
transactions off the exchange. 


Please be assured of our desire and willingness to cooperate with your com- 
mittee in any way possible. 

The CuatrMan. We will recess until tomorrow morning, at which 
time the witnesses will be Harold E. Wood, Chairman of the National 
Association of Securities Dealers, and president and director of 
Harold E. Wood and Co., St. Paul, Minn.; and also Professor John 
Kenneth Galbraith, the economist from Harvard University. 

We will stand in recess until 10 o’clock tomorrow morning. 

(Whereupon, at 12: 45 p. m.. the committee recessed until 10 a. m. the 
following day, Tuesday, March 8, 1955.) 
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TUESDAY, MARCH 8, 1955 


Untrep Srates Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, dD. CG. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 

Present : Senators Fulbright, Robertson, Lehman, Monroney, Cape- 
hart, Ives, Beall and Payne. 

Also present: Robert A. Wallace, staff director of the committee. 

The CHarrMan. The committee will come to order. 

Our first witness this morning is Professor John Kenneth Galbraith 
of Harvard University. Mr. Galbraith, we welcome you to the com- 
mittee, and we appreciate your having furnished us with your state- 
ment, which I have read with much interest. 

You may now proceed in your own fashion. You may summarize 
it or read any part of it. Do whatever suits you. Your whole state- 


ment will be made a part of the record at the end of your remarks. 


STATEMENT OF JOHN KENNETH GALBRAITH, PROFESSOR OF 
ECONOMICS, HARVARD UNIVERSITY 


Mr. Gaxprairn. Mr. Chairman, I will not read the statement 
through at length. I might read parts of the last 2 or 3 pages. 

The first page is concerned with my qualifications for this appear- 
ance, which are by no means unlimited. 

The Cuatrman. If I may interrupt, the professor is probably too 
modest to say it, but he has been in the process of preparing and I 
believe is about to publish a book which is a study of the 1929 experi- 
ence we had. Is that not so? 

Mr. Gatsrarru. I was going to say, Senator, that my qualifications 
here this morning are those of an histogian rather than of a market 
expert, and the boldest claim I would make is that this is a field in 
which history may not be entirely unuseful to the deliberations of the 
committee. 

I have commented at some length on the nature of the speculative 
boom—the nature of speculation and the speculative boom. I have 
hazarded the guess that the committee is concerned with the economic 
rather than the moral aspect of speculation and also is concerned with 
its consequences for the economy at large rather than its more limited 
and on oceasion, unfortunate consequence for the speculator himself. 

The problem with which the committee is concerned I would suppose 
is the problem of what happens as the result of the breaking of a spec- 
ulative bubble. 
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All speculative booms have had certain features in common. I in- 
clude the great stock market boom of 1928 and 1929, of the Florida 
boom of the mid twenties, the Iowa land boom following World War I, 
and the classic speculative eruptions before. 

Booms start with some tie-in to reality, some reason which justifies 
the increase in asset values, and then—and this is the critical feature 
of the speculative mood—the market loses touch with reality. It takes 
off into a world of its own in which the only reality is that the prices 
of the asset are advancing and enough new people are coming in to 
keep the prices going up. 

This is the essence of what might be called the pure speculative 
boom. The original cause of the increase in the price of an asset—of 
stocks in the late twenties, of Florida land in the mid twenties—is for- 
gotten or it becomes the merest excuse for optimism. In this mode! 
of a pure speculative situation the boom continues as long as the supply 
of new people coming into the market with new money lasts. 

When the supply of people with new money runs out, the boom 
breaks. The person who is interested in capital gains is not, of course, 
interested in stable prices. When prices level out, he sells. Others do 
the same to avoid capital losses. And the general result is a helter- 
skelter rush to sell. Invariably in this model of the speculative boom 
and bust, the bust is a good deal more violent than the boom. 

There are one or two other things which it is of some importance 
to recognize in connection with the speculative situation. One is the 
mood which speculation engenders. It is a mood in which any ques- 
tioning of the substance behind the boom, any suggestion that there 
may not be full support for all of the expectations which are engen- 


dered by the rise in prices, is fiercely resisted. On the contrary, the re- 
assurance that all is well, that everything is going beautifully, that 
conditions are sound partakes of the postion of a minor industry. In 


1929 just before the boom broke one of the most distinguished of econo- 
mises, Prof. Irving Fisher of Yale University, made his historic state- 
ment that stocks had reached a new high plateau. And Mr. Charles 
Mitchell, who was then the very influential chairman of the National 
City Bank, said that industrial conditions of the United States were 
absolutely sound. He complained that too much attention was being 
paid to the volume of brokers’ loans as an index of speculation. 

By contrast, Mr. Paul Warburg, a very conservative banker, who 
earlier in that year had criticized the current speculation and had said 
if it were not stopped there would be a serious crash, was very severely 
reprimanded for his pessimism. He said afterward it had occa- 
sioned some of the most difficult moments of his life. 

I comment on this, Mr. Chairman, because it need hardly be sug- 
gested that this tendency toward reassurance poses an interesting 
problem for a committee such as this. The assertion that all is well 
can under some circumstances be a valuable index of precisely the 
opposite. 

The Cuamrman. May I ask you in connection with that Warburg 
incident, is it not also true that they tend to blame him end say he is 
the cause of the deflation? 

Mr. Gatsrarrn. That is right. That was the mildest thing that 
they said about Mr. Warburg at that time. The most severe thing, of 
course, was the complaint that he was short in the market and had a 
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special interest in bringing about the ensuing deflation of values. 

Senator Ives. Was he? 

Mr, Gatsrarrn. | beg your pardon? 

Senator Ives. Was he short ? 

Mr. Gausratru. I think, Senator Ives, that the reputation of Mr. 
Warburg in this respect is impeccable. I do not think there is any 
reason even to sonenes it for a moment. I realize the temptation to 
raise the question, but I think Mr. Warburg’s reputation was beyond 
reproach. 

Senator Ives. I knew him personally. He was a very fine gentleman. 

The Cuarrman. May I ask in that connection—I did not know him 
and there is nothing personal about it—I wonder if he would not be 
entirely justified in being short. In other words, conditions were 
created that he, as an intelligent man, recognized as being unsound. I 
wonder if since he was in business, was it not entirely proper for him 
to be short ¢ 

In other words, is there the implication that there is anything wrong 
with his being short since that was permitted and there was nothing 
illegal? Is there any reason to criticize him if he had been ? 

Mr. Gavpraira. Well, I would content myself, Senator, with the 
economic implications of this problem. I realize that there is a divi- 
sion of labor here which members of the committee cannot entirely 
observe. But as an economist I assume that you would not ask me 
to pass moral judgments, 

The Cuatrman. Well, your response to the question of the Senator 
from New York I think was subject to the interpretation that you felt 
that if Mr. Warburg had been short he would have in some way been 
subject to criticism. You said his reputation was impeccable, which 
carries some connotation of moral judgment. I just wondered 
whether you intended that or whether you might have reasoned that 
if he had been short, he was giving this criticism of the market not 
because he believed it but only in an effort to try to drive the market 
down. That would be a very different matter I think. Is that what 
you meant ¢ 

Mr. Gaxpratru, I was absolving him from a suggestion of any such 
behavior. 

The Cuatrrman. Yes. 

Mr. Gatprarru. I now agree with the chairman that in doing so I 
was undoubtedly making moral judgments. 

The CuatrmMan. Well, the way you said it I thought left the implica. 
tion that you were defending his character and integrity. 

Senator Ives. I will vouch for it. 

The Cuarrman. I know nothing about that. 

Senator Roperrson. Mr. Chairman, since the Professor has men- 
tioned the question of selling short, I read last fall that stocks on 
loan—that means to traders who are selling short—were at a very 
high level, the highest in years. What are the ethics of selling short? 
We had testimony from the president of the American Stock Ex- 
change as to short selling that he prevented a certain stock from going 
about three times as high as it would have gone and very much higher 
than the condition of the company justified. Are there any ethics? 


Is there any difference in ethics between buying for a rise and selling 
for a gain? 
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Mr. Gaverarru. I personally would not think so, sir. The question 
to which we were just addressing ourselves was perhaps a slightly 
different one. It was whether a man is ethically justified in going 
short and then making statements which might have the effect of 
bringing down the mi: arket. This would seem to me to be somewhat 
dubious behavior. Short selling as such I do not feel is necessarily 
unethical. 

Senator Rorertson. Well, is there any difference between buying 
for a rise and putting out a statement that everything is very rosy 
and is going still higher or selling short and putting out a statement 
that confidence has been misplaced and things are going down? Is 
it not gambling in either event ? 

Mr. Garerarru. I would like to make a comment a little later if I 
may, sir, on the question of rosy statements also, and their effect on 
the market. 

Senator Ronerrson. You do not want to comment on the ethics now 
of short selling ? 

Mr. GarprairH. As I say, I would not make any distinction eth- 
ically between a short position and a long position. It seems to me 
that they are both legitimate. 

I have recited in my statement, Mr. Chairman, some of the salient 
features of the 1929 experience, I will not dwell on these beyond say- 
ing that this was, as speculative episodes go, one of really enormous 
scale. The volume of transactions was high, So was the volume of 
speculative activity as measured by the volume of brokers’ loans, the 
extent of the company promotions, in particular the investment trust 
promotions, the scale of the merger movement, which is usually a 
concomitant of a speculative outburst. 

It is of some interest, however, that speculation remained very much 
a minority enterprise as far as the American people at large were 
concerned. The number of people who were actively interested in the 
stock market even in 1929 was probably not in excess of 1 million in- 
dividuals or not much in excess. The number who were actively in- 
volved in margin trading was not more than 500,000 or 600,000. 

This is a point to which I would like to return presently 

I have then gone on in the statement to discuss the effect of the 1929 
crash. There was a strong tendency immediately following the crash 
to say that this was an event of rather passive signficance. There was 
a slight turn down in economic activity in the summer of 1929, and, of 
course, the stock market crash occurred in late October. Ever since, 
economists and historians have said that the stock market crash in 
the autumn of 1929 rather mirrored a downturn of business that was 
already underway. One of the leading students of the period has said, 
the stock market reflected in the main the change that was already ap- 
parent in the industrial] situation. 

This position does not stand scrutiny. The breaking of the specu- 
lative bubble, which had to come, had in turn a profound effect on 
the economy. The economy was particularly vulnerable at the time 
to the effects of the breaking of the bubble. But the effects were real 
and serious and had a great deal to do with exaggerating the serious- 
ness of the depression that followed. 

First there was the effect on consumer expenditures particularly i in 
the higher income bracket. And at that time, it is worth recalling, the 
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5 percent of the people in the highest income bracket received about 
30 percent of the disposable income. 

Second, the crash had a serious effect on corporate structures and 
hence on corporate investment. 

And it had a bad effect on bank assets and enhanced the vulnerabil- 
ity of banks to failure, this had further repercussions on economic 
activity. 

And the crash also had a disrupting effect on the balance of pay- 
ments and, as a result, on exports, particularly of cotton, tobacco, and 
wheat. 

So the speculative upsurge—and the breaking of the bubble—was 
an occurrence of importance, of original importance, in the economy. 

I emphasize this because if this were a passive occurrence it was 
something we could afford to have happen again, otherwise not. 

The Cuairman. I did not understand that. 

Mr. Gauperairu. If this were purely a passive phenomenon that af- 
fected only the speculator—only the person who was interested in capi- 
tal gains—it is something we would not take too seriously. 

In fact, an outbreak of speculation has large consequences for the 
economy as a whole. As a result, it is something that it is socially 
important to avoid. From the point of view of the good name and 
goodwill of the financial community it would be well to avoid it. 

The financial community itself was the greatest loser by the crash 
of 1929. This was true not only in dollars but also, in public reputa- 
tion. Thus it is to the common advantage of the country at large and 
of Wall Street in particular that there be no recurrence. 

So much for history. 


Let me conclude with a very few comments, Mr. Chairman, on the 
relevance of this history to the present situation. 

The witnesses before this committee, if they follow opinion at large, 
will undoubtedly take two contrasting lines. There will be some who 
will tell you that things have changed greatly since 1929. And since 
I wrote this testimony last week, I gather from the papers that some 
peopl have told you that things have changed greatly. They have 


said that the economy is much sounder now, and that the recent rise 
in the stock market is firmly grounded in values, and that, in any case, 
should things get out of hand, there are controls that are available to 
get them back in hand again. 

There will also be some who will appear before you, although they 
will be fewer because pessimists are very hard to flnd—and I hope 
you will cherish all that you discover—who will simply say it is 1929 
all over again. 

In my own view, there is much truth in both of these propositions, 
and there is also a great deal of error. The recent boom does differ 
in substantial respects from the 1928-29 boom. There is no question 
about that. It is so far much smaller in magnitude. The extent of 
speculation as measured by the volume of brokers’ loans is smaller, 
although there may be more loans outside of the market. And the 
scale of transactions is very much smaller. And all of this in an 
economy which is very much larger. 

In 1929, 5 million-share days were a commonplace in the New York . 
Stock Exchange. They are still a great rarity. The volume of trading 
in 1929 totaled some 1,100 million shares as compared with 573 million 
shares last year. The economy also is now—I think it fair to say— 





250 STOCK MARKET STUDY 


much less brittle than it was in 1929, and therefore it is much less 
vulnerable to bad news from the stock market. 

In other words, if we were to have another upsurge and another 
break in the bubble, the effect on the economy would not be as serious 
as it was then. 

The income distribution situation is better now than it was in 1929, 
and there is, as a result, a smaller share of personal income that is 
vulnerable to both the real and psychological effects of a stock market 
break. 

There are new controls. The Federal Reserve has gained not only 
in prestige but also in authority. And there are the margin controls 
and the possibility of putting trading on a cash basis should the need 
arise. 

These, I say in my statement Mr. Chairman, are formidable safe- 
guards. I am not going to stress them further, because I suspect that 
during the course of these hearings the committee will hear a great 
deal about these safeguards. 

The danger before us is not that we underestimate the safeguards 
but that we view them with too great equanimity. I have suggested 
in my statement that equanimity is the endemic disease of the specula- 
tive boom. 

My own tendency would be to emphasize the fact that we had a 
very bad speculative outbreak once before with most disagreeable 
consequences and that what happened before could happen again. I 
would add that another crash, even a much milder crash than in 1929, 
would not add greatly to the public reputation of the financial com- 
munity or of Wall Street. And enough has occurred in the last year 
or so so that we should view our current resolution with some alarm. 

The increase in the Dow-Jones averages in the last 16 months has 
been by about 54 percent as compared with 78 percent in the 16 
months preceding the 1929 crash. The rate or tempo of increase, in 
other words, is not greatly less. There has been the same sharp fall 
in yields. It has not gone quite as far yet. But at the high of last 
year yields were down to below 4 percent on the Dow-Jones industrials 
as compared with a low of 3.15 percent in 1929. The relation of share 
prices to book values is showing some of the same tendencies as in 1929. 
And while it would be a gross exaggeration to — that there has been 
the same escape from reality that there was in 1929, it does seem to me 
that enough has happened to indicate that we haven't yet lost our 
capacity for speculative self-delusion. 

So we should look to our defenses. We should look to our defenses 
particularly because the problem of a speculative boom once it is well 
launched presents peculiarly serious difficulties of control. 

It is, I think, always possible for the Government, aided and per- 
haps abetted by the financial community to break a speculative bubble. 
While there is a legend to the contrary, I think it is fair to say that a 
determined Government at any time in 1928 or 1929 could have 
brought the stock market boom to a halt. It would have had to be 
determined. But if it had really set out to break the bubble, it could 
have done so. It would have to exercise unremiting moral pressure 
on the banks to stop lending money for speculative purposes. It would 
have issued stern warnings to the public to watch out. It would un- 


doubtedly have been helpful if it had asked for a congressional investi- 
gation of the market. 
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But the difficulty with all of these measures is that they would have 
done more than arrest the boom. They would have collapsed it. 
People would have become uneasy, started to sell, and prices would 
have turned down, and they would later have turned down violently. 
{nd this was the thing that kept the Government from acting. 

Well, two things kept the Government from acting. First, there 
is no reason to suppose that the Government is peculiarly endowed 
with prescience. And in the optimistic mood of the time a certain 
number of people, including President Coolidge himself in this case, 
were carried away by the speculative mood—by the doctrine of a new 
era. The other problem was that if the Federal Reserve, which was 
the instrumental agency at the time, were to move in to break the 
boom, it would have been blamed for the resulting crash. 

Senator Roserrson. Professor, may I ask you, in your opinion, if 
the Government could have moved without precipitating a harmful 
decline, it should have moved in 1928 ? 

Mr. GAtsrarre. Or 1927, yes. 

Senator Ropertrson. Well, that would 

Mr. GAupratrH. It is very hard 

Senator Roperrson. That would have been before the Presidential 
election. 

Mr. Gatpratru. It is very hard to say when this escape from reality 
occurred which marks the beginning of pure speculation, but it was 
probably sometime in 1928, so that the action would have had to have 
been in early 1928. The Senator is right; this would have been before 
an election. 

Senator Roserrson. If there is anything of a dangerous likeness 
between the present boom and that of 1929—and you say there are 
some likenesses. If the Government moves in a moderate way it ought 
to move this year, because it certainly would not move in the presiden- 
tial election year of 1956? Is that not correct ? 

Mr. Gatsrattu. These are judgments on which the Senator is much 
more expert than I am, and I yield to his superior knowledge on the 
point, but it would seem to me that he is right. I am going in a 
moment, sir, to make this same suggestion although perhaps on less 
expertly political grounds. 

As I say, once the boom is well underway it cannot be arrested. It 
can only be collapsed. And the unfortunate feature of that is that 
the person who does the collapsing is terribly visible. 

In the summer of 1929 the Federal Reserve faced this problem. If 
it moved vigorously and aggressively to bring the boom to an end, it 
would be blamed. If it kepts its hands off, the boom would go roaring 
along and collapse under its own weight a little later on, but at least 
there would be a few days or weeks or even months of life and it would 
not be quite so evident who had killed Cock Robin. 

Now, I am not saying anybody calculated the matter in quite these 
obvious terms, but this was the implicit situation. 

This brings me to the final page or two of my statement, Mr. Chair- 
man, and perhaps with your permission I might read a page or two 
which summarizes my views as to what should be done. 

The Cuamrman, Certainly. 

Mr. Gatsrarru. The atmosphere, and not the particular instru- 
ments of prevention and control, is the crucial aspect of the problem 
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posed by speculation. The prime need is to act early rather than late. 
The fact that the present boom may be in only a relatively incipient 
stage should not, accordingly, be a reason for advocating inaction. If 
it weren't incipient, nothing much would or could be done. 

Should there be a resumption of the upward movement of the past 
year in the weeks or months ahead, the Federal Reserve should be 
pressed to put trading on a cash basis by raising margin requirements 
to 100 percent. This is a rather elementary precaution. It was taken 
between January 1946 and February 1947 when the danger of specu- 
lative boom in the market was far less than at present. When the 
market has been stable—or declining—for a substantial period, margin 
trading should again be allowed. This is not to encourage it as such. 
Rather it is to prevent substitute borrowing from developing outside 
the market. 

One purpose of the foregoing step is to make wholly unambiguous 
the intention of the Government to hold securities speculation in 
check. ‘The Government should make this position clear in every 
other possible way. ‘There should be specific and reiterated warning 
about the danger of runaway speculation to the economy and the par- 
ticipant, and specific and reiterated urging to people to buy good 
bonds. If speculative tendencies persist, more drastic measures in- 
voking the tax power should be contemplated. Those who react with 
horror to such suggestions should also react to the alternatives which, 
presumably, is an eventual bust. 

The exchanges and their members have, perhaps, the most to lose 
from a new succession of boom and bust. The American people have 
a way of looking for someone on whom they can blame their misfor- 
tunes. Wall Street has always been much esteemed as something to 
blame. In light of this history, it may not be too much to hope— 
though it might be—that the financial community would take the lead 
in resisting a new outbreak of speculation. 

Thus, the New York Stock Exchange, for some years, has been en- 
deavoring to widen the public interest in the ownership of securities. 

Mr. Chairman, so I will not be accused of plagiarism, may I say 
that I wrote this a week or so ago before you advanced the same sug 
gestion. Weshare the genius of this proposal. 

The Cuarrman. I am quite prepared to believe that, Dr. Galbraith, 
although I was raising what I considered to be legitimate questions 
rather than passing any final judgment. 

Mr. Gatpratra. Thank you very much. 

The New York Stock Exchange, for some years, has been endeavor- 
ing to widen the public interest in the ownership of securities. It 
might now extend its activities to include education in the principles 
of sound ownership. This would include stern warnings on the dan- 
gers that await the amateur speculator, reminders of past misfortunes, 
and of the tendency of markets that have gone up spectacularly to 
come down the same way. Stock exchange firms which take a long- 
term view of their situation—and whose members recall the miseries 
of 20 and 25 years ago—should be alert to discourage a resurgence of 
popular speculative activity. Perhaps there might be some organized 
effort to encourage people to buy—if they must buy—with a view to 
earnings. 

There should, also, be a keen suspicion of whatever are the currently 
fashionable remedies. As with clothes and cars, ideas on financial 
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policy have a marked style factor. For some time there has been much 
faith in what could be accomplished, in the control of speculation, by 
monetary policy. Should it abe needed, it is said, a moderate, or 
severe, tightening of money rates would get things under control. The 
1929 experience is not reasurring. Rates on the call market ranged 
from 5 to 20 percent. This, naturally enough, did not deter specu- 
lators who were getting up to 200 or 300 percent return in capital 
gains. Efforts to enforce a high market rate may have had some effect, 
however, in depressing ordinary, nonspeculative business activity 
which is more sensitive to interest costs. That this occurred in 1929 
was the current view of the Federal Reserve Board and of Mr. Hoover. 

Very recently the notion that the capital-gains tax is responsible 
for high values and at least incipient speculation has been much in 
vogue. The capital gains tax has locked in the securities in their pres- 
ent ownership. This, in turn, has created a shortage of stocks. <A re- 
peal or reduction of the capital-gains tax would release these securities, 
it is said, and bring down the market. One of the most enchanting 
aspects of economics is the tendency for proposals for economic reform 
to culminate in suggestions for tax reduction. 

Perhaps there is a case aainst the taxing of capital gains. To immo- 
bilize property because of the tax cost of selling it does not, at first 
glance, seem desirable. However, tax considerations enter into most 
modern transactions, and recent investigations of the New York Stock 
Exchange have, as the committee will be aware, cast doubt on the 
extent to which higher-bracket investors are affected by tax considera- 
ation, 

In any case, the effect of this reform on the supply of securities and 
their price should probably be regarded with a measure of amiable 
skepticism. Those who argue that the capital gains tax has locked 
in stocks and made them scarce assume that the present owners yearn, 
when they sell, to hold Government securities or cash. Perhaps these 
owners yearn to own other shares with, as they believe, better prospects 
for appreciation or earnings. If this is so, when they sell they will 
be right back in the market as buyers. To repeal the capital gains 
tax would also make available for the purchase of securities funds that 
are now paid in this tax. Presumably some people, now out of the 
imarket, would be attracted in by the prospect of tax-free gains. In 
short, repeal, it is argued, would bring more sellers. It could as 
plausibly, and perhaps more plausibly, be argued that it will bring 
even more buyers. 

It is interesting to recall, if I may return to history once more, that 
early in 1929 there were suggestions that the country was running 
out of common stocks, It was not said they were locked in. In those 
more unsophisticated days it was merely said that there weren’t 
enough common stocks to go around. In October this doctrine was 
proved in error. Stocks became suddenly, miraculously, and most 
disastrously abundant. 

Thank you, Mr. Chairman. 

The Cuarmman. Thank you, Mr. Galbraith. 

I believe we will start on our routine of 10 minutes with the junior 
Senator from Virginia for the first 10 minutes, 

Senator Rosertson. Well, Professor, we have been told by all the 
witnesses so far that present stock market prices are not too high. 
What is your view on that ? 
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Mr. Gauerarru. Senator, that is an awfully hard question for a 
college professor to answer yes or no. We spend our whole life and 
earn our income persuading people that these are not questions that 
should ever be answered so categorically. The question leads to all 
sorts of prior questions as to what one means by “too high.” 

My own judgment is that prices have risen in the last few months 
at an unhealthy rate. They have risen primarily because people have 
been coming in to buy with a hope for capital gains, and this has led 
other people also to come in, and that it is this, rather than any view 
of the long-run prospect for earnings, that has caused the price 
increase. 

Now, in this respect, I would say there has been something un- 
healthy about the recent increase in the market. 

Senator Rozerrson. You referred to the fact that in 1929 Professor 
Fisher referred to the great prosperity of that year as a new plateau, 
and it turned out to be a peak followed by a very deep valley. We 
have many economists now who claim that we not only have reached 
a new plateau but for the next 2, 3, or even 5 years the NAM for 
instance claims that for 5 years the gross national product will in- 
crease at the rate of 3 percent a year. So they come up, as you say, 
with what is always pleasing—a plan to cut taxes, and they say this 
will produce in 5 years additional revenue of $9 billion. So they ask us 
to pass a bill now and give them the tax cut now because we will be 
assured that everything is going to get bigger and better—3 percent 
increase in gross national product, $9 billion more revenue—and that 
the thing to do is cut that melon now and distribute the benefits. 

What is your opinion as a professor studying economic trends about 
whether we have a plateau or an economy that is going higher and 
higher, which is referred to by some of the presidents of these stock 
exchanges as the confidence that underlies this market? 

Mr. Garprarru. Well, I have suggested in my statement, Senator, 
that it does seem to me the economy is much less vulnerable than it was 
in the late 1920’s. A great many things have happened that in my 
judgment make it much stronger than it was then. I would not want, 
however, to rule out the possibility of setbacks, and I think it would 
be a great mistake were we to do so. Moreover, we should be sobered 
a little by the fact that we have had during the past year not a large 
but a persistent volume of unemployment. We heii been producing 
well below capacity. And while there has been an improvement in 
the last 3 or 4 months, it still remains to be seen how much that im- 
provement has been dependent on special conditions in the automobile 
industry and perhaps temporary conditions in the housing industry. 

In summary, the kind of catastrophic break that we had in the early 
1930’s seems to me improbable. But I think it is the better part of wis- 
dom not to begin talking as though everything were perfect both for 
the future and the hereafter. 

Senator Ropertson. I understand that on the basis of your very ex- 
tensive study of what happened in 1929 in the boom, in the book that 
you have written, and your study of what is happening now, you sub- 
mit to use one definite recommendation, and that is that the Federal 
Reserve Board proceed now to require a 100 percent purchase price of 
stock bought? : 

Mr. GarsrarrH. I would put trading on a cash basis, yes, sir. 

Senator Roserrson. That is all. 
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The Cuamman. The Senator from New York. 
Senator Ives. Professor Galbraith, I appreciate very much that 
very enlightening presentation which you have just made. I happen 
to have been one of the victims of the 1929 crash. I would like to ask 
you whether you were in the market at that time? 

Mr. GavprairH. Perhaps happily, Senator, I was still in college. 

Senator Ives. You are a little younger than I am then. I think 
probably you are quite a lot younger than Iam. But I want to point 
out something that I do not think some people realize in this connec- 
tion, and that is that in 1929 we were not concerned with earnings. A 
good many stocks were selling at 40 times their earnings. We were 
simply trying to operate on a shoestring, as it was called. Credit was 
very loose. No attention was being paid to it. The banks were loaning 
money—10 percent down. And we were only looking for the gain that 
we could make out of it, the profit we could make. It is from my own 
experience that I want to say this: We all knew, all who were in the 
market, or practically all of us, that the market was going to break. 
We suspected it in 1928. We suspected it in 1929. But we all wanted 
to hang on to get that last nickel. And that is how we got stuck. That 
had a lot to do with it. 

Do you not think today, Professor Galbraith, that there is more 
attention being paid to earnings, much more than there was in 1929? 
People are not buying stocks primarily—unless they are suddently 
starting to do it—because they think they are going to have an increase 
in their capital. Primarily they are buying them for the long pull 
because of the earnings prospects in the future. Do you not think a 
great many more of them today are buying with that idea, based on 
earnings and sound earnings prospects, than they were in 1929? 

Mr. Gatsrarru. I might refer to my statement, Senator Ives. As I 
indicate there, it seems to me that it would be a great exaggeration to 
say there had been so far anything like the escape from reality that 
there was in 1929. 

Senator Ives. You do not think we are faced with a bust, do you? 

Mr. GarprairH. That, as an immediate possibility, 1 am not sug- 
gesting. There has been some testimony before the committee about 
the 1929 development which has not been entirely accurate. You made 
one reference to it just now when you said that stocks were being 
bought at 10 percent margin. Some securities undoubtedly were 
bought in 1929 at 10 percent margin. But margins generally were 
much higher than that, and, as a matter of fact, at the reputable houses 
they were 45 and even 50 percent. 

Senator Ives. May I interrupt you there? 

Mr. GauprarrH. Yes. 

Senator Ives. That may have been true as far as the brokerage 
houses were concerned and the stock exchange itself, but that was not 
true with all the banks. A great many people were hard hit because 
of the loans they had made through banks—the commercial banks. 

Mr. GasraiTH. Through the posting of securities as collateral 
direct ? 

Senator Ives. Yes. 

Mr. Gatprairn. That may well have been true. 

Senator Ives. That had as much to do with the market break in 
my judgment as the brokers’ loans. 
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Mr. Garsrarra. On the other hand, the fact that the brokerage 
houses were demanding pretty good margins during that time is the 
reason—in addition to the high level of commercial ‘responsibility of 
the business—that there were so few failures of stock market houses 
during the crash. 

Also it was suggested by one of the earlier witnesses that the 1929 
market was extensively rigged. Well, there was a great deal of 
manipulation. There is no question about it. But the market owed 
its levels not to rigging but to the enthusiasm of people for capital 

gains and the hope of “stretching their present position into a still 
lesther gain. 

Senator Ives. Which caused them to overstay the market ¢ 

Mr. GarerairH. That is right. That we now have the same psy- 
chology as fully developed I “would not suggest for a minute. That 
we have elements of the same psychology at the present time I would 
certainly insist. 

Senator Ives. You do not think we are faced with a bust then, 
do you? 

Mr. Gaterarrn. I think it is perfectly possible that this market 
could go on up in response to the enthusiasm of people for more and 
more capital gains and that eventually there could be a collapse, yes, 
sir. 

Senator Ives. Well, again I raise the point that I raised before. 
Do you not think that people primarily up until perhaps the present 
time have been investing from the standpoint of the earnings pros- 
pects rather than the standpoint of increment in their capital ? 

Mr. Garprarrn. Well, this involves interpretations of public psy- 
chology, Senator, where your interpretation is as good and no doubt 
better than mine. 

Senator Ives. I know, but the two purposes are very different, and 
they have an altogether different effect on the market. 

Mr. Gaterarru. I would be very much surprised if there were not 
a lot of people in the market at the present time whose preoccupation 
was totally with the further increase in prices and who have largely 
lost sight of earnings. 

Senator Ives. Well, that : always happens 

Mr. Gatprarru. As to the balance between the two groups I would 
not want to say. 

Senator Ives. That is all for the time being. Thank you. 

The Cuarrman. The chairman will yield himself 10 minutes. 

There is the suggestion, Mr. Galbraith, that the comparison would 
be more realistic if it talked of the present being like 1928. Does that 
make sense to you ¢ 

Mr. Gatprarrn. Yes; late 1927, early 1928. 

The Crarrman. With such a comparison as that do you find a 
greater similarity ¢ 

Mr. Garprarru. Well, the problem Senator Ives presented here is 
a very important one, and I am not sure that we have it. completely 
clear. As he correctly points out, there are two reasons why people 
buy securities. One is for earnings. One is for capital appreciation. 
When most people are buying for earnings there is by definition no, 
or a very slight, speculative interest in the market. When most people 
are buying for capital appreciation, the preoccupation with capital 
gains is complete. That is the speculative market. 
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Now, as the boom develops we get a shift from preoccupation with 
earnings to preoccupation with capital gains. Where we are along 
that line at the present time is the question. I do not for a moment 
think we are as far along in it as we were in late 1929. 

The CuatrMan. In when? 

Mr. GaupraiTH. In late 1929. I have the feeling that we may be 
further along the line than Senator Ives suggests. But I would ‘also 
want to say that his judgment on this point is just as good as mine. 

[he Cuarman. Well, you mentioned earlier such things as the 
price/earnings ratio having jumped 50 percent during the last year. 
Now, is that a circumstance quite comparable to 1928 ? 

Mr. Gatprarrn. No; I said that the price of securities had increased 
some 54 percent as compared with some seventy-odd percent in the 
last 16 months——— 

The Cuatrman. I thought you said it, but as a matter of fact the 
price/earnings ratio has jumped 50 percent in the past year whether 
you said it or not. 
~ Mr. Gauprarru. Yes. 

The CuarrmMan. Now, is it a fact which is similar to the increase in 
pricestoo? Is it another factor which is similar to it ? 

Mr. Gatsrairn. That is right, sir. It is not as unfavorable, how- 
ever, as it was in 1929. 

The CHarrman. I understand. 

Mr. Gatsrarru. More conservative dividend—— 

The Cuarrman. What I am trying to do is to see if there are simi- 
larities to 1928. I agree with you and I myself do not think that we 
are going to have a collapse next week or even next month—which 
brings me back to the origimal thought : Should we not see if there are 
comparisons with 1928 ? 

Mr. Ganeratrn. Yes. I think that is a very good suggestion. 

The Cuamman. Which brings me back to the role of this committee 
ind this study. I quite realize that if the market should fall out of 
bed in the next month, we would be blamed for it. If it did at any 
time in the near future we would be blamed. It would be said that it 
vas a very stupid thing for these uninitiated Senators to mix in this 
very involved, complex matter. I think we are subject to that, 
—,- falsely, I think. 

But do you not think that the fact we have the inquiry, whether ot 
lot we conduct it properly, may bea healthy thing? 

Mr. Gatrrarru. I am sure that a market inquiry in 1928—I correct 
that from 1929—would have been most salutary. 

May I say one other thing, Mr. Chairman: While the newspapers 
might deal unkindly with you for having caused a market setback, 
the historians would be very kind to you. “As we historians look back 
at 1929, it is the pessimists that we cherish and not the optimists. 

The Cuarrman. You know I am up for election next year too, and 
[ am afraid a historian would not help me very much, 

There are one or two other aspects. Talking about Government 
action, you recommend the Government increasing the margin require- 
ments—that is, the Federal Reserve. Is it not true that contrary to the 
Government taking action to restrain speculation that in two very 
major respects we are contributing? That is, by our subsidy to hous- 
ing, Which is at the moment booming almost in an unprecedented 
manner, and our large defense- spending program? Would you not 
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say they are making a major contribution to the present speculative 
boom such as it is? 

Mr. Gavsratrn. No, I am not sure that I would want to go that far, 
sir. I think there is danger in any view which disassociates the stock 
market from the economy. There is danger, however, in any view 
which identifies it too closely. The stock market does have a life . 
its own. Times were good in 1928 and 1929. Earnings were Sod. 
put there was nothing in the present or in the future or, as one com 
mentator said at the time, even in the hereafter which justified th: 
expectations that then developed. And, as a matter of fact, we had a 
great market upsurge last year at a time when the economy was not 
advancing rapidly, when on the contrary there were disturbing signs 
of stagnation in the economy. These signs of stagnation you may 
recall, sir, were not entirely overlooked during ‘the election lasi 
autumn. 

The Cuarrman. The Senator from New York made one statement 
that left a possible inference that does not exist now. He said in 1929 
there were stocks selling at even 40 times earnings. 

Senator Ives. Many stocks. 

The Cuatmrman. Many stocks. Do we not have prominent stocks 
now selling at such ratios ? 

Mr. Gatsrarrn. Yes, sir, there are. 

Senator Ives. Not as many as there were in 1929. 

Mr. Gatprarru. I am sure there are not as many now. 

The CuamrMan. Maybe not as many, but we have stocks called to ow 
attention every now and then. Superior Oil, I think, is an example, 
and Amerada, are some of those that sell forty times the earnings. 
That is a Rpemeenenet you can find today. 

Senator Ives. May I interrupt there, Mr. Chairman. This has a 
bearing on what you are saying. I point out there are a great man) 
stocks today selling at fairly reasonable prices that have no earnings 
at all. That is true all the time. 

The Cuarrman. All I was saying is that particular point you made 
does not seem to me to be partic ularly significant in distinguishing 1928 
and 1929 from the present. 

Senator Ives. May I interrupt there. 

The Cuarrman. Certainly. 

Senator Ives. I would like to point out that we were not paying an) 
attention to earnings in 1929 at all. That was the least consideratio1 
in 1929. 

The Cuairman. The point is whether or not we are doing the same 
now. You assert that everyone, or at least you think many people, are 
paying attention to earnings. We are trying to discover to what extent 
that is true today. The statistics that we have cited several times, and 
I will not mention them again, have indicated that during the last year, 
according to the study made by the New York Stock Exchange, there 
has been a marked increase in what is called short-term trading as 
contrasted to the longer-term trading by investment trusts and so on. 
Would that indicate to you that there is an increase in speculative 
fever ? 

Mr. Garerartu. Oh, surely. I suppose the best indication of the 
event of what I have called pure speculation is the extent of margin 
trading, that is, of borrowing money to buy securities. After all, the 
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man who borrows money to buy securities can be assumed to have an 
interest primarily in capital gains. 

The Caarrman. There has been an increase. 

Mr. GatsrarrH. There has been a substantial increase, although 
again, the appropriate comparison would be with 1927 or 1928 and not 
with 1929. 

The CHarrMan. Yes. 

Mr. GarprairH. The volume of such trading is very much below 
what it was at the end of that period. 

The CuarrmMan. You mentioned merger movements in 1929. Is it 
not true that during the past year or two there has been a very high 
increase in the number of mergers ? 

Mr. Gatprarrn. Yes. This is a concomitant of any period of boom, 
or it has been in the past. And it is one of the disturbing things about 
the last year or so. We have been seeing another wave of mergers like 
that of the twenties and like that of the turn of the century. 

lhe CuairMANn, One very important matter you did not discuss, I 
believe, is the role of agriculture. I notice in this morning’s paper 
there were headlines that commodity prices took a very severe drop 
vesterday. Of course, they have been depressed all along. Do you not 
think that the health of the agricultural community has some bearing 
upon the health of the stock market ? 

Mr. Garprairu. Well, yes. The health of any sector of the com- 
munity has a bearing on the health of every other sector. And the 
strength and vigor of agriculture, the strength and vigor of the auto- 
mobile industry, the strength and vigor of the textile industry, the 

lothing industry, are all important. I must confess, Senator, that I 
would not like to single any sector of the economy out as being of more 
mportance than any other sector. I realize, sir, that this is a detach- 
ment which a Harvard professor can afford, which perhaps a repre- 
entative of an agricultural or a textile or a clothing or an automobile 
rea might not be able to afford. But I would insist on the equal 
mportance of all sectors of the economy and not on the singular 
importance of any one. 

‘he CuarrmMan. I think you perhaps misunderstood the implica- 
tion of my statement. I was not trying to elicit from you sympathy 
for agriculture. It is merely a factor in the economic situation that 
iwriculture is still a relatively important part of our economy, even 
t eae you do not recognize it in New England. But it still makes a 

ry big contribution one way or another, 

“Me. Garprarru. I recognize it, sir. I only want to insist that my 
ympathies are cosmic rather than particular. 

Che CuarMan. I was not really looking for sympathy. I was try- 

g to see if there is an analogy between what happened in the tw enties 
to agriculture and what is happening to it now; that in spite of this 

creat boom in the stock market, agriculture is almost uniformly very 
de ‘pressed and greatly burdened by surpluses. Take, for example, a 
commodity like rice. For the first time now in some years its acreage 
las to be allocated. It amounts toa very arbitrary—w ell, I do not like 
that word—severe reduction in acreage, which would be equivalent to 
telling General Motors, “You can make only 70 percent of the number 
of cars this year that you made last year.” The same thing is true in 
cotton, only more severe. Tobacco is threatened with the same trouble. 
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Wheat is just as badly off. Cattle are depressed. Poultry has been de- 
pressed. The dairy industry has been depressed for some time. 

[ am not looking for sympathy, but merely as an economist do you 
not think that can have and is likely to have an effect upon the pros- 
perity of even General Motors. It cannot insulate itself from that type 
of development, can it ? 

Mr. GavsrarrH. Mr. Chairman, I would like to be perfectly clear 
about this. I think it is important. One thing that we have learned 
in recent times is that we cannot be casual when any important sector 
of the economy is depressed. I only stress that I would be equally con- 
cerned over depression in any other sector of the economy. I would 
not like to seem to be singling out agriculture, important as it is, as 
specifically important. 

The CHatrman. I singled it out because it is the one that is de- 
pressed. 

Mr. Gaverarrn. The decline in agricultural income during the last 
3 or 4 years has certainly been a depressing influence on the economy. 
And I may add that we have been saved from a much worse decline by 
the support price mechanism, much though it has been criticized. It 
has been a very important and very useful support to the economy. 

The Curamman. For that remark, I thank you very much. You are 
one of the few that has recognized its contribution to the stability of 
our economy. Most people do criticize it. 

Now, it is true, is it not, that in 1928, 1927, and 1926, agriculture was 
very depressed relative to the industrial sector. 

Mr. Garprarrn. That is correct, sir; from 1921 on. 

The Cuarrman. That is another factor that is quite similar. 

Mr. Garsrarrn. Yes. The prices of agricultural products fell by 
about 50 percent in 1920-1921 and prices farmers paid fell only 
slightly. 

The Cuatrman. On this matter of participation in the market, you 
said about a million-and-a-half, I believe, were involved in margin 
trading in 1929, and only about 600,000 today. The president of the 
New York Stock Exchange—and I am sure you have read part of his 
testimony—has told us about a program they are now developing to 
persuade people who have never before owned stocks, to buy stocks. 
He stated that they had stimulated, I believe is the word his report 
uses, a million additional people to enter the market. Something 
estimated at over seven-and-a-half million, I believe, now participate. 
Do you think that is a good thing, a healthy thing, or not? 

Mr. Gatprarr. I would not have been terribly critical of this sort 
of activity during the years of the doldrums of the market. 

The Cuatrman. You what? 

Mr. Garsrarrn. I would not have been terribly critical of this dur- 
ing the thirties, when the market was very narrow, or during much 
of the forties. I would think it now a matter of wisdom on the part 
of the authorities to alter the impact of their education and begin to 
warn people of the danger of the wrong type of participation. Now 
there is a much more urgent need for education in the danger of an 
unenlightened pursuit of capital gains and the consequences for the 
indiv idu: il speculator and for the country. 

The Cratrman. But as I recall it, the president of the New York 
Stock Exchange left exactly the opposite impression with the com- 
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mittee, not only in his statements about the market, but in regard to 
his own personal activities. At least his education of this committee 
left me with the opposite impression, not that we should be cautious, 
but that we should welcome this opportunity to share in the business 
of America. 

Mr. GatsrarrH. I’m sorry—then I would be in respectful disagree- 
ment with him. 

The CuatrMan. You would not agree with his present policy in that 
respect. 

Mr. Garsrarra. I would not. 

The CuarrMan. Would you agree that inducing people who are not 
accustomed to investing is a rather risky matter under present circum- 
stances ¢ 

Mr. Gatprarra. Under present circumstances, I would agree that 
it is risky, and it would seem to me also poor public relations. 

The Cuarrman. I desist for the moment. I recognize the Senator 
from Oklahoma for 10 minutes. 

Senator Monronry. Dr. Galbraith. I remember you were one of 
the few who spoke out in 1946 on the early decontrol of prices, and 
that your predictions at that time were a dollar a pound for steak 
and things like that, which came almost on the button of what hap- 
pened 3 or 4 short w eeks later. Since you have specialized so much in 
the past on inflation, I am wondering if there is any substance to the 
oft-repeated reason for the new high levels, for recent years at least, 
of stocks and the discounting of their analogy with 1929. That the 
stock market is merely catching up with the ‘inflationary boom that 
had occurred in values due to the early decontrol and other things 
that happened at the close of World War II. 

Mr. Garpsrarri. As I am sure you recognize Senator Monroney, 
this is much the same question that Senator Ives posed. As I indi- 
cated in my statement, in any period of advancing prices there is a time 
when the advance is based on reality. There comes a time when the 
reality is lost sight of in the pure interest in ¢ apital gains, which the 
interest. in capital gains in turn causes to continue. Now just when 
that begins to happen, one cannot tell. There was certainly a catch- 
ing up in the last 10 years. The market was in some measure coming 
abreast of the inflation of the war and the immediate post-war per iod. 
This was also true in the 1920’s, 

Senator Monroney. I read with great interest the parts of your 
statement, which I wish you had read, about the history of the lowa 
land boom, the South Sea Bubble, the railroad land booms, and the 
Florida booms all being a psychological or psychopathic experience 
that we have had in the: past. That at points, as you say in your own 
terms, the market loses touch with reality and speculation acquires a 
dynamics of its own. But I wonder if you could give us any idea of 
where you think the market has used up the reality-— 

Mr. Gacerarru. Used up the reality and begun—— 

Senator Monroney. Of the inflationary period. I hear that so 
much, and it is one of the few things that I hear that has some sub- 
stance to the re-evaluation of stocks, you might say, on today’s market. 

Mr, Gaxsrarru. I am afraid, Senator, that i is a question I cannot 
answer. All I could do is reiterate the uneasiness that I expressed 
under the questioning of Senator Ives, that enough has happened to 
give us some sense of alarm that we may be taking off into another pe- 
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riod of unreality. I am not trying to avoid your question. I am 
merely pleading its difficulty. 

Senator Monroney. It would take an almost impossible study to 
evaluate the portion of the book value which is subject to the infla- 
tionary rise—that would perhaps be only in real estate and obsolete 
machinery at this time. 

Mr. GatprarrH. That is right. 

Senator Monroney. So that less depreciation, of course, would per- 
haps be impossible at replacement costs today. If the stock is in real 
estate or something like that, it would perhaps show a better realistic 
book value than one that is dealing in big inventories of raw materials 
that may have gone down and other adjustments. So it would be im- 
possible at this time to attach the inflationary impact or reality to a 
date in which the market had already absorbed that force. 

Mr. Gatsrarru. That is right. 

Senator Monroney. In the dynamics of speculation, is there any 
other way that would, could, or might slow down the speculative fever 
without throwing the airbrakes on a train going 90 miles an hour 
and throwing people on the floor. I mean is there any gentle way, 
other than the raising of Federal Reserve margin requirements, redis- 
count rates and other money regulations? 

Mr. Garteratrn. That is the critical question. 

Senator Monronry. I am talking about deceleration instead of an 
abrupt stop. 

Mr. Gatsratrn. My own honest view of the matter is that we must 
rely on prevention rather than on control. And for that reason 
I stressed that the fact that we are still in the incipient stages of a 
speculative adventure should not cause us to rest easily. I would 
regard putting trading for the time being on a cash basis as essentially 
a preventive or precautionary step, rather than one that would have 
the consequence of collapsing the boom. If it did have the effect of 
collapsing it, Senator Monroney, I would say it is much better to do 
it now than it is a year from now or 2 years from now. There will be 
much less damage to the economy as a whole. Maybe also the move 
toward 100-percent margins should be taken in steps ; maybe we should 
not do it all at once. The Government should also make its position 
on speculation wholly clear. 

The occupational disease of the speculator is acute uneasiness, and 
anything that plays on his uneasiness has great virtue as far as keep- 
ing the market under control is concerned. And it is not difficult to 
play on his uneasiness. 

So that the problem here, if action is taken early enough, is not in 
my judgment a difficult one. 

Now, I would not be in favor of doing too much on the interest 
rates, for the reason that I mentioned in my statement. This un- 
happily, has much more effect on ordinary nonspeculative business 
activity than it does on speculation. And therefore, it is a type of 
regulation which hits the wrong people. The speculator who is expect- 
ing a 25 or 50 percent capital gain is not deterred by a 1 percent in- 
crease in the rate of interest. But a farmer, a small-business man, a 
merchant, a home builder, may be deterred by these movements in the 
rate of interest. 

Senator Monroney. The raising of the rediscount rate would have 
the tendency to slow down basis economic strength throughout the 
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country and work, probably, very lightly on the speculator who can 
very easily pay 1 or 2 or 3 percent more interest for a quick profit. 

Mr. GatsrarrH. That is precisely the case. And our problem at 
the present time is not to slow down the general rate of activity, 
because we are still somewhat under capacity as things now stand. 

Senator Monroney. May I ask—have you given any study to the 
relative importance in the markets today of short selling as compared 
with what it has historically been? Do we have smaller activity in 
short selling now than has been customary in the past 

Mr. GarpratrH. I have not made any such study. There was, of 
course, a very substantial short position during the summer of 1929, 
and as a result the crash that autumn was not for all an unmitigated 
misfortune. There were a very considerable number of people who 
looked upon it with—well, again—with equanimity. It later devel- 
oped before a Senate committee that the chairman of one of the large 
banks had a short position running into some millions of dollars. He 
had this at a time when with other bankers he was engaged presumably 
in supporting the market. 

Senator Monronry. That was after the crash ? 

Mr. GatpratrH. During the crash. It developed after the crash 
that he had this somewhat ambiguous position. 

Senator Monronry. But before a crash, short selling, if it were 
within bounds, would have a tendency to hold the market within 
reasonable levels, would it not? 

Mr. GatprarrH. Well 

Senator Monroney. In other words, if everybody is buying and 
there are no shorts operating in the market, would not the tendency 
be for the market to float upward on the imbalance there ¢ 

Mr. GatsratrH. That is right, sir, yes. I have no comparative 
figures on that. 

Senator Monroney. The point I am trying to get at is has there 
been anything we have done in legislation or through the SEC that 
removes the effective operation of short selling that historically has 
acted as a counter-balance ? 

Mr. Garprarru. I would not think so. The regulations there have 
been largely on company management—on short selling by inside 
interests and the like—and I would think they would be relatively 
small in importance. 

Senator Monroney. The more careful identification of the amounts 
of short selling and all has not perhaps had some—— 

Mr. Gatsrarrn. I would not think so. Short selling is in no way 
outlawed by the SEC legislation, nor is it under any serious bar. 

Senator Monronry. Well, it is more clearly identifiable today, how- 
ever, by the exchanges than it was back in the pre-1929 period, is 
it not? 

Mr. Gatprarrn. Yes. But the extent of publicity in almost all 
transactions is much greater today. I would be surprised if this were 
a factor, sir. 

Senator Monroney. That is all I have, Mr. Chairman. 

The Cuatrman. The Senator from Maryland. 

Senator Brati. Mr. Galbraith, is it not a fact that in the period 
1927-29 there were more speculators than today, a different type of 
people in the market? For instance, you have people who had their 
money in savings banks, the interest rates were reduced and they were 
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looking for returns on their investments. And then you have an- 
other group who have gone into the market in the last 2 years, people 
with the investment trusts, the welfare funds, labor unions, insurance 
companies, that are buying today that were not necessarily buying 
for their investment portfolio in the 1927 ~29 period. 

Mr. Gaverarru. | think it 1s true th: at in the late twenties more 
people were buying with a single-minded concern for capital gains 
than today. Now, as to the extent of that difference, I could not say. 

[t again recalls the problem that Senator Ives raised as to where 
we draw the line between exclusive interest in earnings and exclusive 
interest in capital gains for speculation. 

My own feeling is, sir, we have been moving along that line with 
an increasing interest in capital gains. 

Senator Bray. Rather than investment. 

Mr. Gaterarre. Rather than investment. And at a rate which 
could cause us concern. 

Senator Beatn. Thank you, Mr. Chairman. 

The CrHarrman. Does the Senator from Maine wish to question 
the witness? 

Senator Payne. Doctor, I would just like to ask this, and I am 
sorry I came in late, because you may have touched upon it; but in 
connection with the trend of the market over the recent months, would 
you want to indicate whether or not some of those increases have per- 
he aps more truly reflected the true value of the stocks in relation to 
their earnings? 

Mr. Gatsrarru. I return to what I told the Senator from Oklahoma. 
There was, without much question, a period following the war when 
the market was coming abreast of both the inflationary increase in 
value and also the very considerable increase in corporate earnings 
that are associated, we have discovered, with full employment. The 
latter has a big leverage factor on profit. This was also true in the 
twenties. During the twenties there was a long period when the 
market was catching up to the new asset values established by the in- 
flation of World War. Earnings were high, and during that period 
there were important reductions in taxes. So that some increase in 
asset values, some increase in share values was in order. 

I reiterate that there comes a point when the advance becomes 
divorced from reality and when the eens is strictly with 
capital gains, and when the only thing of importance to the speculator 
is that prices are going up. This is ‘the thing over which we should 
become alarmed. 

I would stress further that we should become alarmed over this 

“arly rather than late, because when it is late, it is likely to be too late 
to do anything without collapsing the bubble. 

Senator Paynr. There was a suggestion made early in the hearings, 
maybe on the first day, when Mr. Funston was testifying, and I be- 
lieve it was Mr. Funston who referred to the fact that he felt rather 
than for the committee to be trying to evaluate the overall picture, it 
might be of more value to take some very specific cases and find out 
what the reason was back of those tremendous gains. What would 
your views be on that ? 

Mr. Gatsrarru. I think that would be a very interesting thing to 
- but I do not think it would be conclusive on the overall picture. 

I do think it would add usefully to our information, however. 
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Senator Payne. The reason I was asking the question was in con- 
nection with whether or not these increases have reflected, perhaps in 
their price, a truer picture of what their earning power and the earn- 
ing capacity was. In the testimony it developed that a considerable 
portion of the issues on the market had shown a decline during that 
same period of time, and of course if it followed out in that line, the 
reverse would be exactly true, that they would be seeking a level that 
would be in keeping with their earning power, reflecting the decrease 
in value. 

That is why I asked the question as to whether or not you feel that 
possibly by taking some individual cases and studying them through 
and working them up on a graphic situation, you could perhaps pin- 
point to some extent that which may be taking place in a general field 
over the market. 

Mr. Gatprarrn. Well, I think this would add usefully to our infor- 
mation, Senator Payne. However, an element of subjective judgment 
is inescapable. We will not entirely escape it even by exercise that 
you suggest or that Mr. Funston suggests. I again return to my role 
here as an historian. 

Senator Payne. And a very good one, may I add. 

Mr. Gatprarru. Thank you, sir. In the late twenties one of the 
most spectacular increases was in Radio. Adjusted for splitups it 
reached 400 or 500. Now, from one point of view this looked fantastic. 
RCA, even though it went to those levels, had never paid a dividend. 
On the other hand, a person who had seen the long-run possibilities of 
this industry in all of their manifestations would have claimed a con- 
siderable gift of foresight. He might even have been wiser than the 
man who said these values were totally fantastic. 

So, even looking at individual shares, and even looking at the 
egregious cases one could be wrong. 

Senator Payne. What were their earnings during that period? 
Were their earnings as good? 

Mr. Gatsrarrnu. Their earnings were not spectacularly high, as I 
recall. Their stock, I think, was selling at somewhere around 100 
times earnings. 

Senator Payne. Because we do have cases now where the values are 
maintained at a pretty low level, the dividend structure is either non- 
existent or very low, and at the same time, if you take a look at their 
cash reserves and take a look at their earnings, they reflect an entirely 
different situation. 

Mr. GatpratrH. I was exaggerating there, Senator, I am sure. Let 
me revise it and say there were 50 to 100 times earnings. I do not 
think there were 100 times earnings. 

Senator Payne. Just one other question. Following through on 
what the Chairman was discussing a little while ago, with regard to 
agriculture, I was quite interested in your comments with reference to 
what happened to agriculture along about the early twenties. Would 
you say that, from the studies you have made of this overall picture, 
perhaps during periods when the world has been thrown into conflict, 
agriculture has built up in this countrv in its ability to furnish the 
requirements for not only the Armed Forces of our nation, but also 
the peoples generally over the world. Then following a war, when 
the productive capacity of those countries has been brought back into 
fruition on agriculture, we get a natural tapering off ¢ 
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Mr. GasratrH. I would like to return your compliment, sir, and 
say I think you are a very good historian, too. I think this is a good 
thumbnail sketch of essentially what happened to the position of 
American agriculture over the last 30 or 40 years. 

Prior to World War I we had a very substantial export position in 
the basic staples—the commodities, incidentally, that later came to be 
called the basic crops—wheat, tobacco, cotton, in particular. 

During the twenties and thirties one reason for the painful position 
of agriculture was that we were making a withdrawal from our old 
export markets. This was partly because Europe was becoming more 
self-sufficient. It was partly because we were getting more severe 
competition from ceewhans in the New World—Canada, the Argen- 
tine, and so forth. 
During and after World War II, calling on the great elasticity and 
the great reserves of strength in our agricultural industry, we ex- 
panded again. New Zealand, Australia, the Argentine, were too far 
away, and Europe, of course, had its agriculture sadly impaired. 

Now, the most important thing that has happened to our agricul- 
ture in the last 10 years, since 1945, has been a repetition really of the 
old process of the twenties. We have again been in the process of 
withdrawal. And I may say that a part of my sympathy for the 
agricultural program is based on the fact that the American farmer 
has been peculiarly exposed to trial. He has been first in being called 
upon and then, in a sense, rejected. We have a responsibility to see 
that this readjustment is made as painless as it possibly can be. 

Senator Payne. This is beside the stock-market study, but in addi- 
tion to that, we have done a pretty constructive job, if you want to 
call it that, of educating many of these other countries in better meth- 
ods of conservation and development of their lands and new tech- 
niques that have increased their productive capacity, which, of course, 
immediately reflects itself in our possible export market. 

Mr. Gatsrarrn. That is correct, sir. 

Senator Payne. That is all, Mr. Chairman. 

The Cuarmman. The Senator from Virginia. 

Senator Rosertson. Professor, your reference a while ago, about 
escape from reality, reminded me of a personal experience I had with 
stock some years ago and the advice I was asked to give about that 
stock last summer. 

I had a farmer friend who had made some money out of cattle, 
before the price went down, and he had bought a substantial block of 
Bethlehem Steel at 50. In July of last year, when the stock had gotten 
up a little above 68, he called me and said “This Bethlehem Steel I own 
is active, and I wish you would find out for me what the prospects are 
for future advance.” 

I wrote a friend in New York and said “Confer with some of the 
best posted men up there about Bethlehem Steel.” He wrote me back 
that the very top stock analyst of one of the best brokerage firms told 
him without doubt Bethlehem Steel would go to 130. And that was 
in July of last year. 

I made that report to my farmer friend, and I said I did not pretend 
to know anything about the values of stock, but I did have a little 
transaction once in Bethlehem Steel. I used to hunt and fish with the 
former president of Bethlehem Steel, and while I knew that William 
E. Corey and Charles Schwab bought Bethlehem Steel prior to Wor!« 
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War I for $19 million and pyramided it to over $100 million, I knew 
that the Gteat Lakes plant is a newer plant than United States Steel. 
After the market broke in October of 1929, I, a country lawyer, saved 
up a little bit, figured that at 28 Bethlehem Steel would yield me 
between 8 and 10 percent, and I bought some Bethlehem Steel stock 
for that price, not on margin. It was not but a few months until it 
went down to 11. I held the stock for 10 years before it got back to 28. 
During that time I did not get a cent of dividend on it. And when it 
got back to 28, I was so disgusted that I sold it. Now, since that time 
it has been split 3 to 1. 

So when this expert said it would go to 130, I figured that would 
be $390 for the stock I bought at 28 and that went down to 11. So I 
did not call his viewpoint an escape from reality—I just said I thought 
he was crazy. 

But he was not crazy. Bethlehem Steel not only went to 130, but 
one day it hit 131. I just got the quotation this morning, and it is 
12914, 

Unfortunately for him, my farmer friend had more confidence in 
my judgment than in the judgment of the stock expert, so he sold at 75. 
But he said “Whenever I can make a 50 percent profit on what I have 
bought, I am not hurt and I am satisfied.” But I do not know how well 
satisfied he is when he sees it up to 129. I am watching with a great 
deal of interest to see how long it is going to stay at 129 and 130, or 
whether or not those who last July, when it was selling at 68 and they 
said it was going to 130, have started a little quiet movement of letting 
their stock back into the market and taking the profit, regardless of 
what you say about the capital gains tax at 25 percent. 

That is the only stock | know anything about. I never had but one 
other transaction on the stock exchange, because after being burnt 
that badly, I was always afraid of it. 

But it did seem to me then, and it seems to me now, that at 130, split 
3 to 1, those who are putting their money in it are certainly gambling 
on a sustained production of steel. 

Last summer the industry was operating at 63 percent of capacity, 
and the former president told me—I do not know how it is now—that 
Bethlehem Steel could not make net earnings when operating at less 
than 70 percent of capacity. The entire steel industry now has just 
gotten up to 86 percent of capacity, which just shows a fair margin of 
profit on what they are doing. They are way below the 125 million or 
130 million tons of steel ingots that they are capable of turning out. 

Anybody can pay his money and make his choice as to whether 
Bethlehem Steel is too high or not. I know how I feel about it. 

That is all I have. 

The Cuatrrman. Do you want to comment on that, Dr. Galbraith ? 

Mr. Gatpratru. No. I think that the Senator from Virginia has 
answered Senator Payne’s question as to whether there is some virtue 
in the study of individual cases. This seems to me to be a very en- 
lightening one. 

The CuarrMan. I think so, too. Dr. Galbraith, there are 1 or 2 
other questions I would like to pursue with you. 

Do you recall what the capital gains tax was in 1928 and 1929? The. 
maximum rate was 1214 percent, was it not, with a 2-year holding 
period? I believe that is what it was. 

60650—55——18 
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Mr. GatpratrH. This would sound plausible, but I do not recall 
specifically, sir. 

The Cuatrman. Well, we looked it up. I was not trying to stretch 
your memory, but I want to make a record here, to try to make a point. 
The regular income tax was also relatively low, was it not ! 

Mr. GavprairH. Very; yes. 

The Cuarrman. It had been decreased several times. Now, today 
the capital-gains tax rate, as we know, is one-half the regular income- 
tax rate with a maximum rate of 25 percent. The regular income tax, 
especially among those who normally trade in the market, runs up to 
60, 70, 80 percent, does it not? 

Mr. Gatsrarrn. That is right. 

The Cuarrman. Therefore, there is a much greater incentive, purely 
from a profit motive, to go into the market to seek capital gains today 
than there was in 1929, is there not ? 

Mr. Gatprarru. Well, there is certainly much more opportunity of 
upholding revenue or increased wealth which comes to you through 
capital gains than through income. 

The Cuatrman. Let me go back a moment. If I understood you 
correctly, you feel that in a speculative market, the motive of the pur- 
chasers is a matter of significance—whether they purchase for capital 
gains or for income—is that not right ? 

Mr. Gaterairn. That is right, sir. 

The Cuatrrman. Well, then, let us assume, for the purpose of illus- 
tration, that most Americans, and the people in the market, are moti- 
vated by a profit motive, their desire to make money. 

Is it not a fact, then, that capital gains’ lower tax rates are a power- 
ful motive for bringing people into the market ? 

Mr. Garperarrn. That is right, sir. 

The Cuatrman. Is it not an important motive, added to the specula- 
tive probabilities, we will say, the speculative fever of the market ? 

Mr. Gaverarru. Yes, I think that is a defensible position. 

The Cuatrman. Well, I do not know whether it is true. That arose 
out of this statement. Do you think it is one of real importance ? 

Mr. Garsrarrn. Well, could I—— 

The Crnatrman. I do not care whether you defend my position. I 
am trying to get what you think is the truth. 

Mr. Gatprarru. Could I enlarge on that ? 

The Cuarrman. Certainly. I am inviting you to enlarge on it. 

Mr. Gargrarrn. There is no question that at the present time a per- 
son who wants to make money and hold it is very fortunate if his return 
is in the form of long-term capital gains. That the differentially low 
rate on capital gains, is a factor in interesting people in the market 
would seem to me to be a very reasonable possibility. 

Now, just how important this is, no one can say. And J am not 
sure that it would be possible ever to find out. Motives are not that 
clear cut. I think it is sufficiently important so that we should look 
with marked skepticism on these proposals for repealing the capital- 
gains tax, 

The Cuatrrman. Let me ask you 

Mr. Gatprarrn. Could I make one other point there? It might 
well be that if speculation continues and the problem of control be- 
comes more acute, we will want to consider giving the Government the 
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power to vary the holding period as a counter-inflationary device. I 
think more of that than getting rid of the capital-gains tax. 

Now, as to the importance of { this, Mr. Chairman, I just cannot say. 
[ have a feeling, with you, that it is important. 

The CHarrMan. Have you not heard people—I have heard many 
people—just ordinary men that are in business, say, “Well, the only 
way you can make any money and keep it now is capital gains”? 

Mr. Garsrarrn. That is right. 

The Cuarrman. “It doesn’t do you any good to increase your regu- 
lar profits.” You have heard that as a very common expression of all 
sorts of people ; is that not right ? 

Mr. GatsraitH. That is the case. 

The Cuatrman. I notice even people who are not in the market but 
in the management of their own companies look forward to a program 
of reducing their dividends and outgo in order to take their earnings 
out of their company in the form of. capital gains.. Is that not a very 
common thing ? 

Mr. GatprarrH. I am sure it is, yes, sir. 

The CuarrmMan. Well, the point that struck me just now as I was 
contemplating what you said is that this impulse to make and retain 
the money—by “retain” we mean retain it rather than paying it in 
taxes, they might spend it for their own purposes—is much greater 
now than it was in 1928 or 1929. Is that not so, relatively speaking, 
because of the differences between the normal tax and the capital- 
vains tax ? 

Mr. Gatsrarrn. I would certainly assume that to be the case. I had 
not thought of the problem in precisely those terms. 

The Cuatrman., I have not either until this minute, but if you look 
at it, does it not look as if it would be a powerful stimulant to people 
participating in the market in the hope of making capital gains ?/ 

Mr. Garsrarru. It certainly is true that the differential as between 
income and capital-gains taxation was not present in the same form 
in 1929. 

The Cuarrman. Not to the same extent. Now, if a person is inter- 
ested in making money and keeping it, at least keeping it from Uncle 
Sam, he would naturally tend to go into the market for spec ulative 
gains rather than for just receiving dividends; is that not so? 

Mr. Gaxprarru. I think that is plausible, yes, sir. 

The Crairman. It seems to me that that would be a necessary con- 
clusion. Well, then, would it be a sensible proposal, if it seemed to be 
necessary to dampen, to slow down, speculation to abolish special 

capital-gains rates and subject that income to the regular income-tax 
rates? What do you think of that ? 

Mr. Garerarrn. Well, this has been advocated. Professor Vickery 
of Columbia University made this suggestion before the Joint Com- 
mittee on the Economie Report in this room a month ago. 

The Cuarrman. I did not know that. 

Mr. Garprarru. Possibly because of conservatism and caution I am 
not sure that I would myself be quite prepared to go ahead and advo- 

cate that. The advocacy has been so strong in the other direction, 
Senitien that I have thought most of the arguments of those who 
would get rid of capital-gains tax rather than of those who would 
seek to tax such gains at full rates. There are some other difficulties, 
too. There would be some problems as far as the young and growing 
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business is concerned. It is something I would want to think about 
pretty carefully. 

The Cuarrman. Perhaps, if it were to be done, its application should 
be restricted to those gains made on the exchange / 

Mr. GatsrairH. Well, that would be one possibility. I have sug- 
gested that if this boom were to continue we should consider giving 
the Government authority to vary the time the stocks must be held 
before they are taxed at reduced rates. If the Federal Reserve had 
this power there would be a constant threat that the term might be 
benatnneds This would be a probable cure to the so-called “locked-in” 
problem. People would be uneasy about the possibility of an increase 
in the term which would raise that tax. They would keep turning 
over this inventory of securities. 

Another possibility would be a specific surtax on capital gains. As 
I said in my testimony, these all look like pretty horrible suggestions. 
A person who is horrified by them should, however, measure them 
against the alternative, which might be a bad speculative bust. This, 
presumably, would be even worse. 

The CHarrmMan. Well, do not misunderstand me. I am not ad- 
vocating this. I am trying to elicit a discussion of it. I had not 
thought of this particular aspect myself, because the proposal had 
been to abolish or reduce capital gains taxes in order to slow down 
the market. The proposal was that this would make more stock avail- 
able since more stockholders would be willing to sell. The more | 
look at it, it seems to me it would be the other way. It is already 
attractive enough. If you made it more attractive to speculate, you 
would get more people into the market to bid for stock and have even 
higher prices. 

Mr. Gatprarru. There is a possibility, Senator, that the process by 
which these conclusions are reached begins with the tax reduction and 
works back, rather than with the reform and so forward to the tax 
reduction. 

The Cuarrman. I am not sure that I fully understood your answer, 
if you made a direct answer, to the question that was asked about “Do 
you believe there is a dangerous degree of speculation in the market 
today?” Did the Senator from Virginia ask you that question ? 

Mr. Gaverarrn. Yes. And I think I evaded the answer somewhat. 
My answer was this: If there were today a dangerous amount of 
speculation, we probably could not do anything about it without col- 
lapsing the bubble. I am not sure we have reached this point. I am 
sure the competent witnesses that you have heard previously, would 
agree that there is a substantial element of speculative interest in the 
market. This means we should take precautionary measures because 
this is an area where prevention rather than cure is our best hope. 

The Cuamrman. While I do not wish to press you on this at all— 
I know this is very difficult—but would it be fair to say “since there 
may be too much speculation” ? 

Mr. Gazprairu. Yes. It would not only be fair to say that. I would 
say it. 

The Cxarrman. Too much speculation. One or two points that 
may be fresh in your mind as a historical matter. Can you give us 
the relative loss, the decline in values that occurred in the 1929 drop. 
from what overall value the stocks involved did drop to what level’ 
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Mr. GatsrarrH. Well, September 3, 1929, was the high, but I have 
forgotten what the figure was for the Dow- Jones average on that day. 
Between October 22, 1929, and November 13, 1929, the value of the 
industrial shares of the Dow-Jones Index fell from 327 to 199. 

The Cxarrman. The point I was really more interested in was the 
doliar value, if you have it. 

Mr. Gatsrarrn. I do not have the dollar value, no. 

The CHartrman. Would this be about right? I saw a statement 
yesterday in one of the books I was reading that the loss was from 
$89 billion to $17 billion—the drop in dollar ‘values. Is that approxi- 
mately right? 

Mr. GaLprarrn. No, it would not be within that period. I think 
this is more likely between 1929 and the middle of 1932. 

The Cuarrman. That is right. 

Mr. Gatprairu. That sounds reasonable for that period. 

The Cuatrman. Here is the statement. This is a book, I may say, 
that is to be issued in April by Mr. Mayer. The averages do not 
mean anything to me or to a layman, but the dollars has more sig- 
nificance. He says: 

On September 1, 1929, stocks listed on the New York Stock Exchange had a 
total market price of $89 billion. By January 1, 1932, their market price had 
shrunk to $17 billion. 

Mr. Gatsrarrn. That sounds entirely reasonable. 

The Cuarrman. I think that is a rather dramatic shrinkage in the 
value, which might cause some people to relate that to their own 
investments, might it not ? 

Mr. Gatsratrn. I would be the first to urge the importance of his- 
tory,sir. I think it is very valuable. 

The CHatrman. You are very observant. You have seen many 
students and other people. Have you noticed any marked improve- 
ment either in the intelligence or character of people in the last 20 
years ¢ 

Mr. Garsrarrn. I am sure that is a question that does not call for 
an answer, sir. 

The Cuarrman. Well, I do not know why it should embarrass you 
to answer it either way. You are not up for reelection. You are 
perfectly free to say what you think about it. 

Mr. Garerarrn. I have to live with my neighbors, though. If one 
begins taking a critical view of one’s community, they may take a 
critical view of you. 

The Cuarrman. There is another statement I asked about yester- 
day. I wondered if you could comment on it. It was attributed in 
this book to Mr. Roger Babson. I do not believe you were here yester- 
day. This is another statement in Mr. Mayer’s book. He says: 

Roger Babson, dean and general oracle of investment analysts, announced 
that in his half century of experience 90 percent of all investors have lost money 
on their investments. Considering the fact that there has been a secular trend 
upward in the stock market at the rate of 3 percent a year, Babson's figure was 
astonishing, but of all the Wall Street professionals to whom the figure was 
mentioned only Merrill Lynch thought it was wrong. 

What would you think about that ? 

Mr. Gavpratru. Well, it is a dramatic figure. I cannot imagine 
that 90 percent of all investors by volume have lost money, given the 
secular trend in security values. Thinking in terms of individual 
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people, which takes in all the people that have put money into dry oil 
wells - 

The Cuarrman. That is what he is thinking of, I think. 

Mr. Gausrarre. And desert land. 

The Cratrman. He is not thinking of Du Pont in there, I do not 
think. 

Mr. GaterairH. I am sure this would be an impossible figure to 
prove or disprove, but I would not think it was entirely improbable if 
one thinks of individual investors and all the strange and wonderful 
ways by which they have been divorced from their money. 

The CHatrman. The very astonishing thing to me is that all the 
Wall Street professionals to whom the figure was mentioned, save 
one, thought it was true. That is rather easy to ascertain. I agree 
with you that to say positively that 90 percent can be proved is very 
difficult. I assume he must have asked these Wall Street professionals, 
and they all uniformly, with one exception, think that 90 percent do 
lose. How do you explain that? 

Mr. Garerarrn. I suspect actually he did not ask the question 
whether this 90 percent applied to people who had bought securities 
through their firm. This might have elicited a different answer. 

The CHarrMan. It is an interesting statement. I come from a State 
where there is a good deal of oil, and of course the neighboring States 
»f Oklahoma and Texas have a great deal. All my life I have heard 
oil men say there has been more money put in the ground than was 
taken out. Have you heard that? 

Mr. Gatrrarrn. Yes, I have, indeed. 

The Cuarrman. Would you believe it? In search of oil is what 
they thought. 

Mr. Garprarrn. I certainly would not disbelieve it, although a good 
deal has been taken out, too, of course. 

The CuarmmMan. This is not facetious at all. They use that as one of 
their most serious arguments for the retention of the depletion allow- 
ance. They all do. Every time the subject comes up they will use that 
ar gument. 

There is one other question that I would like for you to elaborate 
inamoment. You have said very forcibly in your statement and later 
that this economy is less brittle, less vulnerable than it was in the 
1920°s, and you mentioned 1 or 2 reasons. Can you elaborate on that 
a little? Why is it less brittle and less vulnerable to speculation! 
You did not mean because we had 20 years of Democratic government, 
did you? 

Mr. Gaterarrn. No, I would not be quite as succinct in my answer 
as that. There are a great many things that have happened since the 
early 1920s. 

The Cuamman. Iam sorry, since when ? 

Mr. Gaterarrn. Since the early 1930’s. I think it is only necessary 
{o list them and see what impressive changes there have been. 

For example, we have bank deposit insurance. That is a reform 
which we have all taken for granted for years. I am sorry to tell 
you, Senator, also that the antecedents of that are Republican. I think 
it was the late Senator Vandenberg who really deserves to be called the 
father of bank deposit insurance. This is something which lifted al- 
most at one step the fear of bank failure from the mind of the small 
lepositor. 





STOCK MARKET STUDY 


We have the greater resilience that is associated with social security. 

I think it is only necessary to reflect on what would have happened 
o farm income in the last few years without farm price supports to 
see what change there has been there. 

The tax structure is on the whole much better now than it was 25 
years ago. The tax structure is much more flexible, and there is much 
more tendency to release income for private spending in the event of 
any recession ‘of business activ ity. 

These are things that are in the area of public policy, and I think 
that the most important changes have been in this area. But we should 
also bear in mind that there have been important changes elsewhere 
as well. We were asking whether people grow wiser over the years. 
It is a very difficult question, but perhaps we do grow somewhat more 
sensible. In recent times we have not had anything like the specula- 
tive architecture that characterized the investment trust and holding 
company promotions of the late twenties. The latter are prevented, 
to be sure, by the SEC, but I doubt that we would have had them 
anyway. Associated Gas & Electric, the Insull firms, Goldman-Sachs, 
American Founders were enormously vulnerable to the shock of a 
stock market collapse. 

I have mentioned earlier that we have a better income distribution 
than we had in the late twenties. An economy where a great deal of 
income goes to a very few people in the very top br ackets m: ry be so- 
cially inequitable. I am not primarily concerned about that. Some 
people are, but I am not. I am concerned with the fact that it is eco- 
nomically unstable to have such an income distribution. In recent 
times we have had a general leveling up in income distribution. Tax 
policies had something to do with this. So have trade unions. So 
has farm policy. 

In all these aspects the economy does seem to me to have a resilience 
now that it did not have 25 years ago. 

The Carman. I think that is a very good description of it. The 
one that I particularly wanted to ask you about is the distribution of 
oe purchasing power. It gives it a base that is not as easily disturbed 
by a decrease, 2s you point out in your statement. When you had such 
a concentration of purchasing power in the group which speculates, 
then when the speculation collapsed they really had a very great im- 
pact upon purchasing power. 

The assumption now is that tax policy is also very important. I 
wonder if I could ask you to think a moment or give us your ideas 
about this proposition, ‘if there is anything to it at all, because I = 
lieve it has a bearing upon our proper tax policy. Would you say 
that at the beginning of this century, 50 or 75 years ago, a matter of 
primary importance e was the accumulation of capital goods i in order 
to produce ? That now we have made great progress “that w ay and 
the primary problem is rather the consumption or distribution of 
those goods and the production is not as important as it was. That 
there has been a shift in the need of this society in that respec t? 

Mr, Gaxprairn. I would certainly agree with you, Senator, where 
we view the United States as a closed society. We learned during the 
thirties that use and not capital accumulation was our great and ur- 
gent need. We do, however, have certain competitive problems i in the 
world in which we live. We have a neighbor, Russia, which has or 
seeks to have a very substantial rate of growth. The fact that we live 
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in the same world with the Russians would cause me to think rather 
seriously about relaxing our interest in long-term growth. It is the 
international strategic consideration rather than the question of purely 
domestic policy which would lead me to diss agree with you, if I did 
disagree. 

The Cuarrman. Well, you would not be entitled to disagree unless 
you assumed a change in such things as our tariff policy, would you, 
because if you are going to have a tariff policy that prevents your 
taking advantage of production capacity there is no sense in having 
the produc tion here and do what we do with our surpluses; is there? 

Mr. Garsratru. Perhaps I misunderstood the question. During 
the period from roughly the end of the Civil War, the War Between 
the States, to 1914, we had a very rapid increase in the United States in 
our capital plant. Now, during this period there was nothing else that 
was so important. We were very wise to have a tax policy, even one 
that allowed the accumulation of great fortunes, which allowed for 
this. Sure, there was great waste. “Some of it was lost. Some of the 
accumulations went into villas at Newport, which were not urgently 
related to the growth of the country. Still the policy during those 
years was essentially one that encouraged capital accumulation and 
capital investment. 

I would defend the proposition that in the last 20 years growth, 
viewed in purely internal terms—the need for the expansion of the 
steel industry, nonferrous metals, machine tools, and so forth—is less 
urgent or would be if we did not have to contemplate our position vis- 
a-vis another country with a very great growth potential. But for 
that later reason, I think we should still look rather urgently at our 
level of investment and our rate of growth. 

The Cuatrman. Then accepting that, what do you propose to do 
with this excess production that we seem to be unable to consume? 
What are you going to do with it? 

Mr. Garsrarru. I would not be disturbed about the inability to 
consume it inthe short run. One of the slightly appalling things about 
our society is the way people can go on accumulating more eas to use. 
I do not think we have exhausted that possibility yet. And we must 
understand we have still a great many poor people in the United 
States. 

The Crarman. Well, I tried to bring your mind along that direc- 
tion. You say that our tax policies and other policies should be 
directed toward consumption by those people who are underconsum- 
ing. What I was trying to bring up is whether the tax policies and 
other policies should be in the direction of distribution, as I call it. and 
consumption rather than production. If I understand last year’s tax 
bill, against which I voted, it is not unrelated to this speculative boom. 
I have understood the tax bill to have given very substantial benefits to 
the industries that are now participating in and are leading the specu- 
lative boom. TI think it is therefore quite pertinent to the discussion 
whether or not taxation which is designed to induce greater productive 
capacity, as contrasted with consumption, is wise under these circum- 
stances. T would say that what action the Government has taken in the 
last year has been toward encouraging this speculative boom rather 
than discouraging it. Would you agree to that ? 

Mr. Gatprartn. I would agree with that essentially, yes. Iam sorry, 
but I think T misunderstood the import of your question. I was not 
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thinking of tax policy. I was thinking of whether we had all the 
bundle of incentives and were concerned with the incentives necessary 
to maintain a continued rate of investment. 

Now, I would argue that the first of these incentives is a full use of 
the plant that we have. An industry will not invest much when it is 
working permanently at 60 percent of capacity or 70 percent of 
capacity. To the extent that tax policy favors a better distribution 
of income, adds to consumption, adds to purchasing power and keeps 
the economy working at, or nearly, full capacity, this is the best 
incentive to investment that we have. When the economy is working 
at full capacity, when there are markets, when people are after goods, 
we tend to get the investment. The reason I was thrown off by your 
question, sir, was that I did not consider the kind of tax policy which 
encourages low-income consumers and which enables them to expand 
their consumption to be inimical to expansion and growth. I would 
consider it most favorable. 

The Cuarrman. I apologize for the way I asked the question. I 
do not ordinarily participate in this kind of discussion. Perhaps I 
did ask it in a very awkward way. 

I have one or two more questions, but the Senator from New York 
has come in, and I would like to defer to him for a period of ques- 
tions if he cares to question. 

Senator Lenman. Thank you very much. I will not take much time. 
[ am very sorry, Mr. Galbraith, that I could not be here to hear your 
statement. Unfortunately, I was presiding at a meeting of the com- 
mittee that is investigating the question of growing unemployment. 
I shall read your statement with a great deal of care. 

In talking about the purchase of securities and the reason for their 
steady advance, a number of witnesses have testified that the value of 
the security on the part of an intelligent investor—I am not talking 
now about speculating, but an intelligent investor—is based on several 
factors: One, book value; two, cupital stradtiates the amount of bonded 


indebtedness as compared with equity oe the earnings, and divi- 


dends. It seems to me there is another factor, a most important fac- 
tor, in evaluating the worth of a stock and the chances of its enhance- 
ment in value, and that is the prospects of the company which the 
securities represent; in other words, the possibilities of development 
in the fields of electronics, communications, new products, and notably 
in the case of oil and mining ventures on the reserves that are inherent 
in the capital structure of the company. We know that many oil 
companies are selling way beyond their value based on mere earnings 
because, of course, there is a limitation to the production, and they 
are selling largely on the basis of the reserves which they have— 
proven reserves. That seems to me an extremely important factor in 
evaluating the worth of a stock. I wonder whether you would com- 
ment. 

Mr. Gatprairn. Yes, I would certainly agree. 

Senator Lenman. One other thing. We have been talking about 
the capital-gains tax. 

Mr. Gaterarru. I think we would both recognize—if I might inter- 
rupt there, Senator Lehman—the possibility that this valuation is 
subjective and that it can also easily get out of hand. The optimism 
over the extent of these assets and their prospective value can easily 
be the foundation for what I call an escape from reality. 
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Senator Lenman. That is perfectly true, of course, and that could 
easily happen if the reports that are issued by the management for a 
responsible company are inadequate. But in many cases ‘the manage- 
ment issues reports showing the reserves either in hard minerals « or 
in oils, and of course if they have made a miscalculation or if their 
experts have made a miscalculation there is going to be great disap- 
pointment and possibly loss. My judgment is that a lot of people, a 
creat many people, buy securities today with full confidence in the 
future of this company and full confidence that these companies, many 
companies, have a chance of increasing in size and in earnings. ] 
refer again particularly to such trades as electronics, communications, 
and similar activities, and notably in mining and oil stocks. 

Mr. Garpsrairn. I think that is right. 

Senator LeuMan. Save for the factor of error or miscalculation on 
the part of the management—and I assume the management is honest 
in these companies—you would agree that that is a very important 
factor in evaluating the worth of a stock ? 

Mr. Gaterairu. I would, sir. 

Senator Lenman. One other thing. We have had a lot of talk 
about the capital-gains tax. I want to make it very clear that I would 
not favor in any way the elimination of the capital-gains tax or its 
reduction, because I think that there is a profit that has accrued to 
the holder of securities, regardless of the time he has held them, and 
that it is perfectly proper for the Government to tax that profit. But 
it has been claimed by many of the witnesses that in the aggregate the 
amount of stock that is held today and has been held for a period of 
longer than 6 months, making it subject to the provisions of the capital 
yains tax, is very large, and I believe that that is the fact. 

It has been further claimed that the holders of these securities, many 
of whom have owned the securities 5, 10, or 15 years, and have seen a 
very great accretion in the value of the stocks on which they would 
have to pay a capital gains tax if they sold, are withholding the offer- 

ng of those securities even though they might want to liquidate, even 
ena in some cases the point of quotation has exceeded the actual 
value of the stock. They are withholding them because they argue 
that “If we sell today and have to pay even a 25-percent tax on the 
very large acc retion that has come to us”—in many cases, of course, 
it is very large—“‘we would immediately suffer loss, and in view of 
the fact that the Government is a partner of ours in the event thati 
the market goes down, at least to the extent of 25 percent,” they are 
not willing to sell. The claim has been made here in this room by a 
number of witnesses that the withholding of these stocks from the 
market, stocks on which the capital gains tax has accrued, has limited 
the supply of stocks that are offered on the market, and to that degree 
at least has created an artificial market. I wonder whether you could 
comment on that. 

Mr. Gaterarru. Well, I have been impressed, Senator, with the 
number of people who have made this case, and I am sure in very 
good faith. I think there are two issues here. There is first the 
question of whether the capital-gains tax immobilizes a certain num- 
ber of securities by making people reluctant to sell them. I think it 
probably does. I do not think, however, we should exaggerate the 
extent of this. 

The New York Stock Exchange, as you know, last week published 
a survey of the motivations of upper-bracket investors. Somewhere 





STOCK MARKET STUDY 277 


in the neighborhood of half said that they were not influenced by tax 
onsiderations at all, and only a minority said they were. Still, I 
think we should be prepared to believe that some people hold stocks 
because of the capital gains they would have to pay and would sell 
them if there were no ‘capital- gains tax. However, we cannot con- 
clude that the effect of repeal of the capital-gains tax would lower 
prices in the stock market. We have to ask what these people would 
do with their money. Are they going to go into ee bonds 
or are they going to go into cash? M: 1ybe some would, but the most 
logical expectation is that they would go back into other securities, 
which they would prefer to own and which they think have better 
Waecuete So, while you have more sellers, you have more buyers. 
~ In addition, funds that now accrue to the Treasury as the result of 
the payment of the capital-gains tax would become available in large 
part to buy securities. In addition, there is a strong likelihood that 
some people who are kept out of the market because of the ¢ apital- 
gains tax, would be attracted in by the prospect of tax-free gains. 

So I would conclude that as a result of repealing the capital-gains 

tax we would probably get more sellers but that we would also get 
more buyers. And I think you could make a case that the increase in 
the number of buyers would be greater than the increase in the num- 
ber of sellers, which, of course, means that the prices would be higher 
rather than lower as the result of the repeal of the tax. Those who 
argue that repeal of the capital-gains tax would dump a lot of securi- 
ties into the stock market and bring down prices do not, in my judg- 
ment, have a case. 

Senator Leaman. I am very glad to have that answer. Just one 
more question, I have said here ‘frequently since these hearings have 
started that I did not believe that we as a committee of Congress could 
possibly form any judgment that would have any weight with regard 
either to the value of individual securities or to the average value of 
the entire list of securities that are traded in our exchanges. I say 
that in spite of the fact that I am convinced that this inquiry is worth- 
while and may develop things that at least should be brought to the 
attention of the Congress and American public and to those who 
administer the affairs of the exchanges. But I say this, because I was 
in the security business long before the 1929 panic and depression 
occurred, and I saw the evils of m: inipulation and fraud and rigging 
of the market. It was much easier at that time than it is now. I 
think tremendous gains have been made along those lines, but I think 
that a great many of the people who lost their money at that time— 
well, I would say a great part of the people who lost their money at 
that time—did not realize the devices that could be utilized in boost- 
ing the price of stock way beyond its value. I have in mind, for 
instance, the utility companies controlled by Insull of Chicago, and 
there were many of them. That was not the only activity. I know 
that wash sales have been done away with. I know the usual devices 
for the rigging of the market have been done away with. I know that 
we have at least changed very drastically the margin requirements, 
and the securities exchanges have taken many steps, of course, some 
dictated by them, some dictated by the SEC, and some dictated by the 
various legislatures, either Federal or State. 

I think that one of the main functions of this committee is to make 
certain that if there are any other existing avenues of manipulation 
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that we should close those loopholes. I think that is a tremendous] 
important thing, because I think some still exist. I was wonderin 
whether you could comment on that and make any suggestions. 

Mr. Garerarrn. Well, I share the view that the opportunity for. 
as well as the legality of, pools and syndicates and other types of ma) 
ket operations, and the various corporate excrescences that were were 
developetl in 1928 and 1929 are now much restricted. I would not go 
so far as to say that all such things have been eliminated. Huma: 
ingenuity in this area is a very wonderful thing. Also Walter Bage 
hot, the great English authority on the money market, once said that 
one of the unfortunate things about a boom is that you make you 
most important discoveries after its collapse. I am sure he was right. 
The thing I would emphasize, however, is this: It was not the opera 
tions of the syndicates and the pools by people like Arthur Cutte: 
and Harry Sinclair that, in the last analysis, shoved the market up in 
1928 and 1929. The market went up in 1928 and 1929 because of th: 
free and individualistic activities of the many people who went in to 
buy stocks in anticipation of capital gains. It went up as the joint 
cooperative effort of some hundreds of thousands of people, not as a 
result of the rigging of any 1 or 2 or 3 or a handful. The fact that 
we have eliminated the rigging, therefore, does not eliminate the possi- 
bility of a speculative bubble of the same sort that we had then. It 
would, I think, be an error of optimism to suppose that this were so. 

Senator Lenman. Of course, in those days in 1929 we did not have 
the SEC. We did not have any careful supervision of the kinds of 
reports that the companies whose stock was listed on the exchanges 
were required to make. Therefore, I think that in many cases they 
were completely misleading reports, deliberately made with the idea of 
stimulating and manipulating the market. I think that has disap 
peared, but I want to make sure that it has completely disappeared so 
far as human ingenuity can provide in Congress. 

Mr. Gatprarru. I quite agree with you, sir. I think that there has 
been great improvement in that regard. The only point that I am 
pressing is that we should not assume that because the market is hones 
and because rigging and manipulation have been eliminated that the 
possibility of a runaway speculative enthusiasm on the part of hun 
dreds of thousands of people has been also eliminated. We have the 
SEC since 1929, but now as in 1929 we have the American people. 

Senator Lenman. We had the American people, but the American 
people at that time were encouraged by all sorts of devices and means 
to speculate. Not to gamble—I make a distinction between gambling 
and speculating. Today the margin was as high as 75 percent, then 
went down to 50 percent, and it is now 60 percent. In the days before 
1929 the average margin requirement was 10 percent. I am sure iI 
was not higher than that, and many of the brokerage houses, even some 
very able ones, held out incentives to their customers to buy stocks on 
margin requirements less than 10 percent. Sometimes it went down to 
7 and 5 percent. But, of course, that was a case where a man simply 
said, “I am going to lose $100 or $500 or $1,000” and then let the stock 
slide. There was no real serious value to his investment. There 
was no investment quality at all as there is today. I think to that 
extent, of course, we have gone ahead very greatly, but I think the 
tipsters ran riot in those days. I think to some extent they are 
running a little riot right now, and if it is legally possible for the 
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Congress to take action, I think they should take action—Congress and 
the State legislatures. 

Mr. GausrarrH. Senator, I would like to yield to your experience 
nn this point, because it is very much greater than mine. I think it 
night be apropriate to say that in the history of this period that the 
corporation which bears Senator Lehman’s name was one of the rare 
exceptions to the general disaster that overtook the investment trust 
enterprises at that period. So he has the historical distinction of hav- 
ng been right before as well as after the fact. 

| would like to clarify one point, sir. In arguing that we still have 
the possibility of speculative self-delusion, and that this is the thing 
that we should worry about rather than the manipulation, I do not 
say we have arrived at the same point that we reached in the autumn 
of 1929. All I have been suggesting is that we have had enough 
fantasy so that as reasonable and sane and conservative people we 
should be concerned. The only thing I have been attacking here is 
the equanimity which causes people to say automatically in times like 
these, “Everything is sound.” 

Senator Leaman. I want to make clear one thing. What I said 
| do not want to be construed as criticism of our great exchanges. I 
think they are rendering a real service to the people of America and 
to the corporations of this country, and I think they are trying their 
level best to run a clean shop. 

The Cuatrman. The Senator from Oklahoma wishes to be recog- 
nized. 

Senator Monroney. One other thing we keep hearing about is the 
shortage of stocks due to the locked-in features of the results of the 
apital-gains tax. In the period before 1929 were there many new 
stock flotations that were made on the exchanges ? 

Mr. GatprairH. Yes, there was some $3 billion worth of investment 
trust securities alone. 

Senator Monroney. Did that occur late in 1929 or had it been going 

n while the market was stable and healthy at an earlier point! 

Mr. GatprairH. Well, the high point of the investment trust issues 
vas in September 1929. 

Senator Monroney. In other words, most of the new flotations 
came in rather late in the boom ? 

Mr. Gatprairn. Yes. There was really a steady increase through 
1928 and 1929, both in corporate and investment trust offerings. The 
investment trust issues were the spectacular feature of the closing 
months, 

Senator Monroney. But there has been no related activity at all 
along that line at the present moment? In other words, there has been 
what almost amounts to birth control of new securities issues? 

Mr. Gatprairn. That is true, and this is an important difference. 
In 1928 and 1929, every corporation that needed money went on the 
market and got it, and then when they were more or less replete you 
had the flotation of corporations to own other corporations, and then 
the flotation of still other corporations to own still other corporations, 
and so on ad infinitum. We ive had nothing of that sort now, noth- 
ing of comparable magnitude certainly. 

Senator Monronry. Certainly we have had hardly any new flota- 


tions, A. T, & T. and General Motors are the only two that I recall. 
Mr. Gatpratrn. Yes. 
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Senator Monroney. Would this not be a good climate at the mo 
ment—undoubtedly the industrial giants of the country are also con- 
cerned with the stock market going to higher and higher levels, and 
the eventual crash if it continues—to consider i increasing the supply 
of new securities? I do not mean by split-ups but by doing more equity 
financing at this time to increase the supply of stocks available to the 
new, broad-level base of investors. 

Mr. Garprarrn. I think it is a very interesting point. This field 
involves problems of corporation financing, and I confess I am not 
particularly expert in them. 

Senator Monroney. The stock market people say it is none of their 
business, and it is not, but they are interested in the capitalistic system. 
If more and more people want to get into the investment field, bidding 
for fewer and fewer stocks, there is only one way for them to go, and 
that is up to a point where they finally reach a breaking point. I was 
just trying to get your reaction as to whether it would be a propitious 
time, if you cons sider the market is not st: ible, as many of the leaders 
think it is, to do a little bit more equity financing at this time, perhaps 
relying less on the plowback of eight or nine billions of dollars’ worth 
of profits, and disgorging those ‘profits to the shareholders to get a 
wider distribution of earning power. 

Mr. Gatsrarrn. My offhand but not particularly professional tend- 
ing would be to agree. 

The Cuairman. Professor Galbraith, just one thought about your 
discussion with the Senator from New York with regard to the incite- 
ment of speculation. Do you not think the daily announcement in 
the press, and often on the front page, “Stock market hits a new high,” 
is one of the most inciting of all the elements to induce the speculative 
interest in the market? 

Mr. Gatprarru. I suppose so, but 

The CuatrMan. Does that not induce visions of great wealth sud- 
denly ? 

Mr. Gavsrarrn. I suppose so, but I confess I would not have any 
recommendation on that one, certainly not with as many newspaper 
men as there are around here today. 

The CuHatrMan. I haven’t any either. We are just examining it, Is 
that an element in it? You make the point about the market having 
somewhat a life of its own in your statement, unrelated to either rig- 
ging, as you made the point, or even in some cases to values. 

Mr. Garpratru. To be serious about it, that is undoubtedly the case, 
but I would also say that the appearance of the market on the front 
page is a result rather than a cause. It should be one of the indexes 
that leads us to worry over what is happening, rather than something 
that we should attempt to correct assuch, The market actually belongs 
to page 27. When it gets over on the front page, rather than worrying 
about whether the editor is following the right decision in putting it 
there, I think we should worry about the underlying circumstances. 

The Crarrman. I would be the last one to suggest that anyone 
should say anything to the editor, Merely as a fact of life, it does 
when it appears there arouse, I think, in some people’s minds the idea 
that, well, that would be a good time to take a dyer. Do you not think 
that is a normal and natural reaction ? 

Mr. Garpratru. I do, indeed. 
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The CuarrmMan. We had the president of the San Francisco Stock 
Exchange here yesterday, and he was describing, I thought in an inter- 
esting way, the w ay he ‘used to operate as a floor trader. He said he 
sensed the trend of the market. It had no relation to the value of 
the stock. He might not know whether it paid dividends or anything 

Ise, but he sensed there was activity going on and it might go up, so 
ie jumped in and took a flyer on it. Or he might also sense it had 
gone too far. His reaction to the activity of the stock, he said, was 
unrelated to its value. He might sense it had gone too high and there 
was going to be a reaction and would sell it short. or sell it. Is that 
not a fact of life? It does not matter where it appears. If the market 
makes the front page daily, I think many of us sense that there is 
activity going on, and if we play it right we can make some easy 
money. It is in periods of great activity that you make speculative 
profits, not when it is quiet ; is that not right 

Mr. Gatprairn. I am sure that is right. 

The CuairMaN. I am not trying again to pass moral judgment on 
whether the editor is right or anyone else is right or wrong. It is just 
\ “is at happens, is it not? I thought that was the point you were mak- 

ig about the market. 

"ie GaLpraiTH. I am sorry. I was showing the very sensitive reac- 
tion of a former editor to any interference with editorial perogatives. 

The Cuarrman. I hope you do not think I want to interfere. That 
is the last thing I would do as a politician. 

Mr. Gatsrarru. Well, the real point to emphasize what I said be- 
fore, is that over the long span of economic activity the market has 
been of interest to a relative minority. The editor showed sound 
judgment in putting it on the back pages, and for that reason there 
is an indication of danger when it appears on page 1. 

The CarrMan. Itisa sort of danger signal in a way. 

Mr. Gapratrn. That is right. 

The Cuarrman. It gets there only when people sense it has great 
reader interest and it should be put there. 

Mr. Gauprairn. That is right. 

The CuarrmMan. One or two other questions. I am not sure you can 
answer these quickly. Was it not also true that in the 1920’s there 
were notable gains in labor productivity and in the expansion of rela- 
tively new industries, requiring considerable capital expenditures ? 

Mr. Gatsrairn. That is true. 

The Cuairman. A similarity to the present situation ? 

Mr. Gaxrsratru. And relatively stable wage rates through the 
period, with some declining raw material prices. Putting together 
with very high income you had a very rapid increase in your profit 
rates during the whole period. This in turn was accompanied by de- 
clining taxes. As a result there was a heavy leverage factor in favor 
of profits during that whole period. 

The Cratrman. There was a great increase—my information is 
some 70 percent—in productivity per man hour between 1919 and 
1928, 

Mr. Gatsratrn. That sounds entirely plausible, yes. 

The CHatrman. That is according to the U. S. Bureau of Labor 
Statistics. We hear said that these new developments today distin- 
guish it from then, such things as this automation. Was there not 
something in the 1920’s very similar to that? 
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Mr. Gausrairu. Yes. As a matter of fact, in the 1920’s and in the 
decade preceding that, we had that great development, the moving 
assembly line. It was the period when the Ford Motor Co. revolution- 
ized or partly revolutionized the techniques of mass production. | 
suppose the excitement over the assembly line was about as great as 
the excitement over automation. In fact both are part of an identical 
trend. There is nothing about automation which did not have its 
roots in developments running back over the whole century. 

The Cuarrman. I think it is important to point out that these new 
things that people think are unprecedented may not be at all. 

Mr. Gatprairnu. I think so. 

The Cuarrman. During this same period did you not have a very 
rapid expansion of electronics, radio, rayon, and other industries of 
that character which are comparable to now? We are now very much 
impressed by uranium and the possibilities of atomic energy. It is 
something quite new in the sense that we did not have a similar expan- 
sion of new developments in the 1920’s, 

Mr. Gatsrarrn. The 1920's were a period of first-rate technological 
advance. 

The Cuatrman. And that that still did not create a basis to sustain 
that speculative orgy; is that right! 

Mr. Gauprarrn. That isr ight. 

The Cuamman. Then would you say that there is no reason to be- 
lieve that this in itself will do it here any more than the elimination 
of rigging will prevent it here ¢ 

Mr. Gavperairn. I think to cite the technological advances of the 
last 10 years since World War II asa support of the boom has no more 
basis than to cite the advances in the 10 years following World War I. 

The Cuatrman. In that respect there is quite a similarity. Do you 
think that the decline in private investment in capital plant ‘and equip- 
ment in the last 2 years, and the fact that it will not rise this year, 
justifies a more cautious attitude? Is that an element to be con- 
sidered ? 

Mr. Gaxpsrairu. This is certainly one of the elements in the cur- 
rent economic situation at large. I must stress as I mentioned here 
a month ago before the Joint Committee on the Economic Report, that 
if one is looking for bad news—one is looking somewhat more aggres- 
sively for bad news than did the Council of Economic Advisers—there 
is some to be found. The falling off last year of new capital invest- 
ment and the prospect for a further fall in this current quarter is the 
most disturbing single thing. 

The Cairman. Do you care to express any opinion about the auto- 
mobile industry and its current pace and whether it will last ? 

Mr. Gaterarrn. I have the feeling that more of the upturn of indus- 
trial activity in the last 3 months or 4 months—in steel and other 
manufacturing—is dependent on the high level of automobile produc- 
tion than is entirely reassuring. Now, of course, if the automobile 
industry does manage to maintain this rate through the rest of the 
year, it will be quite wonderful. 

The Cuarman. If it can sell its product. That is the problem, is 
it not? 

Mr. Gatsrarirn. That is right. 

The Cuarrman. It comes back to that same problem of distribution ? 

Mr. GatsrarrH. That is right. 
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The Cuarrman. Would you care to make any similar comment on 
the housing industry? Is there anything to indicate to you whether 
or not they will continue to be able to sell what they are producing? 

Mr. GatsrairH. Well, again I would not like to make any forecast 
here. Forecasting is a notoriously underpaid profession, and ex- 
tremely risky to boot, so I avoid it. 

The Cuarrman. I do not urge you. I just thought if you had an 
idea we would be glad to have it. 

Mr. GaLBraltH. We saw last year the consequences of an inventory 
boom in other than the housing industry. Firms had accumulated 
large inventories. Merchandising inventories were strongly accumu- 
lated during the preceding year or two, and as these were worked out 
we had a very marked reduction in industrial activity. The same 
thing could happen in the case of housing. We have had a very strong 
housing industry, which has been important for the economy as a 
whole. We should be concerned about the danger of this running 
ahead of demand and at some point bringing a reduction in the activity 
in that industry. It is something we should watch for very carefully. 
When it will come, I do not know. 

The Cuarrman. The staff director, Mr. Wallace, has 1 or 2 questions 
he would like to ask you, Mr. Galbraith. 

Mr. Watiace. Mr. Galbraith, do not investors assume greater risk 
in investing in common stocks rather than high-grade bonds ? 

Mr. GaterarrH. At the present time ? 

Mr. Watiace. Yes. 

Mr. GatsratrH. I certainly think so; yes, sir. 

Mr. Wauxace. One of the points which was made yesterday was 
that the general market situation could be judged on the basis of the 
relation between yields on stocks and bonds, and as long as the stocks 
yielded more than bonds the situation was healthy. But, in fact, is it 
not true that there should, because of this risk element in common 
stock, be some difference between yield on high-grade bonds and the 
yield on common stocks ? 

Mr. GatprairH. Surely. I think this is another interesting example, 
Mr. Wallace, of the variety of reasons that one can devise for saying 
things are sound. This is something we should view with admiration. 
The ingenuity that is displayed here is in a great tradition. 

Mr. Watxace. Dr. Galbraith, last week Senator Douglas attempted 
to draw a distinction between gambling and speculation by saying 
that gambling adds to the sum total of risk, whereas speculation 
spreads existing risk. I understand that is a classical distinction. Are 
you familiar with it? 

Mr. Gatprairn. Yes. 

Mr. Wattace. Would you say that the speculative activity in 1929 
was merely the spreading of risk or did it add to existing risk ? 

Mr. Gatsrarrn. I must say I yield to Senator Douglas both as a 
former professor of economics and as a very distinguished man. He 
makes this distinction. I, myself, do not make it. 

Mr. Watxace. I am not attempting to line you into an argument 
with Senator Douglas. 

Mr. Gatpratru. As in my statement, I would call speculation any 
purchase of an asset for which the primary motive is a capital gain, 
and let it go at that. As to the spreading of risk in 1929 the answer 

60650—55——19 





284 STOCK MARKET STUDY 


is clear. Speculation increased risk and was the prelude to the collapse 
that followed. 

Mr. Watiace. The point on which I am endeavoring to get your 
judgment for the committee is: Does there come a time when specu 
lation does more than merely spread risk? Does it add to the sum 
total of risk ? 

Mr. GatsrairH. By all means; yes, sir. 

Mr. Wautace. You have said that there is too much speculation in 
the present market. Would you say that this degree of speculation is 
adding to the sum total of risk yet, or is that too difficult to assess? 

Mr. Gatsrarru. You are putting it, I think, into somewhat different 
terms, Mr. Wallace. 

Mr. Watuace. There is a difference in degree, I understand. 

Mr. Gaterarra. What I answered earlier in slightly different lan- 
guage when I said that when preoccupation tends to be exclusively 
or largely with capital gain and when concern for income disappears 
or becomes secondary we are in the process of escaping from reality. 
This is a situation which definitely enhances risk. It means that at 
some juncture there will have to be a return to reality, and whem this 
happens there will be capital losses and severe consequences for those 
involved. 

Mr. Watziace. Thank you. 

The CuHarrman. Do you think maybe a national lottery might be 
a little less disastrous way to give people an opportunity to speculate 
or gamble? 

Mr. Gaterarru. I am afraid this is out of my field, sir. 

The Crratrman. In any case, you have not made up your mind that 
it isabad thing. It is at least a subject for consideration ? 

Mr. Gatsrarrn. Let me say that I quite agree with Senator Leh- 
man that an economy such as ours requires good and honest securi- 
ties exchanges. I would also hope that they would be under far- 
sighted management. And because I believe that—as do you, of 
course—I am a little cautious about making too sudden a transition 
to a lottery. 

The Cuatrman. Well, you do agree that human beings have a cer- 
tain weakness for speculation in that sense, or gambling, and maybe 
that could be a good outlet for it? 

Mr. GarprairH. As I say in my paper, sir, it is the sovereign priv- 
ilege of a citizen of a free country to lose his money however he wishes. 
My concern enters only when he loses it in a wholesale manner with 
damaging consequences for the public at large. 

The Cratrman. In that sense if they lose it by a lottery it is less 
likely to upset the economy of ordinary people than it is to lose it by 
overspeculation in the market ; is it not? 

Mr. Gatprarru, I have the impression, sir, from the New York 
papers that harness racing is serving very well. 

The Cuatrman. Do you think it is taking care of that propensity’ 

Mr. GarsrarrH. It may be the great American substitute, sir. 

The Cuamman. Well, then, maybe that is a reason not to be dis- 
turbed about the market that these ingenious people you mentioned 
have not brought forward. Maybe the real reason why we should not 
be disturbed is the increase in racing. 

Mr. Garerarra. I would guess that if the hearings here go on to 
their normal course that that will be suggested before they are’ over. 
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The Cuarrman. Dr, Galbraith, we appreciate your coming here. 
Have you any suggestions? I hope } you will not feel that you are not 
quite free to make any suggestions on your own initiative. If you 
have any suggestions, they are more than welcome. Could you tell us 
anything or ‘add anything? Have we overlooked some important 
point that should be in this record ¢ 

Mr. Gaterarru. At this point, Senator, I am afraid I do not think 
of anything. If I do, I will seek Mr. Wallace’s permission to extend 
my testimony, if I may. 

The CuatrMan. You do not have to seek permission, I give you 
permission now. <Any time in the near future when we are still con- 
sidering this, if you have any thoughts about the matter we would be 
more than glad to have them. You can write to us or send us what 
you have, because it is difficult to cover all of the : aspects of this in- 
volved subject. We do appreciate very much your taking the time and 
trouble to come here and to prepare that statement. You have the 
gratitude and thanks of the committee. 

(Dr. Galbraith’s prepared statement follows :) 


STATEMENT OF JOHN KENNETH GALBRAITH, PROFESSOR OF ECONOMICS, 
HARVARD UNIVERSITY 


Mr. Chairman, members of the committee, let me first say a word on my quali- 
fications, if I may use that term. Some years ago I was struck by the fact that 
there was no good study of the great speculative upsurge of the late twenties and 
of the crash in the autumn of 1929. These were events of profound importance 
in American history. They had a deep effect on the American and world econ- 
omy; they affected the lives and livelihood of many people. The experience, 
also, illuminated admirably the nature of speculation and the mood of people, 
great and small, when they are caught up by a wave of speculative enthusiasm. 
For some time, as opportunity has allowed, I have been gathering material on 
the 1929 experience and its prelude and aftermath. As it happens, I have been 
working rather intensively on this enterprise during the past year, and I have a 
book on the subject (The Great Crash, Houghton-Mifflin Co., Boston) which is 
being published the middle of next month. It follows that I am rather better 
qualified to speak on what happened 25 years ago than what occurred last week. 
I venture to suggest, however, that the committee will not find history entirely 
unuseful in understanding what is happening at the present time. 

In this statement I dwell first on the nature of the speculative boom and then 
on the 1929 experience and its consequences. Thereafter I apply some of the 
lessons from that period to the present situation. I deal finally with some of 
the present-day problems of prevention and control of speculation. 


THE SPECULATIVE MOOD AND ITS CONSEQUENCES 


The concern over the behavior of the stock market which has led to this investi- 
gation is, in the last analysis, a concern over speculation. Speculation, in turn, 
is the purchase, possession, or sale of an asset with a view not to use of income 
but with a view to realizing a capital gain. 

A certain moral obloquy has always attached to the speculator, especially if 
he is unsuccessful. However, I assume that it is economic consequences and 
not public morals with which this committee is primarily concerned. It is not 
speculation as an isolated act, but the speculative episode or boom which is of 
importance. 

The economic consequences of a speculative boom are twofold. There is a 
distortion of economic values during the period of speculation itself. Attention 
ceases to be on making goods and becomes centered on making money. Under 
extreme circumstances all else is forgotten. An observer noted that at the height 
of the frenzy that has come to be known as the South Sea Bubble, “Statesmen 
forgot their politics, lawyers the bar, merchants their traffic, physicians their 
patients, tradesmen their shops, debtors of quality their creditors, divines the 
pulpit, and even the women themselves their pride and vanity” (quoted by Vis- 
count Erleigh, The South Sea Bubble (New York: Putnam, 1933), p. 11). 
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The more serious consequences are from the breaking of the speculative bubble. 
Economic activity is likely to be adversely affected. The livelihood of people to 
whom the market is a distant and remote phenomenon may suffer. These are 
matters to which I shall return. 

The great speculative episodes of the past have all had certain features in 
common. All—the stock market boom of 1928-29, the Florida land boom of the 
midtwenties, the Iowa land boom following World War I, the various railroad 
and land booms of the last century, the classic Mississippi and South Seas 
bubbles—have, in the beginning, been grounded on some element of reality. In- 
dustrial activity was rising in the late twenties as were corporate earnings. 
Taxes were being reduced. This was the reality behind the 1928-29 stockmarket 
boom. The Florida climate, on which the Florida boom was based, is very 
good most of the time. John Law, visiting Louisiana and the lower Mississippi 
Valley after 238 years would find much to substantiate the brilfiant prospects 
which were painted to French investors in 1717. 

However, it is also a feature—the critical feature—of the speculative episode 
that, after a time, the market loses touch with reality. Speculation acquires 
a dynamic of its own. The factors behind the original revaluation of the asset 
are no longer important, What becomes important is the single fact that 
prices are rising. Because they are rising and money can be made, more and 
more people are encouraged to try and get a share in the capital gains. By doing 
so they keep prices going up. The original cause of the price rise eventually 
becomes the merest excuse for optimism. People use it—the promise of a new 
era, the superior qualities of Florida sunshine, a sound and conservative, or 
middle-of-the-road administration—but only to explain the capital gains they 
are making or hope to make. 

The boom will continue as long as the supply of new people with new money 
lasts. Temporary setbacks may actually encourage more people to come in to 
the market on the assumption that they are picking up bargains. The end may 
in practice be attributed to various causes—the 1926 hurricanes were thought to 
have ended the Florida boom, and many have suggested that the failure of 
Clarence Hatry, the English promoter, precipitated the crash of 1929. In fact, 
the end always comes for the same fundamental reason. The supply of new 
buyers has become inadequate to keep prices going up. The man who is seeking 
capital gains has no interest in a stable market. When prices level out he sells. 
Others then sell to avoid losses. Prices break. Because of the helter-skelter rush 
to get out of the bust is always a good deal more violent than the boom. 

Such is the pure model of the speculative orgy. There are other common- 
place features. Since the speculator is interested only in capital gains, he finds 
it onerous to have to put up the whole purchase price. Accordingly, he will 
seek some way of trading in the assets which gives him the capital gains but 
avoids putting up the capital. In land speculation this is usually accomplished 
by trading in binders or on the basis of downpayments. In the stockmarket 
the purpose is served by margin trading. It follows that the extent of use of 
these devices—in the case of the stock market the volume of brokers’ loans— 
isa valuable index of the amount of speculation. 

The mood which speculation engenders is also much the same in different 
episodes. It is not so much one in which people are fooled as one in which they 
insist on fooling themselves. One result is that any suggestion that values are 
unreal—that things are less than wonderful—is fiercely resisted. Reassurance— 
explanations as to why things are sound—soon partakes of the proportions of a 
minor industry. Support is gained from those who speak with most knowledge 
and authority. Shortly before the 1929 erash Prof. Irving Fisher of Yale Uni- 
versity, a notable figure in American economic thought, reached his memorable 
conclusion that stocks were on a new high plateau. At about the same time, 
Charles E. Mitchell, the then highly influential chairman of the National City 
Bank, declared that the “industrial condition of the United States is absolutely 
sound.” He complained that too much attention was being paid to the volume 
of brokers’ loans. There were hundreds of other such statements. All were 
received with approval. By contrast, Paul M. Warburg, a conservative banker 
and a lone voice of dissent, was bitterly assailed when he criticized the current 
orgy of “unrestrained speculation” and predicted that, were it not stopped, there 
would be a collapse and depression. 

It need hardly be suggested that this tendency toward reassurance poses an 
interesting problem for a committee such as this. The assertion that all is well 
can, under some circumstances, be a valuable index of the opposite. 
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THE 1929 EXPERIENCE 


Measured against any previous experience, at least since the South Sea bubble, 
the securities speculation of 1928 and 1929 was one of remarkable magnitude. 
Prices of industrial securities on the New York Stock Exchange approximately 
doubled between the beginning of 1927 and the beginning of 1929. They in- 
creased by another third in the first 8 months of 1929. There was extensive 
public interest and a substantial public participation. However, it is not accu- 
rate to suggest that everyone was playing the market. Member firms of 29 
exchanges reported themselves as having 1,548,707 customers in 1929, of which 
1.371.920 were with member firms of the New York Stock Exchange. An esti- 
mated 600,000 accounts were for margin trading. During the early months of 
1929, when participation was assumed to be growing by leaps and bounds, the 
number of margin accounts increased by only a little over 50,000 (data are from 
Securities and Exchange Commission, Stock Exchange Practices, report, 1934, 
pp. 9, 10). Securities speculation, even at its most extreme, is very much a 
minority enterprise. 

There is no doubt, however, as to the preoccupation with speculative gains. 
During 1929 the investment trusts marketed an estimated $3 billion (Securities 
and Exchange Commission, Investment Trusts and Investment Companies, pt. 
Ill, ch. I, pp. 3, 4) worth of securities and by the time of the crash new com- 
panies were being organized at the rate of approximately one a day. The 
interest in these enterprises.was almost exclusively in their promise of capital 
appreciation. 

The volume of brokers’ loans, in this period, was an especially valuable index 
of the extent of the speculative interest. The rate on brokers’ loans during 1929 
varied from a minimum of 5 percent to a maximum (briefly) of 20 percent. A 
man would hardly pay these rates to enjoy yields on stock which, by the autumn, 
averaged a little over 3 percent on representative industrials (Chase National 
Bank, Business in Brief, January 1955). The person who held securities on 
margin on this interest cost and dividend return was obviously interested only 
in speculative gain. At the beginning of 1927 the total of brokers’ demand loans 
was $2.5 billion. By January 1, 1928, it had reached $3.5 billion; on January 1, 
1929, it was $5.7 billion. On October 1, 3 weeks before the crash, the total was 
$7.8 billions (New York Stock Exchange, Yearbook, 1929-30). More than half 
of the latter was provided by nonbanking corporations and by individuals who 
were attracted by the high rates in the call market. Funds to finance margin 
trading were attracted to New York from all over the world. 


THE EFFECT OF THE CRASH 


Between October 22 and November 13 the value of industrial shares fell by 
between a third and a half (the Dow-Jones industrials dropped from 327 to 199). 
Railroad stocks fell less and the new investment trust securities much more. 
Many of the latter, for all practical purposes, became unsalable. Previously 
during the boom there had been bad breaks in the market—especially during 
March 1929 when there was a brief money crisis—but the market in each instance 
recovered. There were short rallies during the days of the crash each of which 
led to widespread hope that the worst was over. In each case, however, the re- 
covery was followed by a further slump. The levels at which the market steadied 
in mid-November were, of course, far above those reached later in the depression. 

There was a strong tendency at that time, and one that is still reflected in 
economic literature, to minimize the general economic significance of the stock 
market misfortunes. The crash was held to have followed, rather than preceded, 
the general downturn in business, and it was also said to have had relatively little 
effect on business. Beginning in the early summer of 1929 there was, in fact, a 
modest decline in business activity, and a leading student has gone so far as to 
say that the crash in the autumn “reflected, in the main, the change that was 
already apparent in the industrial situation” (Thomas Wilson, Fluctuations in 
Income and Employment, Pitman, 1942, p. 143). After the crash occurred, almost 
everyone, President Hoover included, stressed that the stock market was one 
thing, business something else, and that, despite the upheaval in the market, 
business could and would remain fundamentally sound. 

These views do not stand serutiny. The stock market crash was an event of 
original and grave importance. The decline in general economic activity between 
June and October of 1929 was slight. Indeed, until the crash occurred, it was 
generally assumed that business was very good. Only after the crash did all 
the important indexes turn down and in earnest. 
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Possibly it was the softening of business activity which damaged confidence, 
dried up the supply of new customers, and so broke the bubble. But sooner or 
later something would have broken it anyway. 

The effect of the stock market crash on the economy was real and serious. The 
financial markets are integrally a part of the economy. They affect the rest of 
the economy just as they are affected by it. The fiction that they are merely 
a mirror reflecting passively the passing scene is fiction and does not do justice 
to the importance of the market. 

In the case of 1929 at least four important and serious consequences must 
be attributed to the crash, as follows: 

(1) A sharp reduction in consumer spending. The stock-market crash, as was 
widely pointed out at the time, had little effect on the life or spending habits 
of the great mass of consumers. However, it was capable of affecting in 
marked degree the outlay of the well-to-do; It brought an end to spending from 
stock-market gains. Losses in the market forced a retrenchment in spending 
from other income. And in 1929 expenditures by consumers in the higher 
income brackets accounted for a substantial share of total outlays—the 5 percent 
of the population with the highest incomes then disposed of approximately one- 
third of all personal income. (Selma Goldsmith, George Jaszi, Hyman Kaitz, 
and Maurice HKiebenberg, Size Distribution of Income Since the Mid-Thirties, the 
Review of Economics and Statistics, February 1954.) It is reasonable to think 
of a reduction in spending of 3 or 4 billions out of a total disposable income of 
$82.5 billions as the result of the crash. 

(2) A sharp reduction in business investment, The crash had a general effect 
on confidence and a direct effect on the ability of corporations to raise funds 
through new issues. This was magnified by the holding company and invest- 
ment trust structure. These latter were often paying interest on upstream 
bonds from the dividends of operating companies. To avoid insolvency they 
were forced to retrench drastically on both current and investment spend- 
ing. In numerous cases these fragile corporate structures collapsed anyway 
following the crash, forcing further retrenchment. 

(3) The value of bank assets was drastically reduced and the vulnerability 
of banks to failure was thereby enhanced. Bank failures, of course, had a 
further depressing effect on both personal and business spending. 

(4) The market crash disrupted the foreign balance of payments. This, in 
the years preceding, had been kept precariously in balance by private foreign 
lending. With the crash this lending came to an end. Foreign countries were 
forced to curtail their imports from the United States with a further depressing 
effect on markets for wheat, cotton, tobacco, and other export crops. 

In summary, there should be no doubt that the stock-market collapse in the 
autumn of 1929—or more precisely, the speculation in 1928 and 1929 and the 
ensuing collapse-—contributed significantly to the severity of the great depres- 
sion. It would be a part of wisdom, in the future, to avoid risking a similar 
cycle of speculation and collapse. 


THE PRESENT DANGER 


Testimony before this committee, if it is representative of opinion at large, 
will take two strongly contrasting lines. There will almost certainly be some 
who will suggest that things have changed greatly since 1929. The economy is 
much sounder now than then. The recent rise in the stock market is firmly 
grounded on values. In any case, controls are now available to curb any tend- 
ency to speculative extravagance. Accordingly, things can safely be left alone. 
The committee may also hear some pessimists—they are hard to come by and 
should be cherished—who will dismiss all this as skillful rationalization. They 
will say: “It is 1929 all over again.” 

In my own view there is much truth in both positions and also considerable 
error. The recent boom in the stock market does differ in important respects 
from that of 1928 and 1929. The underlying economic position also differs So 
does the structure of public restraints. On the other hand, there are resemblances 
which are certainly interesting and possibly disturbing, and the fundamental 
problem of containing a speculative orgy, once it is well launched, remains 
essentially unsolved. 

The scale of the 1929 speculation was greater than anything we have yet 
witnessed. This was in the setting of a far smaller economy. Comparisons of 
the averages of share prices over so long a period are largely meaningless. How- 
ever, the extent of popular interest in the market in 1929 was almost certainly 
greater than of late. The volume of trading then was much higher. In 1928 
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920 million shares were traded on the New York Stock Exchange and in 1929, 
1.125 million shares as compared with only 573 million last year. By 1929, 
5 million-share days on the New York Stock Exchange were commonplace. There 
have been only 1 or 2 such days in recent times. In 1929 there were also a 
great surge of activity on the out-of-town exchanges and on the then Ourb Ex- 
change. Compared with the roughly $8 billions of brokers’ loans in the late 
days of the 1929 boom, the total of late has been around $1.6 billion. However, 
the amount has been rising and it seems possible that there is now more bor- 
rowing outside the market on securities collateral than in earlier periods. So 
far there has been no close parallel to the investment trust- and holding-company 
promotions of Goldman, Sachs, American Founders, Insull, and Associated Gas 
& Electric. The Securities and Exchange Commission aided, without doubt, by a 
more mature business sense on the part of the exchanges, members, and dealers 
has prevented the wholesale market rigging and fervent salesmanship of the 
earlier period. 

The economy is also less brittle than in 1929. This has two consequences. 
It is less vulnerable to a general slump which would affect the market. And 
equally important, the economy is less subject to damage from disturbance 
emanating from the market. The measures which have made the economy less 
vulnerable to cylical disturbance, ranging from social security to a better tax 
system, are familiar. Indeed, a certain propensity to self-congratulation in these 
matters may have made them too familiar. I shall not deal with them here. A 
word is in order on the lessened susceptibility of the economy to disruptive 
news from the stock market. 

The most important source of strength, in this respect, is the leveling up of 
personal incomes which has occurred in the last quarter century. Between 1929 
and 1948 the share of total personal income going to the 5 percent of the popu- 
lation with the highest income dropped from nearly a third to less than a fifth. 
Although total of these payments increased, the share of rent, interest, and divi- 
dends in total income dropped from just over 15 percent to just under 9 percent 
of the total (Goldsmith et al., cited above.) High-bracket expenditure is general 
and expenditure by dividend recipients in particular is especially vulnerable 
to stock-market movements. The vulnerable expenditure is now considerably less 
important than 25 years ago. 

The corporate structure, in the absence of vast holding company and invest- 
ment trust promotions, is also almost certainly less vulnerable now than in 1929. 
The banking structure, as the result of sad experience, firmer and more flexible 
banking laws, and particularly the result of deposit insurance, is also much 
stronger. 

Finally there are the new controls and the chance that they will keep specula- 
tion in rein. These measures include the policing of trading and the prevention 
of market manipulation, provision for full disclosure on new promotions, pre- 
vention of holding company pyramiding, and others. Most important, since 1929 
there has been a general strengthening of both the moral and legal authority of 
the Federal Reserve System, And there is the power of the latter, under the 
Securities and Exhange Act of 1934, to specify margin requirements and, if 
necessary, to raise them to a hundred percent. 


THE REMAINING DANGERS 


These are formidable safeguards. It seems probable that, during the course of 
these hearings, the committee will be well impressed by their might. Yet there 
are reasons why the committee—and even more the representatives of the 
financial community whose reputation and livelihood is immediately involved— 
should beware of equanimity. Equanimity, it will be evident, is the endemic 
disease of the boom. 

We had a bad speculative outbreak once before with most disagreeable con- 
sequences. Obviously what has happened before—more than once before—can 
happen again. Another crash, even a mild one, would not add to the public 
reputation of Wall Street. 

Within the last few months, it is commonly agreed, there has been an influx 
of newcomers into the market. Market discussion has turned increasingly on 
the prospect for capital gains. As a result prices have been rising and yields 
declining. In the 16 months ending last December 31 the prices of industrial 
shares as measured by the Dow-Jones averages increased by 54 percent as 
compared with 78 percent in the 16 months preceding the 1929 crash. Average 
dividend yields were down to 3.99 percent at last year’s high as compared with 
3.15 percent at the 1929 high. (Chase National Bank, previously cited.) 
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(Because of more conservative dividend policies in recent times the ratio of 
prices to earnings remains rather more favorable than in 1929.) The stocks 
comprising the Dow-Jones industrial average have recently been selling at 1.6 
times the book values of the companies. This is more than in any recent period 
except 1929—when prices reached 1.9 times book value—and 1936-37 when, 
following a long period of deflation of book values, stocks sold at 1.8 times book. 
(Ibid. After Dow-Jones & Co.) As in the 20’s, and in other periods of great 
speculative optimism, we are having a sizable wave of mergers. Some re- 
markably fanciful explanations are beginning to appear to explain the recent 
rise in values and to reinforce hopes for more. It would be an exaggeration 
to say that there has yet been any wholesale escape from reality such as occurred 
in 1929. But enough has happened to indicate that we haven’t yet lost our 
considerable eapacity for self-delusion. 


THE PROBLEM OF PREVENTION 


Without doubt it is the sovereign privilege of the free citizen to lose his 
money precisely as he pleases. In any case if he does not lose it in the stock 
market he will probably be trimmed in real estate, at the races, or in a uranium 
mine. The problem of speculation is not a problem of the individual speculator 
and certainly not one of how to protect him from the fruits of his own ayarice. 
The problem is purely one of minimizing the social consequences of speculation. 

The solution lies much more in prevention than in control—a point of con- 
siderable practical importance at the moment. Even after a speculative rampage 
gets well underway it can still be stopped. Although there is a legend to the 
contrary, the Government and the Federal Reserve System, with the powers 
then available to them, could have brought the boom to an end at any time in 
1928 and 1929. A stern statement that values had reached nonsensical levels, 
that the volume of brokers’ loans was indefensible, that the current speculation 
was against all public policy, and that unremitting moral pressure would be 
placed on banks that loaned money for speculative purposes would probably 
have been sufficient. A request to Congress to investigate and recommend leg- 
islation would also have had a signal effect. The occupational disease of the 
speculator is acute uneasiness. In March of 1929 the mere news that the Fed- 
eral Reserve Board was holding extraordinary meetings in Washington—pre- 
sumably to discuss the market although no statement or action ever material- 
ized—was sufficient to cause wholesale liquidation. 

There are two difficulties in taking action after a speculative boom is well 
underway. Such action must contend with the process of reassurance which, 
as noted, is the normal concomitant of the boom and which insists that all is 
well. In our society, moreover, we do not assume complete prescience on the part 
of public officials, an assumption that seems to accord tolerably well with the 
facts. Accordingly, some responsible officials will always be carried away 
by the assurances and will thus be opposed to action. In his memoirs, Mr. 
Hoover recalls that shortly before leaving the White House in 1929, President 
Coolidge expressed the view that conditions were “absolutely sound” and that 
stocks were “cheap at current prices.” (The Memoirs of Herbert Hoover: The 
Great Depression, 1929-41. (New York, Macmillan, 1952) p. 5.) Obviously this 
belief did not predispose Mr. Coolidge to any very strenuous steps to halt the 
boom. 

More important, once a boom is well started, it cannot be arrested. It can 
enly be collapsed. Had the Federal Reserve System in 1929 taken the steps 
mentioned above, the market would not have levelled off. It would have 
fallen—precipitately. No one would have been in doubt as to who was to blame. 
The responsibility would have been squarely on the Federal Reserve. Accord- 
ingly, there was a very strong tendency to postpone action. This postponement, 
of course, meant a worse crash later on. But this had the virtue of being 
later on— and a few weeks more of life seems precious at such times. Moreover, 
the authorship of the eventual crash would not be so devastatingly clear. This 
temptation to temporize and delay, it will again be recalled, comes at a time when 
a great many people are assuring themselves and the world at large that every- 
thing is entirely sound. 

This atmosphere, and not the particular instruments of prevention and con- 
trol, is the crucial aspect of the problem posed by speculation. The prime need 
is to act early rather than late. The fact that the present boom may be in only 
a relatively incipient stage should not, accordingly, be a reason for advocating 
inaction. If it weren’t incipient, nothing much would or could be done. 
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Shouid there be a resumption of the upward movement of the past year in 
the weeks or months ahead, the Federal Reserve should be pressed to put trading 
on a cash basis by raising margin requirements to 100 percent. This is a rather 
elementary recaution. It was taken between January 1946 and February 1947, 
when the danger of speculative boom in the market was far less than at present. 
When the market has been stable (or declining) for a substantial period, margin 
trading should again be allowed. This is not to encourage margin trading, 
Rather, it is to prevent substitute borrowing from developing outside the market. 

One purpose of the foregoing step is to make wholly unambiguous the inten- 
tion of the Government to hold securities speculation in check. The Govern- 
ment should make this position clear in every other possible way. There should 
be specific and reiterated warning about the danger of runaway speculation to 
the economy and the participant and specific and reiterated urging to people 
to buy good bonds. If speculative tendencies persist, more drastic measures 
invoking the tax power should be contemplated. Those who react with horror 
to such suggestions should also react to the alternatives which, presumably, is 
an eventual bust. 

The exchanges and their members have, perhaps, the most to lose from a new 
succession of boom and bust. The American people have a way of looking for 
someone on whom they can blame their misfortunes. Wall Street, as a public 
devil, has always been much esteemed. In light of this history, it may not be 
too much to hope—though it might be—that the financial community would take 
the lead in resisting a new outbreak of speculation. 

Thus, the New York Stock Exchange for some years has been endeavoring to 
widen the public interest in the ownership of securities. It might now extend 
its activities to include education in the principles of sound ownership. This 
would include stern warnings on the dangers that await the amateur speculator, 
reminders of past misfortunes, and of the tendency of markets that have gone 
up spectacularly to come down the same way. Stock-exchange firms which take 
a long-term view of their situation—and whose members recall the miseries of 
20 and 25 years ago—should be alert to discourage a resurgence of popular 
speculative activity. Perhaps there might be some organized effort to encourage 
people to buy—if they must buy—with a view to earnings. 

There should, also, be a keen suspicion of whatever are the currently fashion- 
able remedies. As with clothes and cars, ideas on financial policy have a 
marked style factor. For some time there has been much faith in what could 
be accomplished, in the control of speculation, by monetary policy. Should it 
be needed, it is said, a moderate (or severe) tightening of money rates would 
get things under control. The 1929 experience is not reassuring. Rates on 
the call market ranged from 5 to 20 percent. This, naturally enough, did not 
deter speculators who were getting up to two or three hundred percent return 
in capital gains. Efforts to enforce a high market rate may have had some 
effect in depressing ordinary, nonspeculative business activity which is more 
sensitive to such costs. That this occurred was the current view of the Federal 
Reserve Board and of Mr. Hoover. 

Very recently the notion that the capital gains tax is responsible for high 
values and at least incipient speculation has been in vogue. The capital gains 
tax has locked in the securities in their present ownership. This, in turn, has 
created a shortage of stocks. A repeal or reduction of the capital gains tax 
would release these securities and bring down the market. One of the most 
engaging aspects of economics is the tendency for proposals for economic reform 
to culminate in suggestions for tax reduction. 

Perhaps there is a case against the taxing of capital gains. To immobilize 
property because of the tax cost of selling it does not, at first glance, seem desir- 
able. However, tax considerations enter into most modern transactions and 
recent investigations of the New York Stock Exchange have, as the committee 
will be aware, cast doubt on the extent to which higher-bracket investors are 
affected by tax considerations. 

In any case, the effect of this reform on the supply of securities and their 
price should probably be regarded with a measure of amiable skepticism. Those 
who argue that the capital gains has locked in stocks and made them scarce 
assume that the present owners yearn, when they sell, to hold Government 
securities or cash. Perhaps they yearn to own other shares with, as they believe, 
better prospects for appreciation or earnings. If this is so, when they sell they 
will be right back in the market as buyers. To repeal the capital gains tax 
would also make available for the purchase of securities funds now paid in 
taxes. Presumably some people, now out of the market, would be attracted in 
by the prospect of tax-free gains. In short, repeal, it is presumed, would bring 
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more sellers. It would as plausibly, and perhaps more plausibly, bring more 
buyers. ; 

It is interesting to recall that early in 1929 there were suggestions that the 
country was running out of common stocks. They were not locked in; in those 
more unsophisticated days it was merely said that there weren’t enough to go 
around. In October this doctrine was proved in error. Stocks became sud- 
denly, miraculously, and most disastrously abundant. 


(The following supplemental statement was later received for the 
record :) 


SUPPLEMENTAL STATEMENT OF JOHN KENNETH GALBRAITH, PROFESSOR OF 
Economics, HARVARD UNIVERSITY 


At the conclusion of my appearance on March 8, the committee accorded me 
the privilege of extending and supplementing my testimony. I am now availing 
myself briefly of this invitation, and, in doing so, I am being agreeable to sug- 
gestions that this be a substitute for the reappearance which I had requested. 
I remain, of course, at the immediate call of the committee. In this statement 
I deal with several aspects of the reaction, to me rather surprising, to my mild 
and mainly historical comments of early March. 

Il. The earlier observations which evoked the most comment were my compari- 
sons between the recent behavior of the stock market and that of the late 
twenties. Many commentators and most witnesses before this committee have 
energetically, and even indignantly, rejected the comparison. They may be 
right; I would remind them that time will tell. Still, it would seem wise to 
make once more one vital point. The proper comparison is not between the 
present and the month of September 1929 when speculation reached its frenzied 
peak. Rather it is with a period months or years earlier when people were 
first being caught up in the conviction that they could grow rich through a 
single-minded pursuit of capital gains. “During 1925,’ Mr. Hoover observes 
in his memoirs, “I began to be alarmed over the growing tide of speculation and 
gave warning as to the dangers of this mood” (The Great Depression, Macmillan, 
1952, p. 5). On New Year’s Day in 1926 he warned sharply of the dangers of 
a stock market boom. The evidences of danger at that early period were very 
mild—far milder than of late. Mr. Hoover today would be sternly advised that 
he was a prophet of gloom and doom. 

My testimony argued the importance of prevention and the difficulty, perhaps 
the impossibility, of remedial action once speculation had gone too far. The 
part of my preventive therapy which met the most objection was my proposal— 
and the precise language should be noted—that “should there be a resumption 
of the upward movement * * *” margins should be raised and if necessary to 
a hundred percent. Although this was done once before in 1946-47 with no 
dire consequences, the proposal has been met by reactions ranging from mild pro- 
test to profound horror. Those who object are reminded that they cannot have the 
best of all worlds. They must make choices. Should there be a resumption of 
the upward movement they stand either for some other remedy, and no wholly 
different one was proposed at these hearings, or for letting the speculation go on, 
and on, and on. They should ponder this choice. They may also wish to ponder 
an observation, probably attributable to Alexander Dana Noyes, the great finan- 
cial editor, in the New York Times of September 9, 1929: “It is a well-known char- 
acteristic of boom times that the idea of their being terminated in the old un- 
pleasant way is rarely recognized as being possible.” 

Ill. There is a related problem which has been much raised in my corres- 
pondence in recent weeks. Many have written to protest that buying stock on 
margin is like buying a refrigerator or a car on the installment plan. Some 
have said that only through margin buying can a small man get a large enough 
position to make a worthwhile capital gain. They have taxed me with threaten- 
ing their livelihood. A few have been plaintive. More have been belligerent. 

One cannot know how representative such letters are. (None came from Wall 
Street. Only one stock exchange firm wrote to take exception to my testimony.) 
If representative, these letters are disturbing. Buying stock on credit is not like 
buying a car on credit. There is no resemblance whatever. The car is bought 
for use; a decline in its value is accepted. Stocks are bought on credit for 
an appreciation in value. Values ean, of course, go down as well as up, and 
do. Installment buying is designed for the man of insufficient means. Margin 
buying of securities is peculiarly dangerous for this man. 
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In an editorial on March 21, Life suggests that outright share ownership wisely 
comes after ownership of a home, insurance, and a savings-bank deposit. 
Speculation obviously belongs much farther down the list. Yet some small 
investors have obviously come to regard margin trading and capital gains as 
, form of livelihood. The bearing of this on my earlier suggestion that the 
New York Stock Exchange, for the time being, might concentrate less on pro- 
moting stock ownership and more on educating on the principles of wise owner- 
ship will be clear. The winter resorts of my adopted State of Vermont are 
wise on these matters. They yearn for new customers. But on each patron’s 
ticket they print the message: “Don’t ski here if you can’t assume the risks of 
the sport.” 

VI turn now to another problem revealed by these hearings. That is how to 
insure an environment in which there can be a reasonably free, frank, and 
urbane discussion of these important matters. This is our great defense against 
speculative illusions, and it has never been easy to achieve. The recent hearings 
show that, in some respects, free discussion is easier now than before. In 1928-29 
Members of the United States Senate expressed concern over the increasing 
use of credit for speculative purposes. They were told to mind their own 
business. Mr. Joseph Stagg Lawrence, the most outspoken defender of the 
financial community, referred to the Senate as “that chamber of absurdities some- 
times referred to as a deliberative assembly.” Senator Carter Glass, a member 
of this committee and a man of towering reputation on financial matters, was 
especially alarmed. He was told that his warnings “were characterized by 
neither reason nor restraint” and that they were marked by “blatant bigotry and 
turbulent provincialism” (Wall Street and Washington, Princeton, 1929). 

In 1929 the Federal Reserve Board said that speculation was going too far 
and suggested that the use of Federal Reserve credit in the market should be 
restricted. It was told by one prominent writer that for it “to deny investors 
the means of recognizing economies which are now proved, skill which is now 
learned, and inventions which are almost unbelievable seems to justify doubt 
whether it is adequately interpreting the times’’ (Seth Axley in Barron’s, May 6, 
1929). Mr. Lawrence said the desire of the Board to interfere was “founded 
upon a clash of interests and a moral and intellectual antipathy between the 
wealthy, cultured, and conservative settlements on the seacoast and the poverty- 
stricken, illiterate, and radical pioneer communities of the interior.” 

Even newspapermen who asked questions about the market in 1929 were told 
to avoid matters they couldn’t understand. In the late summer of that year, 
Arthur Brisbane, the great Hearst columnist, queried the justice of a 10-percent 
call-money rate in the market. He thought it too high. A leading financial 
journal, now much more reserved than it was then, said, “Even in general 
newspapers some accurate knowledge is required for discussing most things. 
Why is it that any ignoramus can talk about Wall Street?’ 

There have been some objections to the present inquiry based on the thesis 
that the stock market is a thing of which legislators—and notably also profes- 
sors of economics—are constitutionally ignorant. However, the objections have 
certainly been less harsh than 25 years ago. 

V. There are other barriers to free discussion. Secretary Humphrey’s injunc- 
tion that confidence could be lost in a day and therefore that candor could 
imperil economic stability was, almost certainly, ill conceived. And it is not 
true. If our economy were vulnerable to words, it would obviously have suc- 
cumbed ages ago. But it is at least possible that the Secretary spoke carelessly. 

There have been recent suggestions that congressional interest in the stock 
market is politically inspired and ought for that reason to be restrained or 
suppressed. Mr. Leonard Hall, the chairman of the Republican National 
Committee, recently accused this committtee of seeking only to discredit the 
administration. And, under the evident handicap of not having read the testi- 
inony he discussed, he accused this witness of “spreading gloom and doom by 
the yard” with the implied purpose of upsetting the economy and damaging 
the party now in power. However, in the distinguished post which Mr. Hall 
occupies, there is also a tradition of imagination, almost of fantasy, in finding 
in matters related to the stock market strange and malignant plots for dis- 
crediting the Republican Party. On October 15, 1930, Mr. Simeon D. Fess, the 
an oe of the Republican National Committee, complained (New York 

or . 

“Persons high in Republican circles are beginning to believe that there is 
some concerted effort on foot to utilize the stock market as a method of dis- 
crediting the administration. Every time an administration official gives out 
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an optimistic statement about business conditions, the market immediately 
drops.” 

tn October of 1929, Senator Wilson—Senator Wilson was a Republican from 
Indiana—blamed the stock-market crash on deliberate Democratic opposition 
to the Smoot-Hawley tariff bill. 

VI. The most recent device for arresting open discussion is to identify noncon- 
forming opinions with sympathy for communism. In a speech in Miami on 
March 17, Mr. Hall made a discreet step in this direction. Im a radio and 
television broadcast on Sunday, March 20, Senator Capehart, of this committee, 
injudiciously lifted two paragraphs from context in a pamphlet by this witness 
warning against communism, edited these paragraphs to heighten the effect 
he sought, and cited them to support his thesis that I am sympathetic to com- 
munism. I append a section of the pamphlet with the Senator’s selections under- 
lined. There is, unhappily, no question as to the Senator’s actions on this 
broadeast, and I suggest that the committee include these pages in the record 
as a permanent souvenir for connoisseurs of this dubious practice. Equally I 
would hope that the committee would be generous were the Senator to concede 
an error. 

I do not propose to discuss this episode further. The implications were false; 
my position is well known; I have been ably and, indeed, generously defended. 
It was my initial reaction that the consequences would be unfortunate for the 
Senator and not for me and this, indeed, has been the case.’ 

There is a much more important problem here, and it concerns the whole 
legislative process. In the United States we depend heavily on a free and easy 
interchange of information between legislators and informed citizens. Much 
of this occurs at legislative hearings. Faced with a problem, the American 
legislator almost automatically convokes a hearing and invites in the experts, 
the near-experts, and those who wish to be heard. In no other country in the 
world is this device used so freely or so effectively. The relatively informal 
hearing with its friendly give-and-take atmosphere, its concern for the facts 
and with its ubiquitous question, “Well, what should we do?’ is much more 
important than the more formal investigation wtih its sworn testimony and 
detailed examination of witnesses of which so much more is heard. 

Although there is a legend to the contrary, American scholars and scientists 
are not, I think, easily intimidated. If they were they would have been silenced 
long ago, and certainly no Harvard professor would have spoken in public for 
years. And American intellectuals have themselves strengthened the hand of 
those who make reckless charges by their morbid fear of being called pro- 
Communist. If a man is desperately fearful of having his nose tweaked, 
someone will surely tweak it. False charges, in my opinion, rarely do lasting 
damage. 

Still, the serviceability of the congressional hearing could be impaired if wit- 
nesses, especially those who give nonconforming testimony, were regularly sub- 
ject to attack. Most men are motivated, even when they do not admit it, by 
some measure of caution. If service—voluntary service be it noted—to the 
Congress means that those who render it are to have their records searched for 
a dubious organization, their writings for a dubious thought, if they are to be 
given a saliva test for security, or if nonpolitical testimony is to unleash massive 
political retaliation, then they may hestitate. They may even decide for silence. 
At a minimum, some of the ease, informality, candor, and friendliness will go 


out of an ancient and indispensable American institution and with no compen- 
sating gain whatever. 


‘Purely for those who may have been puzzled may I comment on 1 or 2 other matters 
raised by the Senator, whose research, incidentally, seems to have been shared by Mr. Hall. 
He quotes with great approval a suggestion made by Prof. David McCord Wright, of the 
University of Virginia, during a recent discussion of my book, American Capitalism 
(Houghton-Mifiin, Boston, 1952), that I am, perhaps unconsciously, ‘“‘one of the most 
effective enemies of both capitalism and democracy” in the United States. With his 
genius for selection, the Senator omits any reference to the preceding sentence in Professor 
Wright's attack which shows that my alleged error is in being too lenient to monopoly 
and big business. I may add that Professor Wright is entitled to his opinion as to my 
power and influence and danger which is shared by few others. He himself promptly 
rejected Senator Capehart’s implications. 

The Senator seems also disturbed by the Office of Price Administration, the price-control 
work which I organized and first administered in World War II. I had thought the verdict 
of history on this massive enterprise agreeable. Also the organization and controls estab- 
lished under my leadership lasted the war:and were reestablished in almost precisely the 
same form for the Korean struggle. There was constant and often severe criticism, but 
if the Senator believes it possible to have price fixing in this land without protest, he 
should remember his own efforts to legislate standby controls. 
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APPENDIX 


(The portions italicized were selected from the pamphlet, Beyond the Marshall 
Plan, by Senator Capehart for broadcast on March 20, 1955, The deletion of 
the bracketed clause is perhaps especially noteworthy.) 

It has not been fashionable in the United States in recent times to speak well 
of communism. Little, perhaps dangerously little, has therefore been said of 
the achievements of communism. These, as an adult people should realize, 
have been considerable, and they help to explain why some millions of alert 
and intelligent Europeans hawe embraced this faith, and why a fair minority 
of the more intelligent and aggressive among them are willing to devote their 
talents and their lives to advancing it. 

One of these achievements is a reputation for sincerity in the promise to abate 
old grievances [whatever doubts there may be of Communist sincerity on other 
matters.] <A second and more important achievement is the development of an 
effective formula for solving the problem of nationalism. In fact the Com- 
munists, to date, are the sole possessors of a solution of this problem. 

Europe is the birthplace of nationalism and on this comparatively minute 
section of the earth’s surface it has been carried to a reductio ad absurdum, 
Nowhere else in the world do so many nationalist entities share such a small 
space. No one should minimize the social and cultural contribution of the small 
nation; it is quite possible that the world owes more of its civilized virtues to 
small countries than to large ones. But while cutural autonomy is one thing, 
economic autonomy is something else. In a day of expanding wants, widening 
markets, and, in consequence, growing economic interdependence, a community of 
small nations each exercising absolute sovereignty in economic affairs is an 
anachronism. 

The Communists deal with this problem by persuading individuals to abandon 
their allegiance to their own national state and to substitute allegiance to a 
second. The latter, once pictured as a supranational worker’s state, has be- 
come identical with allegiance to the Soviet Union. The formula does not work 
perfectly. The break between Marshal Tito and the Kremlin seems to be trace- 
able in the broadest sense to Yugoslav nationalism. There have been similar 
problems in the Thorez wing of the French Communist party and in Poland. 
Nevertheless, communism has been widely and perhaps even brilliantly suc- 
cessful in its effort to overcome narrow nationalism. 

On the desirability, in principle, of weaning Europe from its commitment to 
an anarchy of small and independent states there is agreement between Russia 
and the West. There is a marked difference, however, in attitude toward trans- 
lating principle into practice. The Communists are at work on their task: there 
is littke doubt ‘that the more devout members expect, eventually, to succeed. 
The West has no clear vision of where it is going and no effective instrument 
for getting there. It has yet to carry the definition of its objective beyond the 
vague phrases of “increased economic collaboration” ; its instruments for achiev- 
ing the goals are limited to the still imperfectly functioning organization for 
EBuropean Economic Cooperation in Paris and the educational work of the groups 
working for European union. There is a paralyzing conviction that the whole 
idea is impractical. At the moment the race is a highly unequal one. 

No one should assume that, without a great deal of effort, the race will become 
more nearly even as the result of the Marshall plan.” 


(Senator Capehart, as agreed in executive session of the committee, 
submitted the following file of his correspondence pertaining to the 
testimony of Mr. Galbraith :) 


FULBRIGHT, 
Senate Banking Committee, 
Washington, D. C.: 


Galbraith requests transmit you my wire Livingston, March 25: “My comments 
in American Economic Review on Galbraith’s book imply neither unqualified 
acceptance of classical economics on my part nor yet any charge of Communist 
leanings on Galbraith’s part. I felt Galbraith did not understand or appreciate 
some of the essential elements of capitalism, but this does not imply a charge of 
Communist sympathies. Please quote this wire in full if at all.” 


Davin McCorp WricHT. 


-_- 


1 There follows a discussion of how to make it more nearly equal. 
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CHRIST CHURCH, OXxForD, 
March 25, 1955. 
Senator HoMer CAPEHART, 
Senate Office Building, Washington, D. C. 


Dear Senator CAPEHART: I was obliged to send the enclosed wire. I have 
very little confidence in Galbraith—personally or professionally—but I know 
nothing pro or con of possible Communist sympathies. I am so sorry to appear 
uncooperative. 

Yours very truly, 
Davi McCorp Wraicur. 


Davin McCorp WRIGHT, 
Fulbright Professor, Oxford University, Oxford: 

Senator Capehart has used your comment on Galbraith as “One of the most 
effective enemies of capitalism and democracy” to mean that you consider 
Galbraith a Red. I gather you meant Galbraith’s countervailing power thesis 
is contrary to the classical economic theory of many buyers and sellers. Am 
I correct in assuming you didn’t imply that Galbraith has Communist leanings? 
Please cable immediately collect. 

J. A. LIvINGSTON, 
Philadelphia Bulletin, Philadelphia, Pa. 


J. A. LIVINGSTON, 
Philadelphia Bulletin, Philadelphia, Pa.: 

Wire just received due my absence in Europe. My comments in American 
Economie Review on Galbraith’s book imply neither unqualified acceptance of 
classical economics on my part nor yet any charge of Communist leanings on 
Galbraith’s part. I felt Galbraith did not understand or appreciate some of 
the essential elements of capitalism but this does not imply a charge of Com- 
munist sympathies. 

Please quote this wire in full if at all. 

Davin McCorp WrieHr. 

Copies: 

Prof. J. Kenneth Galbraith, Littauer Center, Harvard University, Cam- 
bridge, 38, Mass. 

Senator Homer Capehart, Senate Office Building, Washington, D. C. 

President Nathan Pusey, Harvard University, Cambridge 38, Mass. 


Maron 30, 1955. 
Professor Davip McCorp WrieHt, 
Christ Church, Oxford, England. 

DeaR PROFESSOR WRIGHT: I appreciate beyond expression your interest in 
advising me of the wire you received from Mr. J. A. Livingston regarding the 
comments made by me about the writings of Mr. John Kenneth Galbraith and 
any reference by me to your written comments on the writings of Mr. Galbraith. 

First of all, I am astounded by the fact that a supposedly reputable newspaper 
man would deliberately misrepresent information with which he should be 
completely familiar. 

In his wire to you he stated that I used your comment, “to mean that you 
consider Galbraith a Red.” 

Professor Wright, I never used your comment to infer that Mr. Galbraith 
was a Red. In fact, I never inferred at any time that Mr. Galbraith was a Red. 

On only two occasions was reference made to your quotation in the papers 
and proceedings of the 66th annual meeting of the American Economic Associa- 
tion in which you evaluated the philosophy of Mr. Galbraith so clearly. 

Enclosed are copies of those 2 references; 1 in a statement by me before the 
Senate Banking and Currency Committee in which I requested the recall of 
Mr. Galbraith as a witness so that he might be questioned concerning his writ- 
ings, and secondly in a speech I made on the Senate floor in which I set out the 
facts of his writings. 

I am enclosing a transcript of the broadcast although no reference was made 
at that time of your evaluation of Galbraith. 
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I am sure that you will find no reference to Mr. Galbraith as a Red in those 
statements, either by my own evaluation or by yours, In fact, you will find 
in the Senate debate at the time of my speech I called attention to Senator 
Monroney’s reference to Mr. Galbraith as a Communist and cautioned him that 
he was making such a statement and that I did not, 

Please accept my apology for any discomfort this matter might have caused 
you through the irresponsible action of Mr, Livingston, who, I should like to add, 
was also a witness before our committee and had all the facts available to him. 

Sincerely, 
Homer E. CAPEHART. 


CHRIST CHURCH, 
Oxford, March 28, 1955. 
Mr. J. A. LIvINGsTON, 
Philadelphia Bulletin, Philadelphia, Pa. 

Deak Mr. Livingston: Your column of March 25 has been sent me and I greatly 
admire your zeal for truth, 

I am in hopes, however, that you will be willing to do something to offset a 
slight injustice to me just as you were willing to come to Galbraith’s defense. 
It is a considerable misinterpretation of my position to say that I believe we 
have to rely on “old-fashioned” competition or “classical” competition. 

I was one of the first to question the usefulness of academic concepts of pure 
or perfect competition and to attempt to work out some sort of flexible middle 
way between the academician and the monopolist. I sent one of my books 
called Democracy and Progress to Galbraith and he wrote me that he was 
finding it very useful in writing a book on which he was then engaged, but when 
the book did appear—the now famous Countervailing Power—lI found that he 
had gone nearly the whole hog in the other direction and seemed to be arguing 
for a world largely of monopoly. The man in the middle always gets into 
trouble but let me give you specifically my reasons for objecting to Galbraith’s 
theory. 

It seems to me a wholly phony issue to argue whether we ought to have a 
world merely ef large business or small business. In my philosophy the im- 
important thing is not so much size as turnover. We want a society in which 
little businesses can become big and inefficient big business can decline, The 
number of competitors needed, among other things, to give this type of world 
is rather indeterminate and depends as much on the attitude of mind and gen- 
eral social institutions of a people and the businessmen concerned, as on any 
mechanical number. On all this see my Toward Coherent Anti-Trust, Virginia 
Law Review about 4 years ago. 

Turning to the question of democracy, I hold that it is one of the most essential 
elements of political and social democracy that there should be a chance for 
men to rise from poverty to wealth on relatively independent terms. The trouble 
with Galbraith’s world of monopoly is that, however well planned it may be, 
such independent opportunity is lacking. It is this destruction of spontaneity 
and opportunity to which I object, something much deeped than any classical 
theories of market structure. 

I note that I have not said anything about the words “old-fashioned” means, 
but it can be construed to cover a degree of fraud and exploitation of which I 
would certainly not approve. 

I want to explain also that I am not on a Fulbright grant this year; I was last 
year but all they are giving me now is my passage home plus a listing in their 
directory, 

There has been a consistent effort to misstate my view as implying dogmatic 
and unilateral adherence to old-fashioned laissez-faire. These are often not 
made in good faith. It is because my philosophy does come to grips with 
modern needs, while at the same time attempting to retain the still valid ele- 
ments of liberal classicism, that I have been honored by so much misrepresenta- 
tion, 

You will find my position carefully stated in my last three books Democracy 
and Progress, Capitalism and A Key to Modern Economics. I am sure you are 
writing in good faith and I hope you will say something which will give a more 
just impression of my outlook. 

Yours very truly, 
Prof. Davin McCorp Wrieut. 
(Signed) D. Mc. W. 


(A postscript on the above letter, written in longhand, is as follows:) 
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“Dear Senator: I would be willing to fly home and testify if it is not too ex 
pensive and you feel it would do any good. I am almost certain Galbraith may 
try a general smear of my character and politics. For this reason also I would 
be glad to show up. But I am leaving Oxford April 6 on a trip to Spain, if 
nothing occurs in the interval. DD. We" 


AMERICAN FORUM OF THE AIR 
(Founded and produced by Theodore Granik ) 
Sunday, March 20, 1955, American Forum of the Air presents 
SENATOR HoMeR CAPEHART, REPUBLICAN OF INDIANA 
and 
SENATOR MIKE MONRONEY, DEMOCRAT OF OKLAHOMA 
Stephen McCormick, Moderator 


The ANNOUNCER, Freedom of discussion. The freedom of all Americans to 
hear all sides of important issues and decide accordingly. The National Broad- 
casting Co. presents America’s leading discussion program, founded and pro- 
duced by Theodore Granik, the American Forum. Today, the American Forum 
presents another timely discussion of importance to you. “What is wrong with 
the stock market?’ And here to introduce our speakers is your moderator, 
Stephen McCormick. Mr. McCormick. 

Mr. McCormick. Hello. Welcome once again to the American Forum. I’d like 
you to meet our guests today. Senator Homer Capehart, Republican of Indiana, 
ranking minority member of the Banking and Currency Committee and member 
of the Foreign Relations Committee and Senator Mike Monroney, Democrat of 
Oklahoma, member of three Senate committees, Banking and Currency, Inter- 
state and Foreign Commerce, and Post Office and Civil Service. 

We will begin our discussion in a moment but first this message of importance. 

(Announcement. ) 

Mr. McCormick, The drop in the stock market last week was the greatest in 
15 years. As to what caused it there is violent disagreement. Some claim that 
the $10 billion drop in stock values was no more than a normal and overdue 
correction. Others state the fall was caused as a direct result of testimony in 
the present hearings by the Senate Banking and Currency Committee. Hearings 
announced at the outset by the chairman as a study and not an investigation 
in the meaning often attached to that term. 

Our guests today, Senator Capehart and Senator Monroney are members of 
the committee which has just concluded its third week of hearings listening 
to a varied group of authorities on this subject. 

Our panel today with two guest experts, Leon Keyserling, economist and former 
chairman of the President’s Council of Economic Advisers in the Truman admin- 
istration, and William Simon, attorney and former general counsel of the 
Federal Housing Authority Investigating Committee of the Senate and Hazel 
Markel, our regular neutral member, who has the first question, today. 

Miss MArRKEL, Senator Capehart, you have charged the administration with 
being designed—the committee, rather, with being designed to harass the ad- 
ministration and business. Does that mean that you consider the committee 
entirely ineffective? 

Senator CAPEHART. I wouldn’t say it was entirely ineffective, but I did make 
that statement and I believe it to be true for the simple reason that my under- 
standing of this investigation was that we were going to try to find out if 
there was anybody in Wall Street or any place else, any individual or person 
or persons who were trying to rig the market, trying to take undue advantage 
of individuals in respect to any individual stocks that we were going to look 
into—wrongdoings that might be happening in the market. Now, so far, we 
haven't done any of that. The chairman of the committee hasn’t done any of 
that, but instead the witnesses have all been called on the basis of the general 
ecomony of the Nation and they have been asked questions that were irrelevant 
and which have absolutely nothing to do with whether or not there was any 
wrongdoing in the market. I just can’t help but come to the conclusion, based 
primarily upon what some of the witnesses have said and the questions, that 
the whole business is one to embarrass the Eisenhower administration and to 
cause the people of America to lose confidence in business and in the economy. 





STOCK MARKET STUDY 299 


Miss MARKEL. Then, you would say it has been ineffective up to this point? 

Senator CAPEHART. As to the purpose of the inquiry, yes. 

Miss MaRKEL. Let’s ask Senator Monroney his opinion. 

Senator MoNRONEY. I have sat through most of the hearings as the distin- 
cuished former chairman of the Banking and Currency Committee has. Prac- 
tically every witness so far has been either the head of the New York Stock 
Exchange or the American Stock Exchange or the Chicago Stock Exchange, the 
president of General Motors and the Secretary of the Treasury, the head of 
the Federal Reserve Board. We have probably the most distinguished blue- 
ribbon list of witnesses that I have ever seen harassing American business. I 
think there has been two witnesses before the committee, Dr. Galbraith of 
Harvard and I believe Mr. Carey, who have in no way been critical of American 
business, or the disbalance that these economists saw in some of the factors 
of our economic life. 

Now, if the Eisenhower stock boom is so thin, if it is so ethereal that a mere 
look at the economic conditions in the stock market is going to collapse the 
whole market of the last 18 months, then certainly there is not too much founda- 
tion there. I rather frankly think that the Democrats have more confidence in 
the economy than Senator Capehart or Senator Goldwater, the chairman of the 
Republican Senatorial Campaign Committee or Mr. Leonard Hall, the chairman 
of the Republican National Committee. 

Senator CaPpEHAR?. It isn’t the witnesses, it is the questions that the Chair- 
man and the committee members ask the witnesess. That is what I am com- 
plaining about. The Senate Banking and Currency Committee has no 
jurisdiction over monopolies and yet they spend a lot of time on monopolies. 
That is the Judiciary Committee’s prerogative. This committee has no juris- 
diction over taxes and yet the committee and its chairman spends most of the 
time asking questions about taxes. That is the Finance Committee. They never 
ask any questions about, “Is there something specific wrong with the stock 
market, or anyone within it?’ It is the questions that are asked of these 
witnesses. You understand these witnesses didn’t volunteer to come up; they 
were asked and called in. In most instances they were told the questions 
they wished to ask them. 

Senator Monronrey. The Senator is a distinguished businessman. He has 
been chairman of the Banking and Currency Committee that has the jurisdiction 
of our physica! stability and I am sure he doesn’t want to tell this great television 
and radio audience that the stock market operates in a hermetically sealed 
vacuum in which taxes and general economics and unemployment, farm in- 
come, things of that kind, have absolutely no relationship to the stock market. 
Now, if they do have no relationship to the stock market boom that has added 
some $60 billion to the capital worth and capital gains on the stock market in 
the last 18 months, then maybe this investigation is of greatest possible service 
to the country. I rather think we are finding there is a strong economic sta- 
bility there, but there are some things that are out of line. 

Senator CapeHaArtT. I hold in my hand many, many pages which I shall place 
in the record of this committee, of questions proving that by inference the 
questions have nothing to do with the stock market. I shall place them in the 
record on either Monday, Tuesday, or Wednesday of next week. 

Mr. McCormick, These are questions, Senator——— 

Senator CapenaArt. Those are questions asked by members of the committee 
that are absolutely irrelevant and have nothing to do with the stock market 
but have something to do with everything else except the subject matter before 
this committee. 

Mr. McCormick, Mr. Keyserling— 

Mr. KeyseErR.ing. I have a question for Senator Capehart: Senator, broadly 
speaking over the past year and a half or more, the movement of the stock 
market has been broadly and vigorously upward. In fact, there has been a 
recovery in the last two or three days of about a third of the ground lost. 
Now, to what do you attribute basically the great vast and sustained rise in 
the stock market over the past year and a half or longer, especially to what 
extent has it been due to national policy? 

Senator Capenart. I think that question is very simple and very easy and I 
think it was answered by seven hundred and some of the 1,000 questionnaires that 
were sent out by the committee itself, and that is the utmost confidence in the 
Eisenhower administration, that it is going to return to the private enterprise of 
the American system. I think the answer to that question is very, very simple. 

60650—55———-20 
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It is the confidence that the American people have in the integrity and the hon- 
esty, and the fact that the Hisenhower administration is going to protect at all 
costs the American system of private enterprise. 

Senator MoNRONEY. Well, wouldn’t you say, though, Senator, that that confi- 
dence was stimulated by a tax bill that gave the greatest possible loading in my 
memory of special privilege to your big industrial companies, and also passed on 
a very nice tax windfall to those who cared to buy stocks? Now, that confidence 
is there and there is no denying it. We have been investigating and checking 
and many of these irrelevant questions that you talk about have been directed at 
the effect of governmental policies. Such as killing or allowing to expire the 
Renegotiation Act that led to billions of dollars of excess profits that have grown 
into some of these corporations. The repeal of the excess-profits tax, also, and 
now the last bill of $1,600 million, while the lower income groups got nothing, a 
heavily loaded tax bill that was designed strictly to stimulate this confidence. 

Senator Capenart. If my memory serves me right, and I am sure it does, that 
the only 2 tax reductions in the last 20 years, of course, came under Republi- 
cans, 1 under the 80th Congress and 1 last year in which we gave the Ameri- 
can people some $10% billion in tax relief. 

Now, there isn’t any question but what being able to reduce taxes after 20 
years of them gradually going up has instilled confidence in the American people. 
There isn’t any question about that. It has had a tendency just as I said a 
moment ago—they see in Mr. Eisenhower and his administration more tax reduc- 
tions in the future and it is the confidence that the Republicans will reduce taxes, 
as they have twice in 20 years, and the Democrats not once, that has given that 
confidence. 

Senator Monroney. It depends on whose taxes are getting reduced and when 
we see 75 percent of the tax benefits go only to the corporations and big business, 
naturally there is going to be a great confidence in the stock market and in the 
investing public, but the consuming public that must buy the products that are 
manufactured by these same corporations that are listed on the market are seeing 
their income go down, down, and down. I am sure the Senator is not satisfied 
with the farm income in Indiana. 

Senator Caprenart. I don’t want to inject politics into it but you Democrats 
didn’t reduce taxes at all. You are complaining that our reduction was a bad 
reduction and was unbalanced but you didn’t even give these people you are 
talking about a single reduction. You are complaining about our tax-reduction 
bill as being a bad bill, when you gave them none. I don’t admit ours was a bad 
bill but at least we gave them something and that is more than you ever did. 

Senator Monroney. You gave a few people an awful lot. 

Mr. Srmon. I have a question for Senator Monroney. In the last 10 years, with 
the expansion of the American economy, the stock market has been gradually 
going up. A week ago-last Tuesday, Professor Galbraith of Harvard, as you 
mentioned a moment ago, testified before the Senate Banking and Currency 
Committee and told the American people that stock prices were too high and he 
said we had present in their incipiency the factors that led to the 1929 stock 
market crash. In 4 trading days, securities dropped $7 billion in value, the 
greatest drop in 15 years. 

In your opinion, Senator Monroney, did Professor Galbraith perform a public 
service in making the people aware of an inequitous situation in the stock market 
or did he perform a public disservice in shaking confidence in a healthy stock 
market? 

Senator Monroney, That is a very good question, Mr. Simon, but you must 
remember we have had a great many witnesses before our committee. We 
have had most of them from industry or from the stock exchanges and things 
like that, all of whom had some varying degrees. During most of the hearings 
the stock market gradually climbed. At one point it broke, shortly after Dr. 
Galbraith’s testimony, but it came back rather strongly the other day when Mr. 
Carey of the CIO was testifying. Now, if you are going to charge Dr. Galbraith 
with a decline I suppose you would credit Mr. Carey with the increase. The 
stock market never stays stable. It goes up and down. And I have never known 
it to conduct a continued climb of indefinite duration, Certainly there are going 
to be the ups and downs and that is why there is a stock market. 

Mr. Srwon. Do you think the doctor performed a public service or disservice? 

Senator Monroney. I would say if the stock market is so ethereal in its sta- 
bility, then perhaps it might have been overextended. I do not know. I am not 
a specialist on stock. We are examining the economy that sustains and sup- 
ports the stock prices and unless it is based on a firm foundation of a general 





STOCK MARKET STUDY 301 


well-being of the whole economy it is not going to stay up very long and he 
called attention, I think in his testimony, that stock prices were losing touch 
with reality. We have that in different words from some of the most eminent wit- 
nesses before us, men from the stock market and men from big brokerage houses, 
all of whom, incidentally, have complimented in the extreme the conduct of this 
hearing by Senator Fulbright, our chairman. 

Senator CAPEHART. Senator Monroney, did you know Dr. Galbraith before he 
came down to testify? 

Senator Monroney. Certainly, and I remember the doctor has been before 
senatorial committees many times. In fact, he was one of the key witnesses 
under the Republican-controlled Congress last year, before the Economic Com- 
mittee of the Congress. Certainly that ought to be a good recommendation for 
his testifying. 

Senator CAPEHART. Do you know some of his theses? 

Senator Monroney. Frankly, I have known that he is an eminent economist. 
I know that he is recognized at least by the Republicans as being suitable to 
giving this advice to the Beonomic Committee. 

Senator CAPEHART. Let me say this, I am going to ask by resolution on tomor- 
row, Monday, that Professor Galbraith be called back for questioning because 
I want to question him. I didn't know who he was the other day when he was 
before us. 

Let me read what he said here in 1949, in an article entitled “Beyond the Mar- 
shall Plan” (National Planning Association, Pamphlet No. 67, February 1949, 
pp. 18 and 19). Professor Galbraith wrote and I quote: 

“It has not been fashionable in the United States in recent times to speak 
well of communism.” 

It has not been fashionable to speak well of communism, he writes, and I 
further quote: 

“Little, perhaps dangerously little, has therefore been said of the achieve- 
ments of communsm.” 

The achievements of communism, Think of that. 

I further quote: “These, as adult people should realize, have been con- 
siderable.” “These achievements have been considerable and they help explain 
vhy so many millions of alert and intelligent Buropeans have embraced this 
faith,” communism, and I further quote, “and why a fair minority, or the more 
intelligent and aggressive among them, are willing to devote their talent and 
their lives to advance it.” 

I am further quoting: “One of these achievements, one of these achievements 
of communism is a reputation for sincerity to a promise to erase all grievances,” 
think of that. 

Senator Monroney, The propaganda of the Communists around the world is 
well known. 

Senator CAPEHART. “A second and more important achievement is the de- 
velopment of a solving of the problems of nationalism. In fact, the Com- 
munists to date are the sole possessors,” think of this, “in fact the Communists 
to date are the sole possessors of a solution to this problem.” 

Now, that is what Professor Galbraith wrote in 1949. I have documented it 
and I am going to ask on tomorrow or Monday that he is called back for ques- 
tioning, because I want to question that gentleman who testified the other day, 
and I hold his testimony before us. He testified that he had just written a book 
on the great crash in 1929, which I think is further proof that either the com- 
mittee and its chairman did not know of Professor Galbraith’s philosophies, 
that he has been preaching that sort of doctrine, either they were ignorant of it, 
or they knowningly put a man on with those philosophies, to discredit American 
industry and the American economy. 

Senator MonrRoney. If I understood what the distinguished Senator read, it was 
the fact that he had written an article that communism has increased produc- 
tion, has industrialized. 

Senator CApEHART, There is nothing in the article like that at all. 

Senator Monroney, That is what you read, 

Senator CaPEHART, Let me read it again. 

Senator MonRonEY. Furthermore, if the fact that he wrote a book on the 1929 
crash——— 

Senator CaAPEHART. In 1949 he wrote this, sir. 

Senator MonroneEy. No, follow me, please. You mentioned a minute ago- 
that he wrote a book on the crash of 1929. Now, if that makes him ineligible 
to testify before a Senate committee, then I think——— 
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Senator CAPEHAR?T. It doesn’t make him ineligible except I want the American 
people to know his philosophy and his thinking, what he has written in the 
future 

Senator Monroney. But, he wrote on the crash of 1929. Now, Fortune Maga- 
zine also made a careful study of the crash of 1929. Are we to presume that 
they are Communists? 

Senator Capenart. I care nothing about his book. I am talking about what 
he wrote in the National Planning Association Pamphlet 67, February 1949, at 
pages 18 and 19, and Tread it. And itis in that article. He praises communism. 

Senator Monronry. I didn’t understand him to praise communism. I under 
stood he said they had made certain developments. 

Senator CAPEHART. Oh, no. “It has not been fashionable in the United States 
in recent times to speak of communism. Little, perhaps dangerously little, 
has therefore been said of the achievements of communism.” 

Senator MONRONEY. Should we close our eyes to the fact that they did achieve 
the atom bomb, the hydrogen bomb, that here a dangerous threat to the whole 
free way of life? I don’t want to live in a dreamworld, either, by the threat of 
communism or by the threat of overextension of speculation to find ourselves 
in economic trouble. 

Senator CAPEHART. I am never going to praise communism. 

Senator Monroney. I think you had better realize they have built up a very 
great defense system that is threatening our whole way of life. 

Mr. Keryseriine. Senator Capehart, I agree with you that the stock market 
broadly has been very sirong and I further agree with you that the policies of 
the Eisenhower administration have been mainly responsible for the strength 
and rise in the stock market. I take it you mean their policies and not their 
talk 

Now, do you believe equally that the policies of the Eisenhower administration 
have been responsible for a drop of $1 billion a year in farm income, an increase 
in unemployment from a million and a half to four million, a drop of 42 percent 
in the profits of small business during the past year? 

In other words, how do you divide between those economic developments which 
you attribute to the administration and those economic developments with which 
you feel the administration has nothing to do? 

Senator CAPEHART. Let me say this. I am just as much concerned about the 
drop in farm prices which has been going on now for many years, as anyone 
else and I have repeatedly said and I even said in the hearings of this committee 
that we should get farm prices back up with the general price level. That is 
one of the flat spots in the economy. 

Now, the employment—even if there was one unemployed person I would say 
it was too much. I would like to see every man, woman, and child employed. 
There is 300,000 less unemployed today than there was a month ago, but there 
is still too much unemployment. 

Now, I think we'll have to admit in all fairness that there never has been 
and never will be a time in which every segment of our economy and every man, 
woman, and child is working. Where every segment of our economy is just as we 
would like to have it. 

Now, the one flat spot, of course, is farm prices in the economy. There is no 
question about that. I have repeatedly said so and I will admit it today. I do 
not think it is too serious, I think it will correct itself in short order. And let 
me say this, that the American people, those listening to us today, will have to 
be the judge themselves as to what their economic condition is, because any- 
thing that Senator Monroney and I say or that you gentlemen say is not going 
to change their status one iota, but I agree with you that those are two things 
that I would much prefer to see improved and I think they will be improved and I 
might say this, that there is less unemployment at the moment than there was, 
as you know, because you President Truman’s economic adviser in 1949, 
and that farm prices started down, not under the Eisenhower administration 
but under the Truman administration before Mr. Truman went out. I don’t like 
it and I'd like to do something about it, and I know you would, and I know 
Senator Monroney would. 

Miss MARKEL, Senator Monroney, I would like to get back to the stock market 
situation. Do you find after these 3 weeks of hearings, evidence to indicate the 
Government should step in with some kind of legislation or regulation? 

Senator Monroney. I know of no legislation that has been called for up to 
this present time. There is a great deal on the books, as you know, and it is 
merely a matter of making it operative. In fact, this harassment that the Re- 
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publican campaign committee is talking about, I think probably first began 
hy the Federal Reserve Board of President Eisenhower's own appointment, that 
increased the margins from 50 to 60 percent. Certainly they must have seen 
some need for caution, if they took that step. Now, whether there is need for 
a further increase or decrease, the hearings have not yet developed that. 

Mr. Stmon. I have before me the testimony of Secretary Humphrey the other 
day before your committee in which he talked about steel production being up 
considerably, all production being up, construction being up, virtually everything 
in the economy being up. Retail sales are up and consumer indexes showing an 
increased demand for consumer products. 

Do you think this country has ever had as great a peacetime prosperity as we 
have had in the last year or 2 years? 

Senator Monroney. I think it has had a very good prosperity but I also think 
there are signs of weakness that should cause concern. The fact that 48 million 
workers are meeting decreased incomes by over $1 billion; that over 9 million 
farmers have lost not only a billion one hundred million dollars in income but 
more than $10 billion in capital wealth. While some 5 million people have shown 
a gain of $2.5 billion, which are the dividend holders, those who live on interest 
or rents. 

Now if some 54 million of your people are doing worse while some 5 million 
people are doing much better, not only $2.5 billion in income but a $60 billion 
capital gain, then I think. it is time to see if this economy is not getting a 
bit of balance because the stock market and its stability, no matter what a 
Harvard professor or head of the stock exchange testifies to is eventually 
going to be based on the solid foundation of Mr. and Mrs. John Q. Public and 
when the vast segments are worse off, then if the stock market is reaching 
a new alltime high, it is a good idea to proceed with caution. 

Mr. StmMon. Are the vast majority of people not better off today than they 
have ever been in these times? 

Senator Monroney. I wouldn’t say that. I would say the period between 1946 
and the Korean war, your farm prices were good and stable, your cost of 
living wasn’t as high, you did build up some unemployment—about the same, 
I think, as we have today. But the stock market wasn't hitting new highs at 
that time. 

Senator CAPEHART. I just want to say that the people listening to us know 
your own individual conditions today and as I said a moment ago, nothing 
Senator Monroney might say or that any of the rest of us might say will change 
our individual conditions so you be the judge out there yourselves as to whether 
you think conditions are better today. 

Mr. K&eYSERLING. Senator Capehart, you said that your story about the decline 
in farm income and about the rise in unemployment, but you didn’t say you were 
giad about the rise in the stock market, you said that was due to national 
policy. 

Now, why isn’t the rise in unemployment and the decline in farm income 
equally due to national policy when the Government obviously has much more 
to do with agricultural policy and with employment policy than with stock 
market policy? 

Senator CAPEHART. Let me say this as far as agriculture is concerned. So 
far we have been unable to stop the decline that started the last vear under 
the Truman administration. We have been working at it, I think we will 
stop it, but so far we are unable to stop what started in the Truman administra- 
tion. I don’t like it and I want to help stop it, because I don’t think that 
farm prices should be quite as low as they are. 

Now, unemployment. We have less unemployment today than we had in 199, 
and as I said a moment ago, if there is one man unemployed, I woudn’t like 
it, but remember this, as the president of General Motors pointed out, part of 
it is due to the fact that we have discontinued the war production for the Korean 
war. Those who are out of work are those who were making war supplies 
and war materials. 

Mr. McCormick. Our time is up and I certainly wish it were not up. We 
certainly thank you gentlemen, Senator Capehart and Senator Monroney, and 
thanks to our panel. 

The Nation’s first discussion program, the American Forum is now in-its 
26th year, founded and produced by Theodore Granik. This is Stephen MeCor- 
mick, bidding you goodbye. 

The ANNOUNCER. One week from today the American Forum will again present 
two nationally known speakers discussing an issue vital to you. For reprints 
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of today’s discussion on the American Forum, send 10 cents to Ransdell, Inc., 
Printers and Publishers, Washington 18, D. C. 

America’s oldest unrehearsed discussion program is dedicated to the public 
debate of all sides of all issues vital to you and your country. The American 
Forum is produced by its founder, Theodore Granik. 


[Congressional Record, March 22, 1955] 


Pror. JoHN KENNETH GALBRAITH OF HARVARD UNIVERSITY 


Mr. Capenarr. Mr. President, friends of Prof. John Kenneth Galbraith, of 
Harvard, have suggested that I took two paragraphs out of context in quoting his 
praise of communism in a booklet entitled “Beyond the Marshall Plan,” published 
February 1949, by the National Planning Association. 

I am not particularly interested in Professor Galbraith. I am interested in 
the economic philosophy of the only witness called as an economist to testify in 
this supposedly nonpolitical and friendly investigation of the stock market. 

To set the record straight, I ask unanimous consent to have printed in the body 
of the Record as a part of these remarks pages 18 through 21 of that booklet so 
that the full context in which the professor’s statements appear may be available 
to the American people. 

I leave it to the people to judge the professor's position and whether I gave an 
unfair characterization to what he said. 

Mr. Monroney. Mr. President, reserving the right to object, I wonder if the 
Senator from Indiana would agree to have printed in the Record the entire 
pamphlet written by Professor Galbraith. I think it would be more informative 
to the Senate. I have not yet been able to obtain a copy. I should like to urge 
the Senator to incorporate in the Record the entire pamphlet. 

Mr. Caprenartr. What I am asking is that the full chapter on unification of 
Europe be printed in the Record. I would suggest that Senators secure the en- 
tire booklet and read it. 

Mr. Monroney. That is what I was hoping the Senator would do, so that it 
would be available for a full study. 

Mr. Capenarr. I do not have the booklet here, but I have no objection to the 
Senator’s placing the entire booklet in the Record if he cares to do so. It is the 
chapter on the unification of Europe to which I referred and to which I intend 
to refer in the future. 

There being no objection, the excerpt was ordered to be printed in the Record, 
as follows: 


“ECONOMIC UNIFICATION 


“It has not been fashionable in the United States in recent times to speak well 
of communism. Little, perhaps dangerously little, has therefore been said of the 
achievements of communism. These, as an adult people should realize, have been 
considerable, and they help to explain why some millions of alert and intelligent 
Europeans have embraced this faith, and why a fair minority of the more intelli- 
gent and aggressive among them are willing to devote their talents and their lives 
to advancing it. 

“One of these achievements is a reputation for sincerity in the promise to 
abate old grievances, whatever doubts there may be of Communist sincerity on 
other matters. A second and more important achievement is the development 
of an effective formula for solving the problem of nationalism. In fact the 
Communists, to date, are the sole possessors of a solution of this problem. 

“Europe is the birthplace of nationalism and on this comparatively minute 
section of the earth’s surface it has been carried to a reductio ad absurdum. 
Nowhere else in the world do so many national entities share such a small 
space. No one should minimize the social and cultural contribution of the 
small nation; it is quite possible that the world owes more of its civilized virtues 
to small countries than to large ones. But while cultural autonomy is one thing, 
economic autonomy is something else. In a day of expanding wants, widening 
markets and, in consequence, growing economic interdependence, a community 
of small nations each exercising absolute sovereignty in economic affairs is an 
anachronism. 

“The Communists deal with this problem by persuading individuals to abandon 
their allegiance to their own national state and to substitute allegiance to a 
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second. The latter, once pictured as a supranational worker's state, has become 
identical with allegiance to the Soviet Union. The formula does not work per- 
fectly. The break between Marshal Tito and the Kremlin seems to be traceable 
in the broadest sense to Yugoslav nationalism. There have been similar problems 
in the Thorez wing of the French Communist Party and in Poland. Neverthe- 
less, communism has been widely and perhaps even brilliantly successful in its 
effort to overcome narrow nationalism. 

“Qn the desirability, in principle, of weaning Europe from its commitment 
to an’ anarchy of small and independent states there is agreement between 
Russia and the West. There is a marked difference, however, in attitude toward 
translating principle into practice. The Communists are at work on their task ; 
there is little doubt that the more devout members expect, eventually, to suc- 
ceed. The West has no clear vision of where it is going and no effective instru- 
ment for getting there. It has yet to carry the definition of its objective beyond 
the vague phrases of ‘increased economic collaboration’; its instruments for 
achieving the goals are limited to the still imperfectly functioning Organization 
for European Economic Cooperation in Paris and the educational work of the 
groups working for European union. There is a paralyzing conviction that the 
whole idea is impractical. At the moment the race is a highly unequal one. 

“No one should assume that, without a great deal of effort, the race will be- 
come more nearly even as the result of the Marshall plan. That European 
countries would enter upon close economic collaboration was explicit in the 
Marshall bargain. We must assume that this bargain was entered into in good 
faith. But until the phrase ‘economic collaboration’ is given precise content the 
bargaining is very nearly meaningless. Clearly many Europeans do not imagine 
their side of the bargain to require surrender to a central body of any final 
authority over national economic policies. But nations cannot both retain full 
sovereignty and also endow a supranational body with real power. And if they 
have the power, governments will always take steps in defense of their own 
nationals in time. of crisis. Some of the most promising lines of action, more- 
over, are those that export one country’s misfortunes to another—that block the 
import of goods to maintain employment at home, depreciate exchanges to win 
a competitive advantage in exports or, as at the moment, limit accumulations 
of foreign currency to maintain a more nearly stable currency position. 

“Many Americans have also been looking at the wrong target when they have 
directed their attention toward economic unification of Western Europe. The 
latter has commonly been identified with a Western European customs union, 
or a currency union, or, though less frequently, with some central control over 
capital investment—one for example that would integrate the steel industry of 
i'rance with that of Belgium and Luxembourg. 

“None of these things is entirely unimportant. But a customs union between 
Western European states, to take the most prominent symbol of economic uni- 
fication, would be of little consequence now or in the future. Customs duties 
or tariffs are not now an important barrier to intra-European trade—after the 
war, several European countries waived customs duties on essential products. 
Trade can be free but goods will not cross frontiers if governments, in the ex- 
ercise of their allocation powers, allot none for export. Or, if they do not issue 
import permits or allot foreign exchange for the purpose. Or, if the fiscal sys- 
tems of the two countries are so different—a discovery the Benelux countries 
have made in the last couple of years—that the tax levies of one country render 
the products of another noncompetitive. 

“Under present circumstances, and so long as governments are assuming large 
responsibilities for economic welfare (which means, in all probability, for the 
foreseeable future), a customs union would merely cause government to give up 
one type of control over trade and substitute others. And the substitutes are 
extraordinarily plentiful. 

“It is easy to see where all this leads. A customs union is a self-denying ordi- 
nance by governments that have agreed to give up their sovereign power to levy 
customs duties. But to be effective, this ordinance must be extended to a great 
many other types. of control, including some like taxation and currency regula- 
tion, which require a good deal of administration. If there is to be administra- 
tion there must be an administrator, which means that if there is to be economic 
unity there must be a central executive body; in other words, a central govern- 
ment. 

“At this juncture it is sufficiently clear that economic unification of Western 
Europe will not be easy. It is easier to dismiss the goal as impractical—to con- 
sider it the kind of exercise in Utopia building to which Americans are peculiarly 
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devoted. Unhappily, in this instance, Utopia seems to accord also with the 
practical necessities of the case. And it is well that we see the full difficulties 
of the solution. If we and the many Western Europeans who cherish the goal 
of economic unification content ourselves with vague talk about collaboration 
or hold exaggerated notions of the good that would come from a customs union, 
we can be sure that the net accomplishment will be slight.” 

Mr. Capen arr. Mr. President, I also ask unanimous consent to have printed 
in the body of the Record, as a part of these remarks, a telegram which I received 
Saturday, March 19, 1955, at 10:41 a. m., from the professor and which was sent 
by him in New York at 8:53 a. m. on the same day. 

The television broadcast to which he refers was filmed and recorded from 
a.m. to 9:30 a. m., that day, and the telegram did not reach me until after the 
program had been concluded. 

(There being no objection, the telegram was ordered to be printed in the 
Record, as follows o? 

New York, N. Y., March 19, 1955. 
Senator Homer CAPEHART, 
Senate Office Building: 

A gentleman from your staff has just read me two paragraphs from a pamphlet 
written by me some years ago which stress the vigor and appeal of the Com- 
munist promises to relieve poverty and the important fact that it cuts across 
the ancient problem of many separate nationalities in Europe. These proposi- 
tions still seem to me generally sound if not very original, and most experts 
would agree. In using them and their relation to the stock market is not 
wholly clear to me. I am sure you will indicate perhaps using this telegram 
that they were written to emphasize the formidable threat of communism in 
Hurope and the likelihood as I recall the pamphlet that it would survive the 
Marshall plan. 

Faithfully yours, 
J. K. GALBRAITH. 


Mr. CApenart. Mr, President, I particularly wish to call attention to the 
fact that this telegram says—in March 1955, he is still saying—that the two 
paragraphs I quoted from his booklet “stress the vigor and appeal of the com- 
munistic promises to relieve poverty.” 

The telegram goes on to say: 

“The important fact [is] that it [communism] cuts across the ancient prob- 
lem of many separate nationalities in Europe.” 

Mr. President, I do not understand the vigor or appeal of communism in reliey- 
ing poverty. 

Mr. Monroney. Mr. President, as I understand, Dr. Galbraith was referring 
to the propaganda promises made by the leaders in Russia that they would 
relieve poverty, that they would solve the ancient nationalistic problem, which, 
of course, is nothing in the world but window dressing. The people realize that 
they have bought a false hope. As I understand what the Senator recently 
quoted, that is the effect of the writing of Dr. Galbraith in the brief para- 
graph which the Senator quoted. 

Mr. CapeHnarr. I have placed it in the Record, and if any Senator can read 
into the statement what the able Senator from Oklahoma has just said, I 
wish he would notify me, because if that be true I cannot comprehend the 
English language. 

Mr. President, the Communist-dominated nations are among the most poverty- 
stricken nations of the world, to the point where they are now seeking our aid 
in agriculture production to try to get enough to eat. 

I wish to ask the professor what he considers the vigor and appeal of com- 
munism in promising to relieve poverty, and why he omitted to point out that 
our way of life has given us the highest standard of living ever achieved by any 
country in the history of the world. 

I should also like to ask him whether it is important that communism “cuts 
across the ancient problem of many separate nationalities in Europe” by wiping 
out the independence and the freedom of the millions of unfortunate people 
now in prison beyond the Iron Curtain. 

We can all agree with much that the professor said in the booklet to which I 
have referred. 

He stresses the point that economic unification of the countries of Europe is 
desirable. We can all agree with that main theme. In fact, a resolution ac- 
companying the booklet, approved by a number of distinguished people, says: 
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“The committee finds itself in general agreement with the broad principles 
and objectives stated in the (Galbraith) report, without necessarily passing 
upon matters of detail.” 

One of the details was how this desirable unification of Europe was to be 
achieved. 

Much as I want Europe unified, I rebel at the mere thought of its unification 
by military conquest, oppression, and slavery. The point I sought to make, and 
which has been lost upon a few people who read my remarks, is that Galbraith 
failed in his report to denounce the solution to European nationalism offered by 
the Russians, namely, a solution based upon military conquest and slavery. 

I still want to ask the professor what he regards as the “achievements of 
communism,” 

I still want to ask him why he thinks the “more intelligent Buropeans” 
are willing to devote their talent and their lives to advancing communism. 

I want to ask him by what standard he measures intelligence. 

Were not the hosts of refugees, to whom real democracy appealed, and who 
emigrated to this country, among the “more intelligent?” 

In passing, I am impressed by another statement of the professor, which is 
found on page 14: 

“There is an ironic possibility that, since 1848 the Communist Party the world 
over has won more supporters with promises of private ownership of land 
than the promises of social ownership of industry.” 

I note that he says this possibility is “ironic.” But I am also impressed by 
the fact that he does not even comment on the fact that there is no such thing 
as “private ownership of land” under communism. 

I urge every Member of the Senate to read the chapter from the professor's 
booklet which I have put in the Record. Better yet, I urge Senators to get 
the booklet itself and read the entire report. 

They will find it inescapable that the professor’s argument is that the most 
desirable solution of the problems of nationalism in Europe lies in the creation 
of centralized socialistic government. 

I desire to make one more quotation from the professor’s report. He says 
at page 17: 

“In the competition for the support of such a citizen the struggle between a 
free community and a monolithic force such as communism can never be quite 
equal.” 

The professor is quite good in coining phrases and words. I continue to read: 

“The individual Communist can live in Western Burope with some security. 
The individual non-Communist can face life under communism with no certainty 
of survival.” 

What does the professor mean? He means that the individual Communist 
in Western Europe—-where we have spent so many billions to preserve freedom 
can live with some security and that the individual non-Communist can face life 
with “no certainty of survival.” 

These remarks were made by the professor in connection with his description 
of communism as a “monolithic force”’—that is describing communism as a 
monument or a pillar of strength. 

Mr. President, “monolithic” means like a monument, or a pillar of strength. 
The remarks by the professor described communism as a “monolithic force.” 
That is like describing communism as a monument or as a pillar of strength; 
or, as we used to say, like the Rock of Gibraltar. 

He even failed to make any mention of the fact that freedom is greater in 
this country than it is or ever has been in the history of the world. 

Why does he omit from this report any mention of the strengths of the demo- 
cratic way of life and its proven appeal to the peoples of the world ever since 
the founding of our Republic? 

Does he feel that the American way of life can no longer be sold? 

Does he feel our shortcomings are greater than our strengths? 

In his conclusion is his only mention of our country. 

He says: 

“The unrelieved racial tensions of the American community and the instability 
of the American economy have become matters of concern to all the free coun- 
tries of the world.” 

This, I submit, is an exaggerated and false picture of our country. 

I think I shall read the last statement again. Professor Galbraith says: 

“The unrelieved racial tensions of the American community and the instability 


of the American economy have become matters of concern to all the free coun- 
tries of the world.” 
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I did not know that there were any particular racial tensions in the United 
States. I have not been aware of any. I do not know why a person should say 
that the instability of the American economy has become a matter of concern 
to all the free countries of the world. 

Mr. President, these fellows may be clever with words, but it is not very diffi- 
cult to read their meaning into what they say. 

The recurrent philosophy throughout the report is that of a man who is selling 
democracy short. 

These, Mr President, are a few of the things I will question the professor 
about when he is recalled before the Banking and Currency Committee. 

From time to time I intend to bring to the attention of the Senate other sub- 
jects on which the professor has written. 

Mr. Monroney. Mr. President, will the Senator from Indiana yield? 

Mr. Capenarr. I yield. 

Mr. Monroney. Would the Senator be kind enough to favor the Senate with 
the names of the members of the committee which he mentioned ? 

Mr. Capenarr. I do not have the names before me, but, as I recall, Milton 
Fisenhower was one member. 

Mr. Monroney. Will not the Senator place in the Record the names of all the 
members, for the benefit of the Senate? 

Mr. Carpenarr. I shall be very happy to do so; that is perfectly agreeable to me. 
I do not have them before me now; but, as I recall, Milton Eisenhower was one, 
and Allen Dulles, the head of the Central Intelligence Agency, was another. 

Mr. Monroney. I think it would be informative for the Senate to know the 
names of the persons who have given support to the writings to which the Sena- 
tor has referred. 

Mr. Carenart, They said they approved them in general. 

Mr. Monroney, That is what I should like to have placed in the Record. 

Mr, CaPpeHArt. I cannot be responsible for the fact that those persons ap- 
proved what Professor Galbraith said. 

Mr. Monroney. I am certain the Senator will agree that those men, with their 
standing and reputation, must have placed a little different interpretation on 
what they read from that which the Senator has placed on it. 

Mr. CaPenarr. I do not intend to argue with the able Senator from Oklahoma, 
I placed the material in the Record. I am perfectly willing to have every 
Senator and all other Americans read it and be their own judges. I am not 
trying to place any thoughts or words in anybody else’s mind or mouth. The only 
economist who was called before our committee in respect to the stock exchange 
investigation was Dr. Galbraith. I have given today some of his thoughts and 
philosophy ; and there is much more that I shall bring out, and much more about 
which I shall question him. 

One of Dr. Galbraith’s own colleagues, a member of the American Economic 
Society, I believe it is, stated that, in his opinion, Dr. Galbraith was the greatest 
enemy of private enterprise and democracy now living. I do not have the book 
with me, but I can place it in the Record tomorrow. 

Mr. Monroney. Does the Senator from Indiana share that viewpoint? 

Mr. Capenart. I do not know. 

Mr. Monroney. I do not understand whether the Senator from Indiana is 
saying that Dr. Galbraith is a fellow traveler or a member of the Communist 
front. 

Mr. Capenart. The Senator from Oklahoma said that; I did not. 

Mr. Monroney. I am asking the Senator a question. 

Mr. Caprnartr. I have simply stated some of Dr. Galbraith’s philosophy, and 
I intend to give more of it. He was the only economist called before the com- 
mittee. 

If the able Senator from Oklahoma gets any satisfaction out of defending 
and protecting the statements I have just read, or any satisfaction out of de- 
fending Dr. Galbraith, that is perfectly agreeable to me; I have no objection 
at all. 

Mr. Monroney. Mr. President, will the Senator from Indiana further yield? 

Mr. Capenart. I yield. 

Mr. Monroney. Is it not a fact that Dr. Galbraith was one of the principal 
economists called to testify before the Joint Committee on the Economic Report 
when the Republican Party controlled Congress? 

Mr. Capenarr. That is correct; and it was the able senior Senator from Illinois 
(Mr. Douglas) who suggested that Dr. Galbraith be called, because I think the 
Senator from Illinois was the ranking Democratic member of the Joint Commit- 
tee on the Economic Report. 
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Dr. Galbraith was called again in January of this year by the able Senator 
from Illinois (Mr. Douglas), who was then chairman of the committee. 

The Senator from Oklahoma now has the reason why Dr. Galbraith was called. 

Mr. Monroney. So Dr. Galbraith was called before the committee both when 
it was controlled by the Republicans and by the Democrats. 

Mr. CapeHartT. Dr. Galbraith was a member of the OPA many years ago. I 
shall cover that phase of his activities later, and state what happened to him 


there. 


(The following were inserted at the request of Senator Monroney:) 
[Washington Post and Times Herald, March 25, 1955] 


BUSINESS OUTLOOK—ATTACK ON GALBRAITH BY GOP CONDEMNED 


(By J. A. Livingston) 


“We'll no doubt talk about them. And we'll probably have a good laugh. But 
| don't know whether we'll go further.” 

That was the answer of John D. Black, president of the American Economic 
Association and a professor of economics at Harvard University to my long- 
distance question : 

“Will the executive committee of the American Heonomic Association take 
official notice of the innuendoes uttered against John Kenneth Galbraith, Har- 
vard economist, by Leonard Hall, chairman of the Republican National Com- 
mittee, and Senator Homer Capehart, Republican of Indiana?” 

Hall and Capehart left a skein of words suggesting that Galbraith was soft 
toward communism—a suggestion rejected by Black, Simon Kuznets, former 
president of the AEA and a professor at Johns Hopkins, and Ralph J. Watkins, 
president of the American Statistical Association and director of research of Dun 
& Bradstreet, as absurd. 

Galbraith’s sin was to appear as a witness at the stock market inquiry of 
the Senate Banking and Currency Committee, chairmanned by J. William Ful- 
bright, Democrat of Arkansas. He warned that current optimism bore certain 
resemblances to 1929. That same day, stock prices fell. Hall then foisted on 
Galbraith guilt by quotation. 

Karly in 1952, Galbraith published American Capitalism: the Concept of Coun- 
tervailing Power, a book described by Business Week magazine as “brilliant and 
provocative, witty irreverent, and utterly merciless in the way it deals with much- 
loved theories of some of Galbraith’s fellow economists.” 

Galbraith’s thesis is this: The American economy has changed. We don’t 
have thousands of buyers and sellers. We don’t have competition in the classical 
sense. We have big steel companies selling to big automobile or machinery 
companies; we have big grocery chains dickering with big meat packers and 
canners; we have big labor unions using countervailing power in bargaining 
with big auto, rubber, steel, and publishing companies. We have farmers in 
polities fighting for their share of American plenty. Bigness keeps bigness in 
place, 

David McCord Wright, on leave from the University of Virginia to Oxford 
University, England, on a Fulbright grant, challenged Galbraith’s thesis at 
the annual meeting of the American Economic Association in December 1953. 
He argued that we have to rely in the United States on old-fashioned competition 
to protect producers and consumers. We need enforcement of antitrust laws. 

Countervailing power represents “right wing thought’’—inflexible stalemate 
between giant forces. Businessmen should not “cut their own throats” by ac- 
cepting this persuasive theory. To stop competing would invite economic 
stagnation, 

Concluded Wright: “Albeit quite possibly unconsciously, I should judge Dr. 
Galbraith one of the most effective enemies of both capitalism and democracy.” 

Hall lighted on that sentence. He said: “That was the kind of ‘expert’ that 
Was put on the witness stand” by the Fulbright Committee. 

Capehart took up where Hall left off. He quoted two passages from a Gal- 
braith pamphlet on the Marshall plan written in 1949. Galbraith argued that 
communism has a strong appeal to some Europeans. Americans must not under- 
estimate the enemy. To Capehart, acknowledgment of the strength of commu-- 
nism was evidence of softness toward communism. 

Notre Dame University, in Senator Capehart’s own State, didn’t see it that 
way. Galbraith was invited to lecture, and the lecture, under the title, “Huro- 





310 STOCK MARKET STUDY 


pean Recovery, the Larger View,”’ was published under Notre Dame imprimatur 
in 1950. 

This is a problem for President Eisenhower. He cannot control Senator 
Capehart. tut he ought to be able to influence the chairman of the Republican 
Party. 

A distinguished economist publishes a book. A fellow economist criticizes it. 
The criticism is taken out of context—out of the setting of a learned society 
discussion. And the name of an honest witness is besmirched. 

That's worse than dirty politics. That's dirty ethics. 


{Washington Post and Times Herald, March 30, 1955] 
BUSINESS OUTLOOK—WALL Street Is MorE THAN BArucH THERMOMETER 
(By J. A. Livingston) 
Followups on the stock market inquiry 


sernard M. Baruch’s statement that Wall Street is a thermometer, not the 
fever, needs examination. It’s true that the stock market measures men’s hopes 
and fears. But men aren't indifferent to this measure. That's what differentiates 
the stock market from carloadings, electric power output, the steel rate, and other 
business indicators. 

A rising market makes men richer. Investors and speculators often spend 
some of their profits—on trips to Bermuda or Burope, a new car, a mink cape, or 
diamond bracelet. That helps business. 

The business executive seeing stocks rise—he often owns some—feels better 
off. He's more daring in his operations. Thus, the stock market has a wondrous 
power all its own. Over short periods of time, it can make its own readings 
come true, 

Thus, the market is a thermometer in the sense that it measures the attitudes 
of people toward stocks and business. But it also influences their attitudes. 
It’s a thermometer which reacts on what it measures. That’s its special power, 
Mr. Baruch. 

Secretary of the Treasury George M. Humphrey's observation on confidence 
also deserves a second look. “Confidence,” said Secretary Humphrey, “is 
built slowly and can be easily shaken. A crowd leaving a theater will walk 
out in orderly fashion in short order. But if someone calls ‘fire,’ terror can 
reign and great injury result.” 

The metaphor isn’t entirely apt. A businessman’s confidence is affected by 
his order book, not by assertions. A worker's confidence is affected by his 
job status. If the firm is taking on additional help, he knows his job and his 
income are safe. If the firm’s laying off, he worries. Those are realities that 
underlie confidence. 

in Wall Street nobody need feel trapped. The stock market's exits are open 
every weekday from 10 a. m. to 3:30 p.m. Only when a decline is supported 
by pessimistic facts, by deteriorating business, does it gain momentum. The be- 
havior of the market during the Fulbright hearings bears that out. 

Far from being a tender plant, like a hothouse orchid, confidence, once devel- 
oped, is a rank weed, like Canadian thistle. In its advanced stages, it isn’t 
easily disturbed by either statements or warnings. That’s why nations have 
booms. Conversely, fearfi, once well-developed, gathers a force all its won, as 
during the great depression. Mere words won't make or break confidence. 
Facts—conditions—are what count. 

Leonard W. Hall, chairman of the Republican National Committee, and Sena- 
tor Homer E. Capehart (Republican, Indiana) would do well to check up on 
quotations which sully men’s names. 

David McCord Wright of the University of Virginia in December 1953, was one 
of several discussants of American Capitalism: the Concept of Countervailing 
Power, a book by John Kenneth Galbraith, professor of economics at Harvard 
University. (Galbraith was a witness at the stock market inquiry.) 

Wright disagreed with Galbraith’s countervailing power economics: Big cor- 
porations, big unions, big farm organizations, and big Government tend to restrain 
one another's power. He said: “Albeit quite possibly unconsciously, I should 
judge Dr. Galbraith one of the most effective enemies of capitalism and democ- 
racy.” 

I cabled him at Oxford University, England, where he is on leave under a 
Fulbright grant, as follows: 
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“Senator Capehart has used your comment on Galbraith as ‘one of the most 
effective enemies of capitalism and democracy’ to mean that you consider Gal- 
braith a Red. I gather you meant Galbraith’s countervailing power thesis 
is contrary to the classical economic theory of many buyers and sellers. Am 
I correct in assuming you didn’t imply that Galbraith has communistic leanings?” 

Wright answered: “My comments American Economic Review on Galbraith’s 
book imply neither unqualified acceptance of classical economics on my part nor 
yet any charge of Communistic leanings on Galbraith’s part. I felt Galbraith did 
not understand or appreciate some of the essential elements of capitalism but 
this does not imply a charge of Communist sympathies. Please quote this 
wire in full if at all.” : 

A singel sentence, lifted by Hall and Capehart out of scholarly setting—a 
meeting of economists belaying one another's ideas and theories—gives a mis- 
leading impression. Wright’s cable makes that clear. 

The CuarrmMan. We will recess until 2:30, when we will hear Mr. 
Wood, chairman of the National Association of Securities Dealers 
and president and director of Harold E. Wood & Co., of St. Paul, 
Minn. ; 

The committee is recessed until 2: 30. 

(Whereupon, at 12:57 p. m., the hearing was recessed, to reconvene 
at 2:30 p. m. of the same day.) 


AFTERNOON SESSION 


The Cuairman. The committee will come to order. 

Mr. Wood, we are very pleased to have you with us this afternoon. 

Do you have a prepared statement, Mr. Wood ¢ 

Mr. Woop. Yes, I have, and I would like to read part of it and 
digest the rest of it. 

The Cuatrman, Fine You may proceed in any way that pleases 
yourself. 

Mr. Woop. Thank you very much, sir. 


STATEMENTS OF HAROLD E. WOOD, CHAIRMAN OF THE BOARD OF 
GOVERNORS; GEORGE F. NOYES, VICE CHAIRMAN OF THE BOARD 
OF GOVERNORS; WILLIAM H. POTTER, JR., VICE CHAIRMAN OF 
THE BOARD OF GOVERNORS; CARL STOLLE, FORMER CHAIRMAN 
OF THE BOARD OF GOVERNORS; OLIVER TROSTER, MEMBER OF 
THE BOARD OF GOVERNORS; WALLACE H. FULTON, EXECUTIVE 
DIRECTOR; AND JOHN W. LINDSEY, COUNSEL, NATIONAL ASSO- 
CIATION OF SECURITIES DEALERS, INC. 


Mr. Woop. My name is Harold E. Wood. I am president of Harold 
EK. Wood & Co., St. Paul, Minn., a registered ieolen and dealer, and 
have been in the investment banking and securities business for over 
35 years. I am chairman of the board of governors of the National 
Association of Securities Dealers, Inc., and I am appearing before this 
committee in that capacity. 

Accompanying me are: the two vice-chairmen of the board of gov- 
ernors of the association—Mr. George F. Noyes, vice president of 
the Illinois Co., Inc., Chieago, and Mr, William H. Potter, Jr., senior 
vice president of the First Boston Corp., Boston; also Mr. Carl Stolle, 
president of G. A. Saxton & Co., Inc., New York, a former chairman: 
of the board; not on this list, but attending, Col. Oliver Troster, of 
Troster, Singer & Co., New York, governor of our association; Mr. 





812 STOCK MARKET STUDY 
Wallace H. Fulton, executive director of the association; and Mr. 
John W. Lindsey, counsel to the association. 

In connection with introducing them to you, Senator Fulbright, | 
would like to call your attention to the greatest speculative excess 
I have known in the last week or two. As we seven lett the office build- 
ing this noon a women came up to us and said, “Are you United States 
Senators?” 

The Cuamaan. I feel highly complimented by that. 

Mr. Woon. And if it had not been for the fact that we are con- 
trolled by the SEC on truthful approach to securities offerings, | 
would have said, “We are members of a bankers’ committee going off 
to the races.” 

I shall endeavor to answer any questions the committee may have, 
and I would appreciate the opportunity at the conclusion of these 
hearings to submit a statement to complete any responses I may be 
called upon to make should I not have the information immediately 
available. 

\t the committee’s request, much material concerning the associa- 
tion and the over-the-counter market has previously been furnished. 
We hope that this information has and will be helpful to the com- 
mittee in its study. Included in the material furnished is a state- 
ment dated February 7, 1955, which is attached hereto. In addition, 
the responses to questions raised in the letter from the committee’s 
staff, dated February 18, 1955, are also attached to this statement. | 
am going to read from part of those particular answers to your 
Inquiries. 

\t this time I would like to describe in very brief fashion the over 
the-counter market and the functions of the National Association of 
Securities Dealers, Inc. The true origin of the term “over-the-coun- 
ter” has been lost to us but is assumed to have a very simple heritage 
from the days when there were no stock exchanges and all valuable 
paper was transferred literally over counters of banking houses. 

Any transaction in securities, whether listed or not, which does not 
take place on an exchange, is made “over-the-counter.” That is true 
on Wall Street or Main Street. In addition to the many corporate 
issues which appear in this market, it is also the place where practically 
all transactions in Federal, State, and municipal securities take place. 
The stocks of insurance companies and banks, securities of purely loca! 
interest, railroad equipment trust certificates, real-estate securities, and 
the shares of investment companies all find their sole or principal 
markets over-the-counter. It is also the market for most preferred 
stocks and corporate and utility bonds. All underwritings are done 
in this market, whether of corporate or governmental securities. 

I want to emphasize that again: That all underwritings are done 
through our over-the-counter instrumentality. 

In addition, this market provides the mechanism for the buying 
and selling of all securities which, after underwriting and distribu- 
tion are completed, do not become listed on any stock exchange. It 
is the market place for thousands of securities which do not trade 
on exchange markets. 

The National Quotation Bureau quotes prices on close to 5,000 dif- 
ferent securities each day. In the course of a year some 21,000 dif- 
ferent issues are quoted by the bureau. This compares with about 
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3.650 issues on all our stock exchanges. One of the great statistical 
services has stated : 

The broad list of securities traded affords the investor an opportunity for 
selectivity found nowhere else. 

The purchase and sale of over-the-counter securities are usually 
consummated on a negotiated basis. In this market substantial blocks 
of listed stocks are frequently distributed and the great majority of 
listed bonds. The over-the-counter market is the historic trading 
medium for securities having the following general characteristics: 

(a) lack of speculative interest; (b) small capitalization; (c) limited 
ps tribution; (d) high price; (e) suitability for portfolios of institu- 
tions such as insurance companies, trust funds, or other large buyers, 
which often wish to negotiate for a sizable block at a specific price. 

The importance of this market is demonstrated by the fact that the 
Securities and Exchange Commission reported on March 1, 1955 that 
securities offered for cash sale by United States corporations during 
the year 1954 amounted to $9.5 billion, of which $1.2 billion were com- 
mon stocks, $800 million were prefer red stocks, and $7.5 billion were 
debt issues. In addition, open-end investment companies had sales 
for the year 1 1954 totaling $862,617,000; repurchases by these com- 
panies amounted to $399, 702,000; the net sales amounted to $462, 
915,000, 

I might add too that I noticed, Mr. Chairman, yesterday you quoted 
from a recent Barron’s, that of February 7—and in that they esti- 
mated that the over-the-counter securities traded amounted to some 

$38 billion 2 years ago. It gives you an idea of the terrific impact on 
the economy of the trading of the over-the-counter dealers. 

In our economy the essential functions of NASD members are the 
underwriting of, distribution of, and trading in securities. Brokers 
and dealers who make up this market engage in every aspect of the 
investment banking and securities business. Literally no two dealers 
do identically the same type of business. They may be specialists in 
a few stocks, or they may handle many; they may distribute to or 
trade solely with profession: uls; others are retailers exclusively ; their 
customers may be in the cities or in the rural areas; they may operate 
as individuals or as larger entities employing hundreds of people and 
with branch offices located throughout the country y; they may have had 
years of experience or they may ‘be newly-formed entities, 

Again speaking away from the statement, I think a little business 
like mine at St. Paul is a perfect microcosm of the investment business 
as represented by an NASD dealer. We are underwriters, we are 
traders, and we are retailers of securities. 

Obviously, this broad market makes a vital contribution to the econ- 
omy in raising capital for governmental and industrial organizations, 
creating new “jobs and new enterprises, and providing liquidity for 
investors. 

The National Association of Securities Dealers, Inc., was established 
in 1939, pursuant to the terms of the Maloney Act, named for its spon- 
sor, the late Senator Francis T. Maloney, of Connecticut, and was 
supported by both the Securities and Exchange Commission and the 
securities business. The Maloney Act is an amendment to the Securi- 
ties Exchange Act of 1934 and was adopted in 1938. As Senator 
Maloney stated : 
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* * * this legislation represents what is actually a two-way street in the field of 
cooperation between Government and business. In the vast and highly ramified 
business in securities transacted otherwise than on exchanges, this act is designed 
to effectuate a system of regulation * * * in which the members of the industry 
will themselves exercise as large a measure of authority as their natural genius 
will permit. 


The title of the act reads: 

An act te provide for the establishment of a mechanism of regulation among 
over-the-counter brokers and dealers operating in interstate and foreign com- 
merce or through the mails, to prevent acts and practices inconsistent with just 
and equitable principles of trade, and for other purposes. 

The association, organized under this act, administers for the over- 
the-counter market a code of ethical standards for the protection of 
investors and the public interest. Its primary concern is with prin- 
ciples, business morals, and ethics—the spirit as well as the letter of 
law. 

The association registered with the Securities and Exchange Com- 
mission in August 1939. Membership is open to all brokers and deal- 
ers authorized to transact any branch of the investment banking and 
securities business in the United States under the laws of any State and 
the laws of the United States, with certain exceptions based upon past 
con duct 

At the beginning of this year, there were 3,204 members of the 
association with 1,579 registered branch offices. The membership 
embraces all brokers and dealers who act as underwriters, participate 
in selling groups, sell investment company shares or who are entitled 
to any other dealer discount. These 3,204 members, which include 
i84 of the 620 member firms of the New York Stock Exchange—in 
other words, over two-thirds of the New York Stock Exchange mem- 
bers are members of our association—consist of the following types of 
organization: 1,072 corporations, 1,034 partnerships, 1,098 sole pro- 
prietorships. 

Thirteen hundred members of our association have fewer than five 

emp sloy ees. Members of the association employ 38,000 people who are 
requi ired to be and are registered with the association. And those 

38,000 people are the men and women who sell the securities or trade 
the securities and do not represent the clerical force at all. 

The members range in sizes from the largest firms employing hun- 
dreds of people, and with branch offices throughout the country, down 
to the one-man enterprise. The association is managed by a board of 
governors, 21 in sondbeir , all elected by the members of the association 
on a geographical basis, each serving a 3-year term. In addition, the 
territorial area of the United States is divided into 14 geographical 
districts. In each district, the affairs of the association are governed 
by a district committee, so that there will be a maximum degree of 
local democracy and administration in the affairs of the corporation. 

In carrying out its functions, our association examines members to 
enforce good business practices and, more specifically to enforce our 
own rules of fair practice. In 1954, 1,082 members were examined. 
A member found to have violated our rules is subject to censure, fine, 
suspension or expulsion. And those examinations take the same form 
as the examinations of the SEC, the stock exchange, and others— 
say the State instrumentalities. 
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Finally, I should like to make a few personal observations. The 
National Association of Securities Dealers, Inc., is unique, being a 
private organization empowered by the Congress to provide a large 
measure of self-regulation of the over-the- counter market in the public 
interest. A competent outside observer, Prof. Homer V. Cherring- 
ton, in an article in the Harvard Business Review of November 1949, 
stated as follows: 


* * this experiment in self-regulation can be judged a success * * *. 


Then there are the comments that I wish to make on the five ques- 
tions which were submitted to us by the committee—questions which 
they felt particularly pertinent to your examination and inquiry. 

The first one is our relationship between the over-the-counter market 
end the exchange market. 

In the structure of the national economy the exchange markets and 
the over-the-counter markets complement and supplement each other. 
Both markets deal in the same commodity, aaa stocks and bonds. 
They differ in that auction markets are located at a fixed place, 
wherein there are facilities for buyers and sellers to meet. That is 
your exchange market. 

The over-the-counter market, on the other hand, is a negotiated mar- 
ket, consisting of dealers located throughout the Nation, ‘and the mar 
ket as such is tied together by a wire system connecting the offices of 
the dealers. On the « -omplement: ry relationship betwes on the two mar- 
kets, the over-the-counter market handles transactions in all securities 
not listed on any exchange. That market also handles transactions in 
any listed stocks and bonds which do not take place on the floor ot 
an exchange. 

In addition to this complementary function, a supplementary fune- 
tion of the over-the-counter market to the listed market is best illus- 
trated by the fact that all underwritings originate in the over-the- 
counter market and are distributed and seasoned in that market before 
they may be considered eligible for listing on a securities exchange. 
The tremendous General Motors issue, for example, the other day was 
underwritten by the NASD over-the-counter members, and then those 
who are members of the New York Stock Exchange could trade in the 
rights and the new shares. 

Many members of the New York and other exchanges also do busi- 
ness in over-the-counter securities as part of their normal operations. 
\pproximately 530 New York Stock Exchange member firms or indi- 
vidual New York Stock Exchange members are also members of the 
National Association of Securities Dealers, Inc. This is likewise true 
with respect to the other important exchanges in the country. For 
example, of the 506 members of the American Stock Exchange, 458 are 
NASD members. Of the 282 members of the Midwest Stock Ex- 
change, 275 are NASD members. Of the 123 members of the Phila- 
delphia- Baltimore Stock FE xchange, 117 are NASD members. Of the 
53 members of the San Francisco Stock Exchange, 46 are NASD mem- 
bers. Of the 50 members of the Los Angeles Stock Exchange, 48 are 
NASD members. Of the 71 members of the Boston Stock Exchange, 

t are NASD members. 

The second question addressed to us was as to the methods available 
to the NASD to restrain speculative excesses. 

60650—55 21 
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The association has no specific power or authority to take any action 
which would restrain speculation, excessive or not, on the part of cus- 
tomers. The association has responsibility to police extensions of 
credit under regulation T (no broker-dealer can sell over-the-counter 
securities except for cash, and payment must be made, save under spe- 
cial circumstances, within 7 business days, so we have no margin situ- 
ations to compete with) ; through frequent ex xamination of members, 
one aspect of which is varticula arly directed to excessive trading of 
customers’ accounts; ail by a check during an examination, of a mem- 
ber’s solvency. 

The third question is the extent of the supervision by the NASD 
over brokers and dealers and the history of disciplinary action against 
brokers and dealers. 

In the einforcement of our rules of fair practice, we have the power 
of examination of the books and records of our members. We employ 
16 examiners to do this work. During the year 1954, 1,082 of our 3,204 
members were examined—and those are rigorous examinations. 
Should an examination disclose technical violations of our rules, these 
violations are promptly brought to the attention of the member and 
remedial measures are required. Violations of our rules other than 
technical or minor become the bases for formal action by the filing of 
a complaint against the particular member by the appropriate business 
conduct committee and may result in censure, fine, suspension, or ex- 
pulsion from membership. 

Since the founding of the association in 1939, 626 complaints have 
been filed against members; and since January 15, 1946, complaints 
have also named individual registered representatives of denedliean. 

At first we simply could discipline the member. Then we felt that 
the discipline should also extend to the representative of that member, 
and therefore it was changed. 

Four hundred and fifteen members and 123 registered representa- 
tives have been disciplined by the association up to December 31, 
1954. 

The rules of the association which have been violated most often, 
based on complaints filed against members, involved the following: 

Failure to abide by the general requirement that members ob- 
serve high standards of commercial honor and just and equitable prin- 
ciples of trade; 

Breach of the general requirement that members deal fairly with 
customers in the purchase and sale of securities; 

3. Activity by a member which has been deemed to be fraudulent, 
manipulative, or deceptive in connection with the purchase or sale of 
sec ‘a 1t1es ; 

. Evidence of the misuse of customers’ funds or securities; 

. Failure to provide required information on confirmations of 
pare hase or sale furnished to customers; 

6. Impropriety of recommendations of purchase or sale of securities 
to customers. 

7. Failure to observe general provisions relating to the proper 
keeping of books, records, and accounts, 

And then fourth is the availability of information concerning the 
financial condition of stocks traded over the counter. 

Sometimes I hear people talk about the lack of information on the 
over-the-counter asta securities. It sounds as though we were walk- 
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ing blindfolded in the wilderness—and we have the greatest mass of 
information that is available to any unit in the industry. I take all 
of these things from the services themselves which give us the infor- 
mation, in addition to the companies covering the over-the-counter 
offerings. 

It has been said that there is only a limited amount of information 
available on over-the-counter companies. I wish to emphasize that 
there is a tremendous amount of information available with respect 
to the financial condition of corporations whose securities are traded 
in the over-the-counter market. This information is available in the 
form of annual, quarterly, and in some instances weekly and even 
daily reports of financial information in the publications of such 
financial services such as Fitch, Standard & Poor’s, Moody’s, and in 
the Wall Street Journal, and numerous other daily and weekly publi- 
cations. 

In addition, information is contained in the registration statements 
filed under the Securities Act of 1933 in connection with new offerings 
of securities, with the Interstate Commerce Commission as to rails, 
with State banking and insurance commissions as to State banks and 
insurance companies, and with the Controller of the Currency as to 
national banks. This information is supplemented by dealers them- 
selves, especially those making primary markets, since normally they 
are well informed as to the current financial status of corporations. 

Examples of information provided by certain of the services are 
as follows: 

The Fitch Investors Service advises that they issue information 
about unlisted securities relating to 1,104 companies and 1,326 issues 
of these companies which are traded in the over-the-counter market. 
They also publish bulletins on unlisted companies which cover im- 
portant aspects of these companies’ activities, 

When you come to Moody’s Investors Service, I quote directly from 
a letter of March 2, 1955: 


Moody’s Investors Service issues five publications dealing with financial news, 
statistics and other specialized information on all companies both domestic 
and foreign in which there is any public interest. In other words, we attempt 
to include in these five publications, information on those companies whose 
stock is outstanding and in the hands of the public. 

The publications are the following: 

Moody’s Municipals and Governments 
Moody’s Banks and Finance 

Moo@y’s Industrials 

Moody’s Public Utilities 

Moody’s Transportation 

Each of the above is issued twice weekly and contains news items, financial 
statements, earnings reports, and a great variety of pertinent items on the 
companies or investment situations falling into the five classifications. These 
individual items are all indexed currently and cumulatively so that each and 
every item included can be located properly and easily. 

Subscribers to each of these five publications receive without charge a large 
bound annual manual which contains basic descriptions of each corporation 
or investment situation. These descriptions vary with each class or type of 
company or investment situation and include the kind of data in each case 
that is considered essential for the proper analysis or evaluation for investment 
purposes. 

To give you some idea of the scope of each of these publications, here are the 
coverage figures on the current edition : 

Moody’s 1955 Government Manual (this is the first volume of the 1955 edi- 
tion—the other four will be published in the coming months) contains descrip- 
tive statements of 5,687 governmental and municipal investment situations. In 
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addition, there are investment details on 8,146 additional investment situations, 
Domestic, Canadian, foreign, and various types of special situations are coy- 
ered. The 1955 volume contains 2,200 pages. 

The 1954 Bank and Finance Manual contains 7,620 basic statements covering 
banks, insurance companies, real estate companies, and investment trusts. 
This volume has 1,588 pages. 

The 1954 Industrial Manual has 3,821 descriptions of companies, domestic, 
Canadian, and foreign. This volume has 3,172 pages. 

The 1954 Public Utilities Manual contains the descriptions of 861 companies 
and 1,692 pages. 

The 1954 Transportation Manual contains 1,245 companies and 1,692 pages. 
Included are railroads, airlines, shipping, traction, bus and truck lines. 

These five publications are distributed widely and are available to the public 
generally in banks, brokerage offices, public and college libraries. As a matter 
of fact, Moody’s Special Library Service is a “package” sold only to college 
and university libraries as well as public libraries at a rate which is lower 
than the regular rates. 

In addition to these five basic informational publications, we also issue Moody’s 
Dividend Record, a publication specializing in dividend information on over 
8,000 different stocks, both listed and over the counter. It is issued twice weekly 
and cumulates throughout the year to form Moody’s Annual Dividend Record, a 
year-end compilation used widely for income-tax purposes. Approximately 
24,000 copies were printed and sold this year. It is distributed by brokerage 
houses and banks to customers and clients. 


Then coming to Standard & Poor’s, again I will quote directly from 
a letter dated March 2, 1955: 


(a) In Standard Corporation Records, we publish descriptions of 3,922 do- 
mestic corporations, stocks of which are not listed on either the New York or 
American Stock Exchanges. Some of these are listed on regional stock ex- 
changes, but in many instances those so listed enjoy their widest market over 
the counter. For that reason, no attempt has been made here to segregate 
those whose only market is over the counter. Listed corporations are, of course, 
also covered. 


And those listed are in addition to the 3,922 not listed. We asked 
that they segregate them for us. 


These descriptions are brought up to date once a year, following publication of 
the annual report to stockholders. Interim developments are reported in our 
daily news section of- corporation records, and those reports are cumulated 
monthly in the main volumes of the service. 

This service is widely used by brokers and dealers, banks, insurance companies, 
institutional investors of all kinds, as well as individuals. It is available to the 
investing public in the offices of brokers, dealers, banks, many libraries, etc. 

(b) Our Over-the-Counter Stock Reports cover 1,354 companies, selected prin- 
cipally on the basis of the indicated activity of their stocks, These reports are 
revised on an average of three times a year. 

Subscribers to this service are principally brokers and dealers. Extra copies 
of individual reports are made available to them at nominal cost for distribution 
to individual investors and are widely used in this way. 

(c) Our monthly Stock Guide gives a statistical summary on the stocks of 
1,827 companies not listed on either the New York or American Exchanges. This 
service is widely used by individuals as well as by brokers, dealers, and other 
“professionals.” 

(d) Our Dividend Service provides dividend information on approximately 
5,700 companies other than those listed on the New York or American Exchanges. 
This service appears daily, and is cumulated weekly, monthly, and annually. 


Now, these services have supplied us with copies of materials which 
have been mentioned above, and we would be happy to file them with 
the committee if you care to have them, Mr. Chairman. 

The fifth question was the extent to which stocks traded over-the- 
counter are priced otherwise than by free action of buyers and sellers. 

If stocks traded in over-the-counter market are priced otherwise 
than by normal supply-and-demand influences, I do not know of any 
examples and feel certain that over the years they are few and far 
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between. The same criteria of comparative values affect prices to 
the investor, buying or selling, in the over-the-counter market as on 
the exchanges. I feel certain that any unfair prices eventually would 
become known to us and the Securities and Exchange Commission, 
and I can assure you that proper disciplinary action would be insti- 
tuted promptly by us and by the Securities and Exchange Com- 
mission. 

Thank you very much, sir. 

The Cuatrman. Thank you, Mr. Wood. 

You said you had been in the business in St. Paul for how long? 
Thirty years! 

Mr. Woop. Since 1919. 

The Cuairman. Judging from your sunburn you had a hot winter 
up in Minnesota. 

Mr. Woop. What I did—I don’t know as I should admit it to you 
I went down to a very cheap place in Mexico, because it was the only 
place, in view of the capital gains tax, I could afford to go. 

The Cuairman. If we didn’t have a capital gains tax, where would 
you have gone, Mr. Wood? 

' Mr. Woop. Probably Palm Springs or down to Arkansas. 

The Cuairman. You said you had 626 complaints that had been 
filed and that 415 members had been disciplined, What is the nature 
of the discipline that you have meted out to these members / 

Mr. Woop. Well, in the case of purely technical violations where 
they do not keep their records up to date, we simply call them in and 
we tell them that they are not following through on our actuarial 
practices and that they have simply got to reform. And then later on 
our examiners go in to see that those books and records are kept 
up to date. 

One example of our cases involves the sale of investment company 
shares. On investment trusts if you buy below a $25,000 principal 
amount the commission to the dealer is greater and the cost to the 
person higher than if you sell $25,000 to $50,000. They call it a 
breakeven point I think—or a break point. Now, sometimes we have 
found, for example, that a dealer would sell to a customer in an 
amount of $24,500 so that they might have the bigger commission 
und profit instead of saying, “If you would put in $500 more you 
would get a lower price.” And they do it for the profit motive. That 
sort of thing. 

Then we find that in a good many cases you will have what we call 
“churning” an account. .A house or a salesman will trade for the 
benefit of the profit to the salesman or the house rather than for the 
benefit of the customers, which would be that you would not trade at 
all but you would keep what you have. 

In cases like that, which are our serious violations, we will de 
anything from $500 to a $2,000 or $3,000 fine. Or if we feel that it 
is a practice that has been done more than once, and perhaps there 
might have been some extenuating circumstances of poor supervision 
by the house or a new salesman who just did not realize what he was 
doing, where we give a stiff fine, then we will suspend for 2 weeks, 30 
days, 60 days, or we will expel from the business. 

The Cuamman. How many have you expelled since the Act has 
been on the books ? 
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Mr. Woop. We have since 1939 expelled 89 houses and 37 registered 
representatives. We have suspended—this is out of a total 

The Cuarrman. That expulsion is final expulsion, not just 

Mr. Woop. That is final expulsion. 

Suspensions for periods of time which vary, 26 members and 27 
registered representatives. 

On censures, 186 members censured and 28 representatives. 

Of the 626 complaints we dismissed 211. We found they were not 
justified complaints. 

The CHatrman. Do your complaints originate with the customers 
primarily ? 

Mr. Woop. From our own examinations and from customers. I 
have been on the business conduct committee 2 years. The history of 
that usually, Senator, is this: That a customer or sometimes a dealer, 
if one dealer feels that another dealer is doing something unethical 
and hurting the business, will report to our district conduct commit- 
tee which is made up of members of our 5 or 7 members of the local 
committees, elected for 3 years, and they will have an informal hear- 
ing, and then they have the power to censure, expel, or suspend. 

Then if the dealer feels that he has not gotten a fair deal, he can 
appeal to our board of governors. Our board of governors then has 
a hearing and sustains or dismisses. If the complaint has been sus- 
tained, then the one penalized can appeal to the Securities and Ex- 
change Commission for review or then can go to the courts if the SEC 
sustains us. 

The Cuatrman. He finally has an appeal to the courts as to whether 
or not your action has been arbitrary ? 

Mr. Woop. They have an appeal. That is right. But first it has to 
vo to the SEC. 

The Carman. I do not wish to pursue this too long, but have 
many of them appealed to the courts? 

Mr. Woop. Only two. 

The Cuarrman. Did they succeed in reversing— 

Mr. Woop. No. No; they did not. 

The CHairmMan. You were affirmed in both cases? 

Mr. Woop. Affirmed in one, the other is pending in the United 
States Court of Appeals. 

The CHarrman. I am not clear about this, and some of these ques- 
tions may be repetitious. Would you say that you police prices 
charged? Do you keep any check on prices charged ? 

Mr. Woop. Yes; we do. Senator, that was the third thing that I 
should have mentioned in the way of complaints. That is a question 
of what we call excessive markups. 

We started in the business with purely our general rule of fair prac- 
tice, and then, because we had questions as to whether this or that was 
an excessive markup, whether it was 1 percent or 6 percent, we polled 
the membership and sent them a questionnaire which they filled out 
very completely and showed what the average price had been, the profit 
on transactions, and we found that the average was about 3 percent. 
Yet there were enough cases in which it was 5 percent that we finally 
put out what we called the “5 percent rule,” which is not a rule but is 
a philosophy, and when our examiners go into any examination they 
take all the transactions for a period of time and compute on that what 
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the profit is. If the profit is over 5 percent, then we say, “You give 
us the reason why you charged over 5 percent.” 

The Cuairman. Is that 5 percent of the monetary value of the 
stocks ? 

Mr. Woop. That is right. The cost to the dealer. For example, if 
the stock 

The CuHarrman. That is in place of a commission? You do not 
charge a commission? This is the equivalent of a commission by a 
listed house? Is that it? 

Mr. Woop. Well, there are really two segments to that profit prob- 
lem. One is that we act as agent in many cases the same as a listed 
house does. But the greater part of our business is positioning un- 
listed securities, and on those we take our markup as a regular inven- 
tory profit. Now—— 

The Cuairman. If you act on a listed security you charge the same 
commission as a member of the stock exchange ? 

Mr. Woop. No. 

The Cuatmrman. You do not? 

Mr. Woop. No. Well, of course, it depends. The average house 
that is not a member of the exchange will either handle exchange busi- 
ness for nothing simply as a service to a customer or they will charge 
a very nominal service charge, and the customer simply says, “Well, I 

came to you because I deal with you generally. I trust your opinion. 
And it is perfectly fair for you to char ge me say $5 a thousand dollars 
of market value of the security to do it.” 

The Cuarman. Well, tell me how do your commissions compare 
from the point of view of the cost to the customer with the commissions 
from a member stock exchange on listed securities ? 

Mr. Woop. Well, I would think that on an agency basis the com- 
missions on an average would be about the same where we were acting 
asagents. Now, for example, one of the leading houses in this country 
doing a very sizable business in stocks submitted to us their 3-year 
average. I thought it was very interesting. They had traded an 
average for 3 years of 2,788,000 shares of stock. The average price 
per share was $44.45. T ‘heir profit per share was 36 cents, which is 
much lower than the stock cia commission would have been. 

Now, most of the unlisted houses—or the over-the-counter houses— 
will handle on an agency basis a stock at 25 cents a share. That is 
what we charge in my firm for example. That is a little higher than 
the commission, equivalent commission, on the stock exchange for 
stocks selling under about 15 or 20. When it gets up to a stock sell- 
ing at 40 or 50, it a much cheaper commission. 

As a principle, then, of course, you have a larger profit because you 
are doing positioning of the security itself. But the profit in that 
position selling is on an average much less than 5 percent. 

The CuatrmMan. Do you think that there is much speculation or too 
much speculation in the present market for securities ? 

Mr. Woop. Well, I think there are evidences, of course. I think all 
of us in the investment business are cognizant of the fact that there 
are evidences of speculation, and we are worried about it, and we do 
not like it because we do not want to go through any such period as - 
1929 again. I am not implying that we are at a 1929 level. But when 
we see an increasing activity in low-priced stocks, when we see the 
more speculative type of security at any price zooming up as against 
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the sort of thing that we ordinarily sell for long-term appreciation 
or a long-term dividend or a substantial dividend basis, we are worried 
about it. 

The Cuairman. That is very reassurinng that you are worried about 
it. Some do not seem to be very worried. It is a good thing to 
worry a little about some of these problems, is it not ! 

Mr. Woop. Yes. Well, Mr. Chairman, I think the average pail 
osophy of the over-the-counter dealer whom we represent in our 3,200 
members is this: They are not selling for an in-and-out profit. Weare 
selling to a person who says, “I want to employ my money in some- 
thing, either in a growth stock which will give me a substantial ap- 
preciation over a period of years, or for the necessity for income, 
which means buying good dividend stock. And we do not give a hoot 
about this 1-, 2-, 3-,4-month in and out. 

The Cuarrman. Do you think that there may be more speculative 
activity on the exchanges with listed stocks than there is with the over- 
the-counter stocks ¢ 

Mr. Woop. I cannot answer that. I can say this, though: That 
the person who buys a listed security is much more conscious of the 
market than the person who has an unlisted security. He reads the 
paper every day. He sees the Dow-Jones averages. If they are up 
$8 he says, “Heaven is right around the corner. > Tf it goes off $5, 
he says, “We're all going to hell tomorrow.” And as a result you 
have much more awareness of speculative aspects of the market in 
the listed securities. 

The CuarrmMan. That seems reasonable to me that that would be so. 
Also if he is speculating for a short term, he is likely to do that at a 
place where he thinks he has already market for it, where he can make 
the turn. In unlisted securities it is less certain that he has a market, 
is it not ? 

Mr. Woop. Well, I do not think you can make the generalization 
quite that strong, because there are a great many very substantial 
companies and institutions whose equities are not listed but which 
trade just as closely as the stock exchange. 

The CHatrman. I understand there are some. We had that ex- 
plained. 

Mr. Woop. Yes. 

The CuarrMan. But let us take the ones not so well known. I rea- 
lize there are some of those others, and I did not mean the type of 
things like your bank stocks. I was thinking of your lesser known 
industrials, of which there are a great many. 

Mr. Woop. That is right. 

The CuarrmMan. A man is not likely to take a short position in them. 
I think it is much more difficult than it is on the listed stock, is it not? 

Mr. Woop. That is right. 

The Cuamman. That is all I had in mind. 

Mr. Woop. That is right. 

The CuHatrrman. I do not know that you can draw any great con- 
clusions from that. But I would think that that may be so. 

Are you familiar, Mr. Wood, with commissions charged by firms 
selling uranium stocks ? 

Mr. Woop. No, I am not. W e, of course, are acutely aware of the 
problem of uranium stocks, As you know, there is nothing that we 
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can do about it except as there may be bad practice in the sale of those 
securities. 

After all, they all have to register in one form or another with the 
Securities and Exchange Commission, which is purely a matter of 
disclosure. It is not a matter of the quality or lack of quality of the 
stock. And all we can do and all the SEC can do is go into towns like 
Salt Lake City which have that market and see to it that they are not 
misrepresented, that they are simply saying, “This is a very specula- 
tive security. 

The Cuarrman. Has it appeared to you that the current interest 
in these stocks has led some salesmen to exaggerate their claims and 
engage in high-pressure methods? 

Mr. Woop. Yes, of course. And under our code of fair practice, 
if we can find out where a man has said, “This uranium stock is as good 
as a Government bond,” we can kick him out of the business. 

The CHamman. Have you had many complaints from customers 
about these uranium stocks ? 

Mr. Woop. No, and we have had only one case, one official complaint. 

The Cuatmrman. These hearings have been somewhat publicized, 
and for the first time I have received a complaint, which I thought I 
might pass on to you as an illustration, because this came directly to 
me from someone whom I do not know. I thought it might interest 
you. 

This is dated February 28. I will leave out the name of the firm 
for the moment because I do not think I should name it here, nor the 
man. It says: 

HoNnorRABLE Sir: Enclosed is a card letter I received from a salesman of such- 
and-such a company. I will explain how come I received this high-pressure 
selling insult. I cut an ad from a newspaper requesting information. I received 
this information from the company. Not caring for the prospectus, I ignored 


it. A week or so later I received the enclosed order for my purchase of the order 
for 4,000 shares of stock. 


And he encloses the order. 


I also ignored it. After that I got a telegram from this salesman. I also 
ignored that. Then I got a cancellation of the order. After that came this in- 
sulting card. 


He also encloses the card here. 


I bring this to your attention hoping that this high-pressure type of selling 
will be wiped out by your committee. 
Respectfully yours— 


And he signs his name. 
Here is the card that he referred to from the salesman. It says: 
Mr. W.: I wonder if you could guess what your not taking up the contract on— 


The name of the company is all right. It isthe Yeats Uranium Mines, 
Ine.— 


* * * on Yeats cost me. Well in the neighborhood of $400. I hope somehow 
it will teach you a lesson not to play games at other people’s expense. My 
congratulations. You didn’t even have the guts to telephone me to cancel it. 
If I am wrong, please contact me. If I am right, your conscience is certain to 
bother yeu and don’t bother to call. 


It is signed by so-and-so, the salesman. 
If that is true, that is a rather high-pressure practice. 
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Mr. Woop. Of course it is, and we would like to follow it through. 

The Cuamman. I thought you might. I thought I would turn it 
over to you and let you look into it. 

Mr. Woop. I wish you would. 

Mr. Cuarman. I may say that the firm’s name is one that I have 
seen quite often in the newspapers. It is a well-known firm. 

There have come to the attention of the committee a number of other 
practices. I think all of these should interest you because you are 
interested in the reputation of the dealers and of the stock. 

Here is an advertisement in the Evening Star, Washington, D. C., 
February 21. It says: 

Strike it rich. Rossler gives you 10 to 500 shares of uranium stock free with 
every purchase. 

If you go ahead and buy any piece of furniture, you get uranium 
stock. We will insert a portion of the advertisement in the record. 


| Sthike [6 Riches 3 otis 
fi . 
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Bi WASHINGTON’S 
—— GANG wRTHDAY 


i MODERN - « « 
Kossler 
FURNITURE 


furniture 


© Ne Phone or Mall Orders 


Mr. Woop. Wonderful. 

The CHamrman. This was a Washington’s Birthday sale. They 
celebrated. 

Mr. Woop. Truth-in-securities day. 
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The Cuatrman. That was not calculated to enhance the reputation 
and dignity of the NASD, was it! 

Mr. Woop. No. 

The CHairman. Or the people who deal with those stocks? 

Recently I received a prospectus for a company which paid the 
underwriters a commission of $375,000 paid $100,000 for printing, 
advertising, and mailing expenses, $29,000 for other incidental ex- 
penses. It used for corporate purposes less than $1 million of 
$1,500,000 received from the public. Would you call that a reason- 
able promotion ¢ 

Mr. Woop. No; of course I wouldn’t. Of course, that is all covered, 
Senator Fulbright, by full disclosure, and when the issue is registered 
with the SEC and there is a full disc losure, they are helpless and we 
are helpless to do anything about that. 

The Cuamman. Do you think that is a healthy situation to be in— 
that you are helpless under these circumstances 4 

Mr. Woop. Well, if you do anything else, though, than require a 
full disclosure, you are getting into a paternalistic situation. Now, 
I know, for example, in the State of Minnesota, where we have an 
excellent securities commission, they are going so far now as to pass 
on the price as well as the quality of the security. They simply say, 

“We are not going to clear this in Minnesota because we think the 
price is too high,” or, “We think this is not a good security.” But I 
think that is a very dangerous thing for the Securities and Exchange 
Commission to be given the authority to determine whether a price 
is right or whether there is any quality to it or not. 

The Cuamrman. We have that very difficult problem in nearly all 
of our political and governmental decisions—— 

Mr. Woop. That is right. 

The Cuarrman. Asto where you draw these lines. 

Mr. Woop. And it seems to me when you have a revelation of a profit 
such as that that to any investor it should be a warning signal that 
the thing is not of quality and is not desirable. 

The Cramman. A curious thing is happening, I believe. I was 
told about a broadcast on last night’s radio. I think it was a local 
station. They were discussing these stocks, and this fellow said—this 
was the adv ertising, and it was not a panel : “These are fine stocks 
that are being given away. And of course they are good because we 
have an SEC now.” That is the impression that they give. 

Mr. Woop. I know it is. 

The Cuamman. In other words, the existence of the SEC is used 
by such people for the exactly opposite purpose—that is, to assure 
that the stock is good because it. is registered with the SEC, I am 
afraid a great many people consider that is some assurance. 

Mr. Woop. And yet, of course, on every prospectus, on the front 
page, as you know, is the legend that they do not pass upon the quality 
of the issue at all. 

The Cuamman. I hope you do not think I am trying to argue with 
you? 

Mr. Woon. No. 

The Carrman. Or that I have taken a position. I do not know. 
what would be the right thing. I am trying to raise questions. 

This thought at least might occur to one: In the old days before 
there was mass communication such as we have with television and 
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radio—where now perfectly unknown people become intimate and 
come into your living room and talk to you about all these things— 
it was a little easier to judge a prospectus since there was a more 
direct approach. People did more business with those they were ac- 
quainted with. They had some conception of their integrity and 
character. But now, because of these new developments, maybe that 
has changed. Perhaps we need some new requirement in the law. 
Do you think that could be possible? 

Mr. Woop. Well, despite what was said this morning, I think human 
nature is the same through the years and that you always have in a 
market which is rising a great tendency for people to buy. And they 
loveatip. And what you are going to do with tipsters I do not know. 
When you come to the question of prospectuses there is also the prob- 
lem that people just do not read them. 

The Cuatrman. That is right. 

Mr. Woop. And the only thing that I think you can do is to try 
and get over to the average person who wants to buy a security that 
he must pick someone whom he can trust and follow as an adviser as 
you would a lawyer or a doctor. 

The Cuatrman. The thought, though, that occurred to me is this: 
Even 20 years ago, when the SEC law was enacted, we did not have 
television certainly and we had much less use of radio. The tips of 
those days were usually confined, say in the 1920's, to a rather small 
group of people. The tip might originate in Wall Street and spread 
out among a few people. Maybe to those who read the Wall Street 
Journal or something. But today a wholly irresponsible person can 
make a tip over a broadcast, and it is immediately and directly re- 
lated to 10 million people. Do you not think that creates a problem 


that did not exist then and might require some different treatment ? 
Mr. Woop. Yes, I do. 


The Cuarrman. Do you? 

Mr. Woop. Yes, I do. I do not know though how you can meet it 
if—— 

The Cuamman. I do not either, but at least you think it is worthy 
of some consideration ? 

Mr. Woop. Yes. But if you are going to have the right of free 
speech protected, it makes it a very difficult thing if they are telling 
the truth. 

The Carman. Yes. 

Do you think the company that is giving away the uranium shares, 


Rossler Furniture Co. should be required to register with the SEC as 
a dealer in securities? 


Mr. Woop. No, I do not see how you could. 

The Cuarrman. We had a similar case, somewhat similar, although 
in this case the local company sought permission. This was George’s 
Radio and Television Co. It sought to advertise in newspapers and 
on the radio that a specified amount of stock in a uranium company 
would be given to persons who purchased electric appliances. The 
Commission ruled in a letter of December 10 that if they did this 
they would have to become a dealer. 

Mr. Woop. We have no one in our association who does not:receive 
from someone else the right to profit. And it is only by distributing 
at a profit—the opportunity created by becoming a member of 
NASD —that we had any control over the member. 
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The CuatkmMan. Well, do you not think the giving away of stock 
as a part of the selling of furniture falls within that same ¢ ategory ¢ 
They are not giving ‘that away 

Mr. Woop. They are not giving it away. 


The Cuamman. Because of any charitable motive, are they ? 


Mr. Woop. No. 


The CuatrMan. Apparently every business has a little different 
way of distzibuting. 
Mr. Woop. That i 9 right. 


The CHatrman. I do not wish to bore you with these, but I think 
they are interesting for the record. In this Continental Uranium 
Co., the promoters got approximately 90 percent of the stock, or 
4,478,500 shares. ‘The public got 10 percent of the stock, or 500,000 
shares. The underwriters got 22,500 shares. Those are rather inter- 
esting figures. The public put in $1,250,000 for their 500,000 shares 
The promoters put in $1,000 for 675,000 shares, shortly before the 
public issue. The underwriters received $187,500 in cash and 22,500 
shares for $2,250. There have been a number of those cases. 

Don’t you think we should try to do something about that ? 

Mr. Woop. I wish you would. We don’t like it. 


rr 


The Cuarrman. Can you give us any suggestions of what you think 
might be done. 


Mr. Woop. Well, I haven’t any, Mr. Chairman. 

The Cuairman. I think I will put in the record at this point an 
editorial comment from the Washington Post, entitled “Wallpaper 
shares,” along this same line, so that our record may be more complete. 

(The editorial referred to follows :) 


WALLPAPER SHARES 


The continued boom on the stock market has helped make the job of salesmen 
for penny uranium shares and for some other highly speculative issues much 
easier than it should be. The get-rich-quick fever is spreading fast, for what 
would be nicer than to make a million by getting in on the ground floor in 
atomic development? But some of these new issues are traps for the unwary 
and are barely inside the law. 

The Securities and Exchange Commission has put out dry press releases ex- 
posing some of the issues for the poor investments that they are. The SEC 
should consider asserting its authority much more affirmatively. It says that it 
can do no more than examine a proposed issue to make sure that it conforms 
with the law. Perhaps so. But the Commission might at least explain the prob- 
lem so the general public can understand the dubious practices employed and 
distinguish between fly-by-night operators and honest brokers. Some conserva- 
tive and well organized companies are seeking honest profits in uranium ex- 
ploration. But the potential buyer had better read the fine print pretty care- 
fully before he plunges over his head on stocks that have nothing behind them 
but somebody’s promise. He should determine, for example, whether the pro- 
moters have able geologists and economists on their staffs and whether they 
have operations in being. 

One recent prospectus which drew the attention of the SEC disclosed that 
the public would put up 88 percent of the capital for 26 percent of the stock 
issued. The SEC called attention to this fact in its press release, but since no 
violation of the law was involved in such smart practice the SEC did not 
openly condemn it. The informed buyer would never fall for such an issue, 
but many a person with a few dollars to spare bought this watered stock with- 
out reading the fine print. In this instance and others like it, many shares are 
issued to promoters who put up little or no capital. If a person wishes to gam-. 
ble he may do so on these speculative shares with as much confidence as he 
would in betting on the horses. The person who wants to invest—and there are 
many stock market opportunities for the serious investor—should do a lot of 
investigating before he writes his check. 
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The CHarrMan. Here is another one—Pioneer Uranium—and this 
is the offering circular. Salt Lake City is the home of the underwriter. 
In this circular, as you say, it indicates this, and yet they seem to sell 
them. If this offering is sold, the promotors will own 6214 percent 
of the stock which will have cost them only a nominal amount and the 
public will own 3714 percent for which they will have paid $280,000. 

Mr. Woop. There is one aspect of that, too, that is even worse than 
you have indicated, and that is very often there is simply an intent 
or a purpose to sell by the underwriter and you do not know at all 
that the company itself, if it is any good, is going to get the money 
for which this prospectus is the offering. I believe the SEC is at- 
tempting to tighten up on that. 

The CHarrMan. Here is an interesting case, too—a little variation. 
I think I had better leave the name of the company out. It is a 
very well-known name, but maybe I should not embarrass them, be- 
cause I do not think they finally did it. But they proposed to do it. 
It was understood that the X company would purchase 1 million 
shares of 1 cent par common stock of the new company for 5 cents 
a share or a total of $50,000, and would advertise an offer of one share 
of stock with each jar or tube of the X company product purchased. 
The costs of handling the stock registration to be paid—stated to be 
approximately 10 cents a share—on a nationwide scale. I think that 
is a terrible thing for the securities business. 

Mr. Woon. Of course it is, yes. And even though when you come to 
the dollar amount, the total dollar amount in relationship to all the 
securities which are handled during the year, it is a very nominal 
amount percentagewise, it is a terrific thing for us to have happening. 

The CHarrMan. I agree with you. I think it is very difficult. I 
am sure it is embarrassing to your legitimate dealers. 

Mr. Woop. Very. 

The Cuamman. I was suggesting that something should be done 
only in the spirit of being helpful to the legimate dealers. I was 
not trying to penalize-you or anyone else. I suppose this is compar- 
able to the early days of the oil stocks, is it not? They did much the 
same thing. 

Mr. Woop. I would imagine so. I do not know. 

The Cuarmman. I recognize the junior Senator from New York. 

Senator Lenman. Mr. Wood, I know of your organization, have 
known it for a great many years. I think them, like the formal ex- 
changes, are serving a very useful purpose. I believe that although 
undoubtedly there are abuses, on the whole it is a well-run concern. 
Certainly the intent of the board of directors and the officers is thor- 
oughly good. 

But there are certain things I would like to ask you about. 

In trading unlisted securities, before it is permitted by your organi- 
zation or association to be handled by dealers, is there any limitation, 
as there is on exchanges, with regard to the capitalization or the num- 
ber of stockholders? 

Mr. Woop. No, not at all, sir. We would have anything from a lit- 
tle local stock in a small town there; there might be only 15 or 20 stock- 
holders and a small $100,000 company, up to the biggest situation. It 
is all inclusive. 
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Senator Lenman. Is there any attempt made to limit the spread 
between the bid price and the offering price, or is that left entirely 
to the discretion of the broker or the owner of the securities ? 

Mr. Woop. We have what we call the 5-percent policy. And when 
our examiners go to look over the books of any one of our members, if 
there are any transactions which show over a 5-percent profit, we ask 
the dealer who is being examined to justify that profit. 

Senator Lenman. I do not quite understand what you mean by a 5 
percent profit. Profit to whom ? 

Mr. Woop. For example, suppose that I buy a local limited market 
industrial stock in St. Paul, and the bid price of that stock is $15 a 
share. The limit of profit which I could take without having to 
justify it to our association examiners when they came in would be 
$15.75 a share. As a matter of fact, we handle most of the securities 
among our members at much less than 5 percent. But that is to con- 
trol against exorbitant profits. 

Senator LenMan. Is that the profit to the broker? 

Mr. Woop. That is the profit to the broker. Now, of course in that 
case, Senator, almost every transaction of that kind is a principal trans- 
action. On an agency basis, our commissions are just about the same 
as the stock exchange. 

Senator Lenman. I pointed out yesterday that I thought one of 
the unfortunate situations, even on the exchanges, is in a few stocks, 
not a great many, there was a very great spread between the bid and 
the offering price. I quoted New York & Harlem Railroad, for in- 
stance, where I think there was a spread of $75 or $80 a share. And 
the result is that if there was a transaction of 100 shares, there might 
be a variation of 40 or 50 points from the previous sale. I think it 
is unfortunate that that should be the case. I think there should be no 
trading unless there is a sufficient supply in the hands of the public 
to make a fair distribution. 

Now, in the case of your organization, is there anything to stop a 
stock being quoted 100 bid, 150 offered ? 

Mr. Woop. Yes. Any attempt to have such a spread published 
would result in careful scrutiny and check by our quotations com- 
mittees. On our quotations, we have some 1,500 which are daily in 
about 100 different papers. Then we have 1,200 other quotations 
on unlisted securities that go in at least once a week, less active stocks. 
Then we have also in the various regions throughout the country—sa 
in St. Paul, Minn., we have about 40 of those stocks which are quoted, 
which are in addition to these 2,700 stocks that are quoted on pretty 
much a national basis. 

What our quotation committees do—to simplify it a little bit, but 
intrinsically it is right—we only quote the stocks when we find that 
there are several dealers who are prepared to pay a particular price, 
and we establish the bid at that level. Then we say, “At what price 
are you prepared to sell the stock?” And that becomes our ask price. 

Now, that spread, as you see it in the Wall Street Journal on any 
particular day, for example, may be over 5 percent. But all you 
know is, as the legend says over our quotations, this is simply the area 
within which stocks can be bought and sold. And then we see to it’ 
that those oe are 5 percent or less. 

Senator Lenman. I can see how the profit can be limited in the case 
of dealers. But do I understand, for instance, that a company might 
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have 50,000 shares outstanding, but only 1,000 shares in the hands 
of the public, the other 49,000 being i in the hands of 1 or 2 individuals? 

Mr. Woop. Yes. 

Senator Leuman. Would that be permitted under your rules? 
Would you permit trading in that stock ? 

Mr. Woop. Oh, yes. And of course we think we have a very dis- 
tinct function, and a constructive function there. Suppose, for ex- 
ample, that a small company with a limited number of stockholders 
wants to make a broader market for its stock. I’ve got one particular 
company in mind in St. Paul. They had about 60 stockholders. 
They came to three of us dealers in the Twin Cities about 5 years ago 
and said “We want to broaden the market. We can get stock for you 
over a period of time from women who are the daughters of the 
original founders of this firm. We would like to have you peddle it 
out over a period of time at a reasonably fair price.” And over a 
period of years, we have built that up from about 100 stockholders 
to about 700 stockholders. 

Just the other day I had a request from the little town of Fairmont, 
Minn., which has about 5,000 population. There is a small industry 
which wants to broaden its base from about 10 stockholders to 50, 

Now, we think we are doing a good job in doing that sort of thing. 
And that could be multiplied hundreds of times, instances throughout 
the country, in the course of a year. 

Senator Leuman. In the case of the organized exchanges, they not 
only require—certainly I am accurate when I make this statement in 
the case of the Chicago Stock Exchange and the San Francisco Stock 
Exchange—a certain number of shares of capitalization, but, what I 
considered at least as important, an adequate number of shares in the 
hands of the public, so that it is not so easy to manipulate. 

Mr. Woop. I think that is right. 

Senator Lenman. If out of an issue of 10,000 or 3 million shares, 
only a trifling amount is in the hands of the public, it is a very 
easy thing obv. iously to manipulate the stock and to bring about abso- 
lutely fictitious quotations. I think that is accurate, is it not? 

Mr. Woop. Yes. 

Senator Lenman. I was wondering whether you did anything to 
stop that. 

Mr. Woop. Of course, as we examine, we see what the transactions 
are of our dealer, and we would catch manipulation if there were 
manipulation. I was checking just yesterday, anticipating just such 
a question. And we have never had a case in our unlisted markets 
of manipulation. 

Senator Lenman. One more question. I think I am accurate about 
this. I believe that in every case where there is a new flotation or an 
underwriting involving more than a certain number of shares or a 
certain value, permission has to be sought and obtained from the 
SEC—I am talking now about listed stocks. I think that if Company 
X wishes to issue “300.000 shares or shares of a value of $300,000— 
and my figures may not be accurate—they have got to get authority 
from the SE C, and the SEC lays down certain conditions with regard 
to the charges for the flotation, in other words, the underwriting 
profit charges and similar conditions. I think I am accurate in 
that. 
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Mr. Woop. I am wondering if you are referring to what we call 
registration A, which is that any issue under $300,000-——— 

Senator Lenman. Yes. 

Mr. Woop. Well, I don’t think they control the profit, but you do 
have to file a statement. 

Senator Lenman. That is true. But they do make certain condi- 
tions with regard to the underwriting fee that can be charged. I 
am quite sure that I am right—that if the underwriters wanted to 
charge 10 percent 

Mr. Woop. This is listed stock. 

Senator Lenman. What? 

Mr. Woop. This is on listed stocks. 

Senator Lenman. Listed stocks. 

Mr. Woop. I am not familiar with that. 

Senator Leuman. They would not be permitted to do that. My 
understanding is that on every one of the underwritings beyond a 
certain amount, there is definitely placed a limitation with regard 
to the underwriting charges. 

Mr. Woop. I do not know. 

Senator Lenman. You testified, if I understood you correctly, that 
your organization, or the members of your organization, are respon- 
sible for a number of new flotations or underwriting with regard to 
unlisted securities. I am wondering why the same procedure could 
not be followed in the case of unlisted securities as in the case of 
listed securities. 

Mr. Woop. But I do not know of any control of profit on an under- 
writing by the SEC. I know that the State commissions do it. Ssome 
of the State securities commission will say, “We will not permit 
you to offer any security beyond a certain maximum profit.” But 
[ am not familiar with the SEC ever limiting a profit, on an under- 
standing which is fully disclosed. 

Senator Leuman. There are certainly conditions laid down, par- 
ticularly now that they have done away with the preemptive right 
with regard to the issues of new securities. The SEC, I believe, lays 
down definite rules with regard to the manner of the offering and 
notice that has to be given to stockholders, the fee that can be charged 
as an underwriting compensation, things of that sort. 

I wonder whether it can be done in respect of unlisted securities, 
as it is in listed securities, when these are new securities, or the flota- 
tion of additional securities. 

Mr. Woop. I am not familiar with the situation on the listed. Of 
course, our whole position is we think that full disclosure on anything 
that we do in the matter of floating any security is a sound premise. 

Senator Lenman. You have testified that your organization is 
composed of several thousand members. 

Mr. Woop. Yes. 

Senator Lenman. They represent either firms or individuals, many 
of them members of the New York Stock Exchange, of the Midwest 
Stock Exchange, or the San Francisco Stock Exchange. And that 
you have authority to examine their books. And that you lay down 
rules and regulations which have to be followed, and if they are not - 
followed, you can take punitive action. 

Mr. Woop. That is right. 
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Senator Leuman. To what extent have you taken punitive action? 

The CuHarrman. May I say to the Senator, he put in the record all 
of his cases of disciplinary action. 

Senator Leuman. I was not here when that was done, so I will not 
press that point. I have no more questions. 

The Cuarrman. Are there any controls or restrictions on trading 
over the counter—the officers of your organization trading over the 
counter ¢ 

Mr. Woop. No. Of course, every one of us, save the paid staff, are 


all on a voluntary nonsalary basis. We are just a voluntary organ- 
ization. 


The Cuamman. You are all active dealers. 
Mr. Woop. That is right. 
The Carman. In contrast to the president of the New York Stock 


Exchange, who is not a member and never was a broker, I believe, or 
a dealer. 


Mr. Woop. Yes, sir. 


The Cuatrman. I understood you to say you police or check up on 


the application of what you call the 5-percent philosophy, is that 
correct ? 


Mr. Woop. Yes, sir. 

The Cuarrman. That being so, how is it that these dealers in ura- 
nium stocks charge 25 percent ? 

Mr. Woop. Those are original underwritings, and our 5 percent 


policy does not apply to the underwriting profit which is stated in 
the povepettee 


The Cuarrman. You have no limit on it? 

Mr. Woop. We have no control on that at all. 

The Cnarmman. Could you have if you sought to? 

Mr. Woon. No. That 3 is a matter of negotiation on an underwrit- 
ing between the underwriter and the proposed borrower. And that 
does not come under our 5-percent policy at all. 

The Carman. I understand it does not come under your present 

5-percent rule. What I am asking is could not your association, if it 
is so desired, adopt a rule or philosophy, as you call it, limiting the 
extent of the underwriters’ fee ? 

Mr. Woop. I suppose it could be done. But after all, there is a 
little bit different function in that, because in the underwriting you 
are taking a liability on a new, unseasoned issue in substantial 
amounts, and you are entitled to more profit in many cases than 5 
percent. In other cases, of course it is much less than 5 percent. 

The Cuatrman. I am still speaking of these uranium stocks. The 
uraniums are a little less than unseasoned. They look like deliberate 
plans to entrap people and cheat them, to me. Does it not look that 
way to you? 

Mr. Woop. I cannot answer that. Yes, I do—of course, I agree 
100 percent with you. The only thing is, I don’t know, Mr. Chair- 
man, whether the SEC would have any authority to control the price 
or whether we could do so. 

The Cuarrman. I am asking about the NASD. Is there anything 
to prevent you from developing a philosophy with regard to these 
underwriters’ fees in uranium stocks in the same manner that you 
developed a 5-percent philosophy ? 
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Mr. Woop. I do not know. I do not know whether we could do 
it or not. I frankly do not know. I wish we could, because I think 
the question is more fundamental than the matter of profit. It is: 
Could you eliminate most of them completely, refusing to register 
them ? 

The CuarrMan. Well, how do you eliminate the otlrer malpractices ? 
[t is by disciplining your members, expelling them. 

Mr. Woop. That is right. 

The CuarrMAN. You could expel these people floating these uranium 
stocks if it violated your philosophy, could you not ? 

Mr. Woop. Well 

The Cuarrman. Assuming you develop such a philosophy. 

Mr. Woop. Of course, when you come to the question of whether 
these uranium stocks are worthless or not, if the prospectus itself 
says this is a worthless security but we will sell it to you for a dime 
a share, we would have no legal right to withhold that public offering. 
As I understand it, the SEC would not either. 

The Cuarrman. You have no right, then, under the Maloney Act, 
which authorizes your creation, to adopt a philosophy which you 
would impose by the same kind of disciplinary action that your mem- 
bers Sone not foist worthless, really worthless securities, upon the 
yublie. 
. Mr. Woop. I don’t think we have that legal right. 

The CuatrMan. You could not do that. 

Mr. Woop. I do not know. I would have to ask counsel on that, 
Senator. 

The Cuarrman. Well, then, you would say that one could not say 
that it is unethical to sell these uranium stocks to the public, then, 
under your standards. 

Mr. Woop. No, I would not, because I would say that the average 
dealer would feel that to sell a stock of that type was unethical and 
a disservice to his customer. But that is a matter of ethical judg- 
ment. And if a man—— 

The Cuarmman. I am unable to distinguish between that case and 
the case that you have already mentioned—that when a dealer, taking 
advantage of his client, charges 25 percent, as in the Hughes case— 
you are familiar with the Charles Hughes case, are you not? 

Mr. Woop. No. 

The Cuatrman. It was a case which I thought set an important 
precedent in your business, when the court held that 25 percent was an 
unreasonable markup for an unlisted security, that it was so far above 
the market that even under the common law that was an uncon- 
scionable thing to do, and it amounted to fraud, is about what he said. 
I thought it was as a result of that case that your organization 
adopted the 5-percent philosophy. 

Mr. Woop. I was not aware of that at all. It may be. 

The CuammMan. This case was first applied by the courts to dealers 
in securities in 1948. The case is Charles Hughes and Co. v. Securities 
and Exchange Commission. This is the citation: 139 Federal 2d 434. 
That is a very interesting case. Judge Clark was speaking for the 
Court of Appeals. I think it would be interesting, if you never heard 
of this case, to read you just a paragraph: 


An over-the-counter firm which actively solicits customers and then sells them 
securities at prices as far above the market as were those which petitioner 
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charged here, must be deemed to commit a fraud. It holds itself out as competent 
to advise on the premise and it should disclose the market price if sales are to be 
made substantially above that level. Even considering petitioner as a principal 
in a Simple vendor-purchaser transaction, it was still under a special duty in 
view of its expert knowledge * * * not to take advantage of its customer's 
ignorance of market conditions. The key to the success of all petitioner’s dealings 
was the confidence jn itself which it manages to instill in the customers. Once 
that confidence was established, the failure to reveal the markup pocketed by 
the firm was both an omission to state a material fact and a fraudulent device. 
if nothing was said about market price, the natural implication in the untutored 
minds of the purchasers was that the price asked was close to the market. The 
law of fraud knows no difference between express representation on the one 
hand and implied misrepresentation or concealment on the other. The essentia! 
objective of securities legislation is to protect those who do not know market 
conditions from the overreachings of those who do. Such protection will mean 
little if it stops short of the point of ultimate consequence, namely, the price 
charged for the securities. Indeed, it is the purpose of all legislation for the 
prevention of fraud in the case of securities to preclude the sale of securities 
which are in fact worthless or worth substantially less than the asking price. 
(People v. Federated Radio Corp., 244 New York.) If after several years of 
experience under this highly publicized legislation we should find that the 
public cannot rely upon a commission licensed broker not to charge unsuspecting 
investors 25 percent more than the market precisely ascertainable by insiders, 
we should leave such legislation litthe more than a snare and delusion. 

I would say that Court would think you have, under existing legisla- 
tion, authority to do something about the grosser cases illustrated by 
these uranium cases. 

Mr. Woop. Of course, the difference is this, Senator. On the 
uranium cases, those are all disclosed. They are disclosed in the 
prospectus, disclosed margins of profit. Now, where you have a case 
not in new issues—in every new issue the profit is disclosed. But on 
an old issues, where the profit is not disclosed, there is where our policy 
comes in and it cannot be over 5 percent except in special cases. 

Now, we have had, in the last year or two, cases of worse than 
25 percent, in which we have kicked the people out of the business, 

The Cuatrman. Well, then, I do not understand your previous 
answers. On what grounds did you kick them out? 

Mr. Woop. We kicked them out because of an excessive profit. But 
this case was not a new issue in which automatically there is a 
disclosed profit. 

The Cuatrman. Do you think that to all the customers that purchase 
these uranium stocks, the dealer calls the attention of the purchaser 
to the statements that this is worthless stock ? 

Mr. Woop. I do not know. But it is there in the prospectus which 
under the law he has to present to the customer. 

The Cruatrman. Do you think he really does present it to the 
customer ¢ 

Mr. Woop. Well, I think the type of person who sells that type of 
ur anium stock is very apt not to. 

The Cuamman. That is what I would think, very likely. 

Mr. Woop. But I misunderstood you in the case you are talking 
about, because in every case of uranium stocks, you have got a re- 
vealed profit. And therefore we have no control over it at all. We 
do have control where the profit is not revealed and it is an excessive 
profit. And of course a case like this is where your 5-percent policy 
came from, of course. IT am not familiar with that case, but there is 
where it comes from, from the abuses there were in the business. 
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Senator Leuman. May I ask this question along these lines? Sup- 
posing dealer X buys 100,000 shares of stock, whether it is uranium 
or anything else, at 50 cents, as part of a new issue. What price can 
he sell at to the public ? 

Mr. Woop. Whatever price he has registered that with the SEC. 

Senator LenmMan. No. But if it is only 100,000 shares at 50 cents 
a share, it would not be necessary to register with the SEC. 

Mr. Woop. He has to file with the SEC. 

Senator Lenman. What price can he sell it to the public at? 

Mr. Woop. Any price he wants to. 

Senator Lenman. Any price? 

Mr. Woop. But it has to be a disclosed price. 

Senator Lenman. Disclosed in the prospectus. 

Mr. Woop. Yes. 

Senator Lenmwan. Or the offering. 

Mr. Woop. Yes. 

Senator Lenman. That is the case of a new issue. 

Mr. Woop. That is right. 

Senator Lenman. Now, in the case of an old issue. 

Mr. Woop. In the case of an old issue, he would represent to his 
customer, if he was an honest dealer, that that is the market price 
which includes a fair profit to himself. Our examiners would come 
in, and if it was an unfair profit of over 5 percent, we would get after 
him—®5 percent or less. 

Senator Leuman. Does he have to show in the case of an issue which 
is bought directly from the company the amount that goes into the 
treasury of the company, the amount that might go to the insiders? 

Mr. Woon. This is on a new issue? Yes, he would have to. 

Senator Lenman. If the amount is less than $50,000, the offering is 
less than $50,000, is any circular necessary or can he just handle that 
as he sees fit? 

Mr. Woop. I frankly do not know, Senator Lehman. 

Senator Lenaran. I think that is a very important point you are 
developing, Senator, because it seems to me there is no limit. 

The Cuarrman. Apparently there is not. These are two other 
cases that we took from the file. I want to read them just for the 
record. You probably are not familiar with them. 

In one case that we have data on, the company sold $300,000 worth 
of stock to the public at 5 cents a share, paid the underwriter $75,000 
as commission, plus $10,000 for expenses and received only $215,000. 
For this the public will get 6 million shares, the promoter will get 114 
million shares, and options on an additional 800,000 shares are given 
to the directors. The directors in this particular ease not only got 
those options for nothing, but they also got an additional 800, 000 
shares at 5 cents a share, that is, an option to purchase. 

We have the prospectus on a similar case, in which a little less than 
$300,000 was raised by selling 2 million shares to the public at 15 cents 
a share. Of this, the underwriter got $75,000 for selling the stocks, 
$25,000 for expenses, and $50,000 for printing, mailing, travel, legal, 
and advertising expenses. In this e: ase, the company would receive 
about one-half of the money paid by the public. The chief beneficiary 
in this case was likewise the underwriter. 

There is case after case in these uranium stocks of that character. 
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As I understand it, in your previous statement, the over-the-counter 
market is a cash market and brokers and dealers may not extend credit. 

Mr. Woop. That is right. 

The Cuarrman. Why is that? Why do you think they made a dis 
tinction between over-the-counter and listed securities? 

Mr. Woop. I frankly do not know. 

The Cuamman. You have no explanation. 

Mr. Woop. No, I have not. 

The Cuarrman. On the other hand, as I understand it, banks may 
lend an unlimited amount on over-the-counter securities but may not 
lend more than the margin rate on listed securities. 

Mr. Woop. That is right. They are under what is called regulation 
U, as we are under regulation T. 

The Catan, It seems to me an anomalous situation. Do you 
have any explanation for it, any justification for it? 

Mr. Woop. No, I have not. I do not know why it is done. 

The Cuarman. Would you venture any suggestion to the com 
mittee that maybe it should be changed in any respect ? 

Mr. Woop. No, I do not know. 

The CuarrMan. It seems a very curious thing to me. I wondered 
if there was any reason among those who know about these things for 
such a distinction. 

Mr. Woop. No, I do not know. 

The CHarrmMan. Do you have any difficulty with Canadian secu 
rities being sold in this country ? 

Mr. Woop. No. But it is one of the things, again, that we are 
acutely aware of—that there are a lot of Canadian securities offered 
by mail, sucker lists, people buy them. We have no control over it. 
I know the SEC is working on it and our office has been working with 
them. 

The Cuarmman. Do you supervise or police the activities of your 
members that deal in Canadian securities ? 

Mr. Woop. Do we do what? 

The Cuatrman. Do you pay any special attention or supervision 
with regard to Canadian securities handled by your dealers? Mem- 
bers of your association. 

Mr. Woop. I think simply the same as we do on any other security. 
We just watch what the profit margin is. Lf we found a dealer selling 
a highly speculative security to an improper type of customer, a 
person who could not buy that sort of thing, we would get after him. 

The Cuatrman. When a customer opens an account with any of 
your members, do they sign customarily or often sign powers of 
attorney giving the broker unlimited discretion over the account ? 

Mr. Woop. I cannot answer for the industry. From my personal 
knowledge of a good many dealers, no. 

The CHarrman. That is not a common occurrence? 

Mr. Woon. No. 

The CuHatrman. Would you say that it is not sufficiently common 
that it could constitute an abuse, or does it warrant any attention or 
concern by the committee? ‘ 

Mr. Woop. I think it is a case in which our examiners or the SEC 
examiners or those of the State commissions that came in to see us 
would look at it very, very critically. 
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The CHarrMAN. You mentioned earlier in your statement a practice 
you called churning. 
’ Mr. Woop. Yes. 

The Cuatrman. I thought that might be as a result of a decision 
to buy and sell in an account without calling the transaction to the 
individual’s attention each time. 

Mr. Woop. No; it is not that simple. I mean you do not have a 
completely discretionary account. There are cases where we have 
seen them. But they are accounts who have put themselves in a posi- 
tion of trust with our member. The customer follows pretty blindly, 
too blindly, of course, the recommendation of the sales representative, 
and he permits himself to be traded in and out for some nominal 
profit, for some particular reason, for the benefit of the commission 
profit and not of the customer himself. It is a relationship of trust 
that is being violated, and that is why we watch it. 

The Cuamman. You do watch that. 

Mr. Woop. We watch it. It is one of the things we watch most 
critically. 

The CuatrMan. Are you familiar with the case called the SEC 
versus Norris & Hirschberg, which is the case concerning a discre- 
tionary account, in churning? 

Mr. Woop. I just know the name. I do not remember it. I know 
we have expelled a member for churning. 

The CHamrMan. You have. 

Mr. Woop. Yes; we have. 

The CHatrMan. Have you had many cases of that? 

Mr. Woop. Not in my experience. We have had 3 or 4. I can 
remember one, too, in which we examined him pretty critically and 
we gave a warning. The churning had created a substantial profit 
for the account as well as for the house. But there have not been 
many cases. 

Senator Leuman. I ought to know this, but is there a State securi- 
ties commission in New York? 

Mr. Woop. I do not know, sir. 

Senator Leaman. You have referred to State commissions several 
times. 

Mr. Woop. I am informed there is none in New York State. 

Senator Lenman. Yet a great part of the trading takes place in 
New York State. 

Mr. Woop. Yes. 

Senator Lenman. I gathered from your earlier testimony there was 
some State supervision with regard to the sale of securities. Outside 
of the attorney general’s office, the justice department of the State, 
I do not know of any supervision that would come from that State. 

Mr. Woop. There are in a great many States a securities commission. 

Senator Leuman. But none in New York. 

Mr. Woop. None in New York. 

Senator Lenman. And the greater part of the dealing or a great 
part of the dealing takes place in New York. 

Mr. Woop. Yes, that is right. 

The Cuamman. Mr. Wood, do you think that the regulation A 
exemption should be available ‘to these uranium companies, or should 
it be withdrawn and they be made subject to full registration ? 
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Mr. Woop. I would be for anything, however drastic, that would 
control them. 

The CHarMan. | am asking you—do you think that would have 
a beneficial effect? I do not know anything about this business. 

Mr. Woop. Yes, I do. 

The CuarrmMan. You thing it would. 

Mr. Woop. Yes. 

The CuarrMan. So that that might be a way to improve the situa- 
tion, by withdrawing the exemption. I am handed a note that in the 

‘ase I mentioned of Norris & Hirse hberg, all of the funds of the custo- 
mer were completely used up in commissions. Does that happen very 
often, do you think ? 

Mr. Woop. I don’t know that it does. We have had some cases of 
very substantial losses. We have also had cases in which we have 
been able to get substantial restitution to the customers. Mr. Stolle, 
who was our chairman 2 years ago, was the district chairman in New 
York, says that statement is not true. 

Mr. Sroitie. Not to the extent you indicated, sir. 

The Cuairman. You said earlier, I believe, in response to the 
Senator from New York’s question, that there had been no cases of 
manipulation, I believe, in your organization. 

Mr. Woop. That is right. We have had no record of it at all. 

The Cuatrman. I wonder if that could be because under the prac- 
tices with regard to setting prices in unlisted securities, you could not 
have manipulation. It is a matter of bargaining, negotiation, in each 
sale in any case. 

Mr. Woop. That is right. 

The Cuarrman. Perhaps the concept of manipulation and the way 
you operate are mutually exclusive, is that true? 

Mr. Woop. I think manipulation might be possible, but we do not 
think it has occurred. 

The Cuatrman. This statement interested me. I think it may be 
pertinent to that. This is from a forthcoming book on the stock 
market. And this is in the section devoted to the over-the-counter 
market. It is talking about the spreads. 

By the way, before I get into that, what is the explanation of the 
difference between the quoted prices on the pink sheets and as pub- 
lished in the paper? ‘They seem to be different. 

Mr. Woop. As I understand it, what our offices do, our paid staffs 
in two of our oflices—the rest are done by local committees—is three 
dealers at least are contacted to find out what the bids are, and those 
are the bids that we use in our sheets. Now, you will find in all your 
national quote sheets, I have them here for March 4, variations in the 
bid prices which different dealers will pay for an ‘unlisted security. 
And it may be a matter of timing, different days, as these things are 
sent in, or it may be that one dealer thinks he might be able to buy 
stock cheaper than was indicated in the bid. There is a variation. 

The Cuairman. I did not make myself clear. The National Quota- 
tion Co. issues its pink sheets every day, do they not? 

Mr. Woop. Yes, every day. 

The Cuamman. What I wonder about is the difference between 
what the pink sheets carry as the quotation and what is published in 
the Wall Street Journal, for example. I understand they are not the 
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same. Why is there a difference? Why is not the same figure in the 
pink sheets given to the newspaper ? 

Mr. Woop. Of course, in the case of the pink sheets, very often you 
have got the wholesale pr ice to the dealer as against the ret tail price to 
the customer. For example, if I have a stock for which I am willing 
to pay 15 and several other dealers are in our market, we will show 
i the quote sheets a price that we will pay a bid of 15. We are pre- 

pared to sell that stock to another dealer who may wish to buy it at 
the wholesale price of 1514, where to a customer we would make a 

narket of 1514. That is what is called the inside wholesale market. 
So you have a market to the public of 1514, and you have an inside 
market, dealer to dealer, of 1514. In other words, you are permitting 
a dealer to make a profit on a market which you are the primary bidder 
for. 

The Cuarrman, I understand a dealer has to have a profit to do busi- 
ness. Why would it not be a little clearer to designate the published 
price as the retail price? Say this is the retail quote—so that every- 
body understands it. Someone asked me this very question the other 
day, to be sure and ask you this question. 

Mr. Woop. Well, the National Quotation sheets are a dealer service. 
They are a wholesale service. They are not service to the retail public. 
I guess it is 2,000 dealers subscribe for it daily. And that is what is 
our contact dealer-to-dealer as to price. It is not the public price. It 
is the wholesale price. 

The Cuarrman. Then the price, if I am correct, published in the 
paper is what you would designate the retail quote for use by the 
public. 

Mr. Woon. That is right. 

Senator Lenman. What do you do about preventing wash sales? 

Mr. Woop. I do not know that it has ever come up. 

Senator Lenman. May I pursue that for a minute. 

The Cuarman. Could I ask him just this. Can a broker-dealer 
continue to do business if he is expelled from the NASD for one of 
these violations ¢ 

Mr. Woop. No; he has to be reinstated. 

The Cuatrman. I said can he continue to do business as a dealer? 

Mr. Woop. After he has been expelled? 

The Carman. From your association. 

Mr. Woop. He can do business, but. he cannot deal with any member 
of the NASD, which to me is the same as he is out of business. 

The Cuarrman. As a matter of fact, there are some who do business 
without being members of your organization. 

Mr. Woop. That is right. 

The Cuatmrman. The penalty is simply lack of prestige and stand- 
ing for not being a member of your organization; is it not? 

Mr. Woop. That is right. 

The Cuarrman. Under the law, there is no legal prohibition to his 
continuing to be a broker. 

Mr. Woop. Except that none of us in our association can have any- 
thing to do with him. 

The Cuarrman. I recognize the Senator from New York. 

Senator Lenman. I would not ask these questions if it were not for 
the fact that you have testified that there is no limitation, no condition 
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imposed with regard to the amount of stock that is in the hands of the 
general public. 

What is to prevent or stop wash sales; for a stock to be quoted $50 

a share bid and $60 offered, when there is a very small supply avail- 
able, to buy from a complacent individual the 100 shares that were 
offered at $60, thus establishing a price of $60. Then the next day, 
a week later, when the price was quoted at $60 a share bid, offered 2 at 
$70, to buy the 100 shares at $70, thus establishing, so far as the public 
knows, a price of $70, and repeat that until the price got up to a very 
substantially higher level, and then unload on the public who had 
been led to believe that the real value of the stock was not $40 or $50 
a share, but maybe $100 or $150 a share. 

That is just exactly what happened, in my memory, in connection 
with the Stutz Co. This probably was before your association was 
even organized. I think it was in the unlisted department of the 
curb. They did that very thing. They did not get away with it, be- 

cause the bubble burst. But a lot of people lost their money. I was 
wondering what steps you had taken to prevent a thing of that sort. 

Mr. Woop. Well, the only safeguard we have against that, of course ; 
is the public print of what our National Association of Securities 
Dealers knows to be the fair market. We check our own quotations. 
[ do not know what could prevent a dealer from gradually accumu- 
lating unlisted stock over a period of time and driving the market up. 
He would be acting as principal, of course, in that transaction. 

Senator Leuman. But that would not be a bona fide transaction. 
That would be a transaction either with himself or with somebody in 
complicity with him. 

Mr. Woop. Yes. 

Senator Lenman. That is not a bona fide sale. 

Mr. Woop. That is the sort of thing we would look out for, Senator. 

Senator Lenman. What steps are you taking for that? I mention 
that because I have felt from the start that one of the great functions 
that this committee has is to prevent, or at least reduce to a minimum, 
the opportunities for rigging the market, or manipulation. I think 
a great deal has already been done to bring that about, but I do not 
think by any means we are on a clean sheet as yet. I think the oppor- 
tunities for that sort of thing are much greater in the unlisted secu- 
rities than on the securities that are dealt in on the stock exchange, 
where everything must be a recorded transaction and they have strict 
rules, which I believe are enforced, against wash sales or match sales. 

That is all. 

The Cuarrman. Mr. Wood, are there any restrictions on insiders 
trading in stocks in unlisted securities—that is members of the—— 

Mr. Woop. No; there are not. 

The CHatrman. None comparable to the restrictions on the other. 

Mr. Woop. No. 

The Cuamman. Do you think there should be? 

Mr. Woop. Well, of course, that brings up your problem of control 
of all corporations. Because, of course, the corporations which are 
listed on the New York Stock Exchange, if they do not choose to 
list, they do not have to reveal anything as to inside transactions. So 
that you would have to make it an all-inclusive regulation of corpora- 
tions in general that there could be inside trading without reporting 
and all that sort of thing. Now, we, as an association, feel, of course. 
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that availability of information is desirable. But we do think there 
is that question of whether you want to put a regulation on all busi- 
ness that those transactions must be reported to the SEC. 

The Cuarrman. What do you think about subjecting all of your 
people to the same regulations as the listed securities? Did you hear 
what the presidents of the San Francisco and Chic ago exchanges said 

yesterday ¢ 
* Mr. Woop. Yes. 

The Cuarrman. If I understood them correctly, they thought that 
the unlisted securities ought to be brought under the same controls 
that they were subjected to. 

Mr. Woop. Yes; they did. 

The CuarrMANn. Do you agree with them ? 

Mr. Woop. I think it is a question for your committee to decide— 
whether you want to sponsor legislation which requires every cor- 
poration to make reports. 

The Cuarrman. Well, we cannot make up our minds unless highly 
skilled, intelligent people like you give us your views. I do not know 
anything about it. Iam asking you, should it be done or not? Ihave 
not the slightest idea whether it should or not. Those two gentlemen 

ay it should. I am only asking you. Surely you have your views 
about it. Ido not know. Tam seeking light in this business. What 
do you think about it? Do you agree w vith them or not ? 

Mr. Woop. Well, I think it is a terrific amount of regulation to im- 
pose upon the business of the country, that they must make reports to 
SEC on every inside transaction. Now, as a practical matter, we 
know in the over-the-counter market, when we are handling the 
securities of a company, we get disclosures from those companies of 
what they are doing in the way of rights to their officers of inside 
transactions. 

The CHarRMAN. You mean you, as the dealer. 

Mr. Woop. That is right. And we are sponsoring the security of 
that corpor ation. 

The CHarrman. Do you not think it is important that the steck- 
holders get it and other people get it, too; that the purchasers, for ex- 
ample, know all about how many options there are or anything else 
done by the insiders, the management ? 

Mr. Woop. Of course, they do get it. 

The Cuarrman. Do they? 

Mr. Woop. Yes; they get it. I am sure they do. All the smaller 
corporations that I know anything about, when they make their annual 
report to the stockholders, whether it is 20 or 100 stockholders, they 
have to reveal what has been done. 

The CHarrman. Do you, as president of your association, have 
available the information about stock options, for example, held by the 
management of the companies that you deal in? 

Mr. Woop. No. But we feel it is available to us. 

The CHarrmMan. The unlisted stocks do not have to make annual 
reports of any kind if they do not want to; do they? 

Mr. Woop. No; but they do. 

The Carman. Do all of them? ; 

Res Woop. Well, I cannot answer that. All I know anything 
about do. . 
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The Cuarrman. If they do, why would it be any particular burden 
of they are subjected to the same restrictions as the others? 

Mr. Woop. Do you want to load the SEC with all that extra work / 

The Cuamman. I don’t know whether I do or not. I am trying 
to find out from you. Am I entitled now to conclude that you do 
not agree with Mr. Kaehler and Mr. Day and you are not for sub- 
jecting them, the unlisted securities, to the same regulations? Is 
that a proper conclusion? I am not clear whether you mean to say 
that or not. 

Mr. Woop. One reaction to it is that I just hate to see that much 
more forced regulation and control on business as a whole. 

The CHarmman. However, they all do make these reports, and the 
only imposition would be on the SEC in receiving them, if I under 
stand you correctly. 

Mr. Woop. And the philosophy of government. 

The CHarrmMan. Well, now, you do not question the philosophy of 
Mr. Day with regard to government. He is no Socialist, is he? 

Mr. Woop. No; of course he is not at all. But he wants the same, 
what he calls competitive advantage, by having the over-the-counter 
market have to an » all the same statements. 

The CHatrman. It was not the philosophy of government in ques- 
tion. It was purely a matter of financial advantage that he was con- 
cerned about. He was not thinking about paternalism or anything 
when he recommended that. I am sure he was not. I would not 
want anything to go out from this hearing that would raise any 
such question about any of our witnesses. 

Mr. Woop. But you are the guardian of Government activity; you 
are the one who has to decide whether the SEC is going to have all 
that extra work, and you are imposing all that extra burden on 
business. 

The Cuatrman. I have not asked the SEC whether they object, or 
not. That will come later. I will ask Mr. Demmler whether or not 
he is willing to undertake that. I do not know. I hope you do not 
think I am advocating this. I do not know whether I will be for 
it or not. I am just seeking light about it. I cannot tell whether 
they should be regulated or not. We have to weigh the harm done 
by their being unregulated, such as the uranium business. I am not 
sure in my own mind how widespread that is. We probably do not 
know yet. It seems very bad. However, it may not be sufficiently 
large to warrant any special action. But I notice in yesterday’s 
paper that they are starting the booming of uranium stocks in New 
York—TI do not mean the city of New York—but with regard to land 
in New York. So I do not know. It may become universal in all 
States that they will start their own uranium stocks. In that case, 
it would certainly warrant some kind of action, would it not ? 

Mr. Woop. Of course, the thing that distresses us, Senator, a great 
deal is this: You take for example the tremendous amount of emphasis 
today on the uranium stocks, the undesirability, all the problems that 
arise. After all, they represent a total, I understand, of $56 million 
last year out of this tremendous submission of new securities. And 
yet the distortion comes that the whole business is honeycombed with 
speculation and unsoundness because of this one particular situation. 
And that is why we are as distressed as you are about it. 
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The Cuatrman. That is right. And that is why it might be worth- 
while, even though it is small, for your protection, that something be 
done about it, to restrain it. 

Mr. Woop. Yes. 

The CHarrman. I do not know whether it is difficult to make that 
decision. I am not prepared to say that it is. It may be just a nui- 
sance that we have to live with. I donot know. 

Mr. Wallace, the staff director, would like to ask a question or two. 

Mr. Wauxace. Mr. Wood, all afternoon we have not gotten an accu- 
rate picture of the kind of companies we are talking about. Could 
you give us about 10 or 12 of the better known companies with stock 
which is traded over the counter ? 

Mr. Woop. I would be very happy to. I have here an issue of the 
Commerc i. and Financial Chronicle for September 1954. They have 
some 6 or 7 pages here of stocks, over-the-counter stocks, which have 
paid dividends for from 10 to 175 years. And just spotting it, you 
will come to California-Oregon Power, California Water, Chase Na- 
tional Bank, St. Paul Fire and Mar hig General Reinsurance Corp., 
First National Bank. 

Mr. Watiace. What are some of the companies other than banks 
and financial institutions ? 

Mr. Woop. Just to run straight down the line here—Jones & Lam- 
son Machine Co., Kansas City Gas & Electric, Kansas-Nebraska 
Natural Gas. 

Mr. Watxace. Those are utilities. Do not the Weyerhauser and 
Anheuser-Busch companies have stock which is traded over the 
counter ¢ 

Mr. Woop. If you take the index of the National Quotation Bureau, 
the stocks they use, they have got Plymouth Cordage, American Hard- 
ware, Dun & Bradstreet, Smith, Kline & French Laboratories, the 
Stanley Works, Ludlow Manufacturing, Anheuser-Busch, Weyer- 
hauser, Crowell-Collier—that type of securities—some of the very 
best in the country. 

Mr. Waxxace. Could you tell me whether the over-the-counter aver- 
ages have gone up to the same degree as the Dow-Jones index? 

Mr. Woop. I have never looked at it. I haven't the least idea. I 
have never looked at it. 

The Carman. You never looked at what? 

Mr. Woop. At either the Dow-Jones or the other, but I do know 
what is happening. 

The CuHarMan. You never noted them ? 

Mr. Woop. I never bothered with them. 

The Caarrman. Why not? 

Mr. Woop. The philosophy that I think practically all of us have 
in the business—and I am talking about the general investment bank- 
ing business—is that what we w ant to sell from day to day is a stock 
of quality; and on the relative basis whether it is for growth or in- 
come. The Dow-Jones averages in my book are an extremely decep- 
tive thing to go by. Take, for example, one day in December. The 
market declined, I think, $9. The next day I looked at the 10 most 
active stocks traded on the New York Stock Exchange—and this was: 
all rehashed in the last few days—but you had 8 or 4 that had gone up 
50 cents, and 3 or 4 that had gone off 50 cents. The only one that had 
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gone off more than $1 was Republic Steel, which was up 20 points or 
so, and it was off $4.50. 

If you are thinking in terms of trying to sell something and buy 
something for a customer, what has the Dow-Jones day-to-day market 
got to do with it? Of course it has valuable statistics; with compara- 
tive value for students of market trends. But on a day-to-day asis, 
doing a service for your customer, I think it is just nonsense. And 
most of us do. 

[ was brought up by a very brilliant man in the investment business 
who prohibited his salesmen from finding out what the Dow-Jones 
average did every day and the market. He said, “You have some- 
thing to sell I think is good, and you go out and sell it.” 

The CHatrMan. Would it be wise for us to prohibit publication 
of these deceptive devices used against the vaaaat 

Mr. Woop. No; but I think the public would be a lot better off if 
the Dow-Jones thing was not pounded at them. 

The Cuarrman. Then why should we not prohibit deceiving people? 
We would all be better off by that. 

Mr. Wattace. Mr. Chairman, at least from the staff standpoint, 
we have to use averages and indexes as economic indicators. 

Mr. Woop. Yes. 

Mr. Watxace. For the record the average of the over-the-counter 
stocks included the National Quotation Bureau industrial averages 
have been slightly higher than those in the Dow-Jones averages, but 
both follow the same general patterns. Thus the general levels of 
both are either affected, by the same conditions, or are sensitive to each 
other, or both. 

Mr. Wood, you mentioned some companies who are in the over- 
the-counter market. Some of them are rather large. You have also 
stated that there are no statutory restrictions against inside trading 
on companies whose stock is traded over the counter. Does that mean 
an officer of one of these companies could ascertain inside informa- 
tion, such as a future announcement of a higher dividend, a stock split, 
a stock dividend, or a merger, and use this information as a basis 
for trading in stocks in the over-the-counter market? That after 
the information was publicly announced and the stock either went 
up or the stock went down, depending on the information, the officer 
could then profit on the basis of inside information by trading at a 
profs in the stock of his own company, and there would be nothing 

to prevent him from doing this at all? 

Mr. Woon. I think that it true. 

Mr. Wattace. No statutory limitation against that? 

Mr. Woop. I do not know of any. 

Mr. Waxtace. Does he have to file reports on his trading? 

Mr. Woop. Not that I know of. 

Mr. Wautace. There is absolutely no prohibition on insider trading 
in the over-the-counter market ? 

Mr. Woop. No. 

Mr. Wauiace. That is all I have, Mr. Chairman. 

The Cuarrman. I do not wish to prolong this too much, this matter 
of these Dow-Jones averages and the others. You have very decided 
views about it and I am inclined to be sympathetic because I think 
they do mislead people who are not in the business. It gives a false 
impression and I wondered if maybe something could not be done 
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about it. I do not mean pass a law necessarily. I do not think you 
can always cure these things by that, but if people understand it, 
maybe it could be put in its proper perspective a little bit better. You 
feel more strongly about it than most people who come before us. 
Do you have any suggestions about it ?: 

Mr. Woop. No. I wish there could be. I understand there have 
been studies made of the possibilities—I know this only by hearsay— 
the possibility of an index that could be more representative than 
you have in the Dow-Jones average—a broader list of stock. But 
of course people are confused, just as they were here on Friday, not 
knowing what the complexion is comparatively of that index as be- 
tween 1928-29 and today. 

The CuamrMan, Yes. 

Mr. Woop. But it does give an erroneous impression. There is no 
question about it. 

The Cuatrman. I am glad to hear your views about that. There was 
one last thought that had been suggested to me, and I wondered if 
you would make a comment about it. People have come to assume 
that because a stock is listed, that it has certain qualities about it that 
unlisted stocks do not; and because of that idea they tend to be more 
careful in their investigation of an unlisted stock than they do of 
a listed one. 

Is there anything to that at all in your view ¢ 

Mr. Woop. I have never been conscious of that. No, I have not 
been conscious of that at all. Of course, I think the tendency with a 
great many people is to buy the listed stocks because they can see 
them traded, and I think that is the reason why, for example, the 
yield on the unlisted average is higher than the listed, as Mr. Wallace 
was just saying. Of course, on an unlisted sale your customer relies 
very completely on the information you have to give him. You have 
to know what is behind it. 

The Cuarrman. It is purely a psychological matter, without know- 
ing anything about it from experience. I think people may buy a 
listed stock without bothering to look up its earnings, or anything 
about it. The mere fact that it is sold every day, and is one of the 
common stocks we know about and read about in the sense that it has 
large sales is enough. But, without knowing any of the details about it 
they will buy and sell it on the exchange, whereas they would not 
think of doing that over the counter. They have to know something 
about where they venture their money. There may be something to 
the argument. 

Mr. Woop. I think it may be true; and, on the other hand, I think 
it is also true in fairness to the exchange list, when you have stocks 
like General Motors and Standard Oil of New Jersey, that they are 
companies that are so well known and there is so much publicity 
about them that people feel they can buy them without the ex- 
amination. 

The CuarrMan. That is true of General Motors and still a lot of 
others that are not nearly as well established here that are listed. 

Mr. Woop, That is right. 

The Cuarrman. I do not believe I have anything more. 

Senator Lenman. May I ask one more question in order to clarify 
my own mind ? 

Mr. Woop. Surely. 
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Senator Lenman. Would you tell us in the case of a new issue of 
an unlisted security, the v value of which, let us say, is $150,000, what 
steps do you have to take to validate that issue? 

Mr. Woop. It is a regulation A filing. It is not as formal a filing, 
Governor Lehman. 

Senator Lenman. Would you talk a little louder? 

Be Woop. Yes. It is what they call a regulation A filing. That 

any issue under $300,000, 

"Y ou simply file with the Exchange Commission your prospectus 
or statement with a full disclosure, including the price you are going 
to sell it at, and the profit you have. As I rec call it, if they do not ques- 
tion that filing in a 5-day period on their examination, you can auto- 
matically go out and sell the issue. 

Senator Leman. Does that application include the compensation 
paid to the underwriters? 

Mr. Woop. That is right. It is a part of the full disclosure. 

Senator Lenman. There isa limit on those on which you do not have 
to file a certificate A. Is that under $50,000, or do you have to do it 
in the case of every one? 

Mr. Woop. It is under $50,000. 

Senator Lenman. Under $50,000? 

Mr. Woop. That is right. 

Senator Lenman. You do not have to file anything? 

Mr. Woop. You do not have to file an offering circular. 

Senator Leuman. You do not have to fileanything. So that if you 
bought 1,000,000 shares of uranium stock, or any other stock, 500,000 
shares at 5 cents a share, you would not have to file that with the SEC. 
Am I correct in that? 

Mr. Woop. I am asking my counsel. You would not have to file an 
offering circular, but you would have to file a notification you were 
selling. 

Senator LenmMan. But there is no limitation on the price at which 
you sell? 

Mr. Linpsey. It would have to be under $50,000. 

Mr. Woop. It would have to be under $50,000. 

Senator Lenaan. So that there might be a 100 percent profit in it? 

Mr. Woop. That is right. 

Senator Lenman. There is no disclosure of the profit, nor of the 
underwriting fees, or other expenses ? 

Mr. Woop. Not having handled uranium stock, I am a little bit at 
a loss. 

Senator Leman. It does not matter whether it is uranium or any- 
thing else. 

Mr. Woop. You would have to reveal the profit to the Commission, 
to Mr. Lindsey says. 

Senator Lenman. At the time you make your filing? Which is it? 
I have had two entirely contradictory statements here. 

Mr. Woop. I will ask Mr. Lindsey to answer it. 

Mr. Linpsey. As I understand it, sir, there is no offering circular 
required in the instance of an offering under $50,000. For every 
offering between $50,000 and $300,000 the SEC notification filing must 
be made as well as under $50,000. In other words, an offering circul: ir 
must be filed with those offerings between $50,000 and $300,000. That 
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fering circular would make the required disclosures which the 
Commission requires, including the underwriting spreads. 

Senator Leaman. Is the offering circular required for an offering of 
less than $50,000. 

Mr. Lrypsry. It is my understanding it is not, sit 

The Cuarrman., Is that all? 

Senator Leuman. That is all. 

The CHarrman. Well, Mr. Wood, we appreciate very much your 
taking the trouble to come down here and give us your time and 
information. 

Have you any additional suggestions you would care to give to the 
committee? We would be delighted to have them. We may have 
failed to ask you. Do you have any voluntary offerings you would 
like to give to the committee ? 

Mr. Woop. No. Not at all. We feel our regulations are working 
effectively and that as new problems come up we will be able to 
answer them. 

The Cuamrman. We will be very pleased, if you do have any new 
ideas, if you would communicate them to the chairman. We would 
welcome any suggestions about improvements, or otherwise, or han- 
dling any of these troublesome problems that bother you. 

Mr. Woop. Thank you. 

The CHAtmRMAN. We appreciate very much your cooperation. The 
prepared statement of Mr. Wood will ‘be made a part of the record. 

(The statement referred to follows :) 


STATEMENT OF NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
INC. 


IV. THe PLACE OF THE OVER-THE-COUNTER MARKET FOR STOCKS IN NATION’S 
EconoMy 


HISTORY OF DEVELOPMENT OF THE OVER-THE-COUNTER STOCK MARKET AND ITS 
RELATIONSHIPS TO THE EXCHANGE MARKETS 


The phrase “over the counter” stems historically from the early days of this 
country and originally was used to describe a manner of business where trans- 
auctions in stocks of various enterprises actually took place over the counters 
of private banking houses. Transactions in that era were confined to the 
common-stock shares of railroad and canal companies, banks, and insurance 
companies. With the development of the corporate style of enterprise there 
came into existence a group of investment banking firms primarily established 
to invest in the securities of corporations and to dispose of such securities as 
favorably as markets would permit. Further description of the development of 
this market is provided in Character and Extent of Over-the-Counter Markets, 
Hoffman, 1952 (p. 33): 

“There is nothing, however, to be found in the 19th century to compare in 
variety or scope with the 20th-century market. In the early part of the present 
century, publie utilities began to call upon the market place for great quantities 
of funds; then came the industrials; and finally governments. By no means 
are all capital needs supplied, however, through the medium of the market. Very 
large amounts are obtained through private loans, through bank loans, and 
through the retained earnings of corporations. Also in the beginning years of 
new enterprises, equity capital is usually obtained from private sources. 

“Typically then, markets for individual issues of securities come into being 
as a means of raising new capital; they continue in being as markets for the 
resale of outstanding securities and as a medium for the raising of additional 
funds.” 

This is the over-the-counter market as the term is commonly used today. 
Basically, it covers the area for any securities transactions not effected on a 

60650—55 23 
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stock exchange. Its relationship to the stock exchange markets is presented in 
Activity on Over-the-Counter Markets, Friend, 1951, (pp 5-7): 

“There are two fairly distinct types of markets for the purchase and sale of 
securities, the exchanges and the over-the-counter markets. The organjzed 
securities exchanges—of which the New York Stock Exchange is by far the most 
important, account for 85 percent of the total exchange trading—constitute an 
auction market for outstanding securities of corporations and governmenta) 
units with fairly extensive public ownership. Firms which are members of 
the exchanges serve primarily on an agency basis as intermediaries between 
public buyers and sellers of outstanding securities, though they also buy or se!] 
for their own account. In exchange transactions, the member firms doing busi 
ness with the publie act as brokers, attempting to obtain for their customers the 
highest price possible on the floor of the exchange in the case of a sale and 
the lowest price in the case of a purchase; the commission for this service is 
determined by the rules of the exchange. The actual price at which a trans 
action is effected depends on the other buy-and-sell orders on the floor of the 
exchange at the time. 

“The over-the-counter markets are broader and more diverse than the exchange 
markets. Generally speaking, they encompass all transactions in securities not 
effected on exchanges. Consequently, they cover activity in new issues as wel] 
as transactions in outstanding securities off exchanges. Both retail and whole 
sale transactions in new issues—the wholesale part referring to sales by dealers 
to other dealers on selling group terms or at reallowance—are considered as 
part of over-the-counter activity. Private placements as well as publicly offered 
new issues are included as part of over-the-counter activity so long as an invest- 
ment banking firm or broker-dealer acts as intermediary between the corpora 
tion or governmental unit issuing the securities and the public or institution 
purchasing them. According to this definition not all new issues flow through 
investment banking firms in their distribution process—e. g., savings bonds, a 
high proportion of other United States Government securities, and many private 
placements of corporate issues. 

“The position of the over-the-counter markets in the distribution of new issues 
has no counterpart on the exchanges. The over-the-counter markets play a 
central role in facilitating long-term external financing by corporations and a 
considerable role in financing by governmental units. The new issue may be 
purchased from the issuer by the investment banking group for subsequent re- 
sale to the public or simply offered publicly on a best efforts or agency basis. 
In either case, the flow of capital from the ultimate investor to the issuers of 
securities is facilitated. It may be noted that investment banking firms or 
broker-ljealers do not all act in the same capacity in the distribution of new 
securities. Some firms singly or jointly underwrite or purchase the issue from the 
issuer ; other firms act as part of a selling group; still others act in both capaci- 
ties. 

“The over-the-counter markets also play a very important part in trading 
in outstanding securities, the phase of its activity which this study emphasizes. 
In these operations they parallel and to some extent compete with exchange 
activity. Like exchange activity, over-the-counter trading in outstanding se- 
curities performs the economic function of helping to provide liquidity to 
securities investments; without such liquidity the primary or new-issue market 
probably could not exist. 

“Unlike exchanges, the over-the-counter markets in outstanding securities are 
basically not auction markets where bids and offers of a large number of cus- 
tomers are concentrated. The prices at which transactions are effectuated are 
generally determined by negotiation between the public buyer or seller of se- 
curities and a broker-dealer firm. In other words, the latter usually acts for his 
own account on a principal rather than agency basis, i. e., as a dealer rather 
than as a broker. Where the security is not widely distributed, a single broker- 
dealer may constitute the market for the issue. Whenever a firm acting as a 
principal adds securities to its portfolio or otherwise changes its inventory posi- 
tion, it is of course taking a financial risk not borne if it acts only as a broker.” 


IV. Tue PLACE oF THE OvER-THE-COUNTER MARKET FOR STOCKS IN NATION'S 
EconoMy 


2. FUNCTIONS OF OVER-TH-COUNTER MARKET—ITS PLACE IN THE MARKET STRUCTURE 


The over-the-counter market is the scene of all underwriting of corporate, 
Federal, State, and municipal securities. It provides the mechanism for the 
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sale of all securities, after underwriting is completed, which are not immediately 
listed on an exchange. It is the market place for thousands of securities which, 
pecause of limited national or regional appeal, do not properly fit into the auction 
trading pattern of the exchange markets. It is the trading place, on a negotiated 
basis, for large blocks of listed stocks and bonds which the exchange markets 
cannot absorb in normal operations. It frequently happens that listed markets 
are too thin to handle transactions of substantial size without adversely affect- 
ing the auction markets on the exchanges. Thus, the over-the-counter market's 
ability to absorb such transactions without adverse effect helps maintain proper 
markets and protects the public interest. 

In addition, the over-the-counter market is the historic trading area for 
securities having the following characteristics: (a) lack of speculative inter- 
est; (b) small capitalization; (c) limited distribution; (d) high price; (e) de- 
sirability for portfolios of institutions such as insurance companies, trust funds, 
or other large buyers which often wish to negotiate for a sizable block at a 
specific price. 

The place of the over-the-counter market in the overall structure of the se- 
surities market has been well described in Characteristics of Transactions on 
Over-the-Counter Markets (1953) (p. 17): 

“Over-the-counter markets account for virtually all transactions in outstanding 
bonds—governments, municipals, and corporates—approximately one-half of the 
value of all preferred stock, and somewhat less than one-third of the value of 
all transactions in outstanding issues of common stock. In common stock alone 
nearly all the transactions in bank and insurance company shares and mutual 
funds were executed on the over-the-counter markets, somewhat less than half 
of the value of transactions of the common stock of utility and communication 
companies, but only one-sixth of the value of transactions in the shares of 
industrial companies. These three groups of common stock represented the 
bulk of the over-the-counter activity in common stock, the value of transactions 
in each during the period sampled being approximately equal.” 

A further observation in “Activity on Over-the-Counter Markets” (Friend, 
1951) (pp. 27-28) states: 

“It therefore appears that the over-the-counter markets are most important 
for issues involving large individual transactions and where institutional trading 
is particularly significant, such as United States Governments, State and munici- 
pal issues, corporate bonds, preferred stock, and utility, bank, and insurance 
shares. These issues, it may be noted, are normally more conservative in 
nature, that is, less speculative, than other securities. Two of these groups, 
State and municipal issues and bank and insurance shares, are as a rule not 
listed on exchanges. The types of corporate securities which are most important 
in the over-the-counter markets, whether or not they are traded on exchanges— 
namely, bonds, preferred stock, and utility, bank, and insurance shares—are 
normally less actively traded in relation to the amount outstanding than other 
corporate issues. The total amount of over-the-counter trading is comparatively 
sinall for industrial steck listed on exchanges * * *. On the other hand, the 
over-the-counter market is the dominant market for most small, unseasoned, 
and frequently highly speculative industrial shares.” 


IV. THE PLACE OF THE OVvER-THE-COUNTER MARKET FOR STOCKS IN NATION’S 
Economy 


frHE ROLE OF THE BROKER-DEALER WHO MAKES THE MAKKET FOR A PARTICULAR 
STOCK 


The association has made no study of this phase of the operations of its 
members and is, therefore, not qualified to provide comment. However, exten 
sive observations on this subject are contained in “Character and Extent of 
Over-the-Counter Markets” (Hoffman, 1952) (pp. 47-60). 


4. QUALIFICATIONS OF OVER-THE-COUNTER BROKER-DEALERS : CAPITAL REQUIREMENTS, 
rRAINING, RELIABILITY 


There is no Federal statutory bar to the right of an over-the-counter broker- 
dealer to set up in business, except where an individual, partnership, or corpora- 
tion has had its registration revoked by the Securities and Exchange Commission ~ 
Within the preceding 10 years, or has been the subject of a conviction involving 
the sale of securities by a State or Federal enforcement agency during the 
preceding 10 years. (See sec. 15 (b) of the Securities Exchange Act of 1934, as 
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amended.) Under certain conditions specified therein, the Securities and BEx- 
change Commission may deny registration to an applicant subject to the disabili- 
ties set forth in the statute. 

The requirements of the 48 States vary widely. Some States require a regis- 
tration of a broker-dealer and some, a notification of intention, in effect, to do 
business. Some require no filing of any kind. 


Capital requirements 


The same situation pertains to capital requirements, varying from a minimum 
net worth figure to a figure related to the type of business to be done, that is, 
a cash §usiness or a margin business. In addition, some States have no require- 
ment with respect to capital placed in the business of any broker-dealer. The 
law school of Harvard University is currently conducting, in conjunction with 
various individuals and representatives of the securities business, a survey of 
State statutes on the various subjects concerned in this subheading, and it is 
believed that this report will be available sometime in the Spring of this year. 


Training 
Please see comment under item IV (5) “Role of the NASD.” 
Reliability 


It is not believed that any of the Federal or State statutes go to the question 
of reliability as such when a prior illegal or improper act on the part of the 
applicant for registration as a broker-dealer is not disclosed. However, in sev- 
eral States, officers and employees are required to be bonded, and the practice 
of bonding is widespread over the business on a voluntary basis. 


1V. THe PLACE oF THE OVER-THE-COUNTER MARKET FOR STOCKS IN NATION’s 
EcoNoMY 


5. ROLE OF THE NASD 


The background policies, congressional history, reasons for formation of the 
NASD, and record since formation, were discussed in considerable detail in a 
statement submitted to a subcommittee of the Interstate and Foreign Commerce 
Committee of the House of Representatives in May 1952, and a copy of this 
statement has been submitted to the Banking and Currency Committee. 

Briefly, the purpose of the association, endorsed both by the securities business 
and the Securities and Exchange Commission at hearings on Senate bill 3255, 
75th Congress, was to create, in the public interest, a mechanism of coopera- 
tive regulation in the over-the-counter markets comparable to the regulation 
imposed on the members of stock exchanges through the Securities and Exchange 
Commission and the stock exchange themselves. Until the enactment in 1938 
of section 15A of the Securities Exchange Act of 1934, as amended, and the 
registration of the National Association of Securities Dealers, Inc., with the 
Commission pursuant to that act on August 7, 1939, there was no industry regula- 
tion of the over-the-counter market as such. 

Since its founding, our National Association of Securities Dealers, Inc., has 
endeavored to police its members in connection with all transactions as to which 
it has jurisdiction under rules of fair practice adopted by the members which 
constitute a code of high ethical standards and of prohibited business practice. 
The members of the association are regularly examined to determine whether 
they abide by these standards. Examinations, either by questionnaire or by ¢ 
trained examiner, have been used during the period of association work. (See 
exhibit 9 (a) in the statement submitted to the Interstate and Foreign Commerce 
Committee, supra.) At the present time, approximately 1,000 of the 3,200 
members are examined annually. If an examination discloses infractions of 
the rules of the association, the rules and bylaws provide for appropriate action 
by the elected and appointed committees of the association. (See exhibits 4 (a), 
4 (b), and 5 of the statement submitted to the Interstate and Foreign Commerce 
Committee, supra.) 

In addition, the association has undertaken a program to make more uniform 
yarious aspects of doing business in the over-the-counter markets which is tech- 
nically not within the framework of regulation, peryse. This involves the associ- 
ution’s uniform practice code which relates to back-office procedures in the busi- 
ness and is an endeavor to make technical aspects of the securities business uni- 
form throughout the country in the public interest as well as the interest of all 
of the members of the association. 
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The association has also conducted for a period of years a service to the public 
and to members providing quotations to the daily newspapers of securities which 
are traded in the unlisted markets. 

Another quasi-regulatory activity of the association which also has a service 
aspect involves the supervision of investment company sales literature. This 
was instituted in August 1950, pursuant to the release of a statement of policy 
by the Securities and Exchange Commission. (See p. 40 to 50 of the state- 
ment submitted to’the Interstate and Foreign Commerce Committee, supra.) 

The association has also endeavored in every way to cooperate with agencies 
of Federal and State Governments, as well as other organized institutions in the 
securities business, to promote the best interests of the investor as well as the 
securities business; and, in terms of the philosophy of section 15A of the Securi- 
ties Exchange Act of 1934, as amended, to protect the public and the dealer alike 
from unscrupulous individuals or firms which might gain admission to the securi 
ties business. 

In response to the questions as to “qualifications” under subheading 4 of item 
IV of the committee’s outline, it might be noted that in 1942 this association 
endeavored to adopt a bylaw relating to qualifications for admission to member- 
ship providing for certain minimum capital requirements. This bylaw was 
adopted by the membership, but subsequently was disapproved by the Securities 
and Exchange Commission in an opinion which in substance found that the 
statute did not grant a registered association authority to set up such financial 
requirements. 

Currently, the association’s board of governors and executive staff are work- 
ing on the questions of “reliability” and “training” as used in subheading 4 
with respect to membership in the association and the employment of individuals 
who deal with the public in the securities business. This program, which is not 
yet a matter of public record but which has been discussed broadly with mem- 
bers of the association in formal meetings, and informally with representatives 
of the Securities and Exchange Commission, would in effect bar applicants for 
membership or employment by member firms under conditions arising out of 
either past improper acts in the securities or related businesses, or where the 
applicant or individual does not possess adequate qualifications or experience 
for the investment banking and securities business. 


IV. THE PLACE OF THE OVER-THE-COUNTER MARKET FOR STOCKS IN NATION’S 
x ° > 
UCONOMY 


6. MECHANISMS AND FACTORS ENTERING INTO THE DETERMINATION OF TRADING PRICES 


Generally, trading prices are influenced by the impact of the following factors: 
Economic conditions present or hoped for ; desires and requirements of all classes 
of investors ; selling initiative of broker-dealers ; and prevailing and local invest- 
ment yvogues. 

Also (see page 56—Character and Extent of Over-the-Counter Market, 
supra), “The trading which is done on over-the-counter as well as on exchange 
markets flows in part from speculators who buy and sell for profit ; it also flows 
from investors, commonly from those who are buying for investment or switch- 
ing from one investment-type security to another.” 

Reference is also made to the paragraph entitled “Making a Market” appear- 
ing at pages 68 and 69 of Character and Extent of Over-the-Counter Markets. 

An important adjunct contributing to the prompt consummation of transactions 
(based on the factors referred to above) is the continuous linking of buyer and 
seller through mediums of our modern and vast communication systems—a 
prompt “meeting of the minds” is possible by use of telephone, telegraph and 
teletype. 


IV. THe PLACE OF THE OVER-THE-COUNTER MARKET FOR STOCKS IN 
Nation’s Economy 


7. USE OF THE NATIONAL QUOTATION SHEETS 


The National Quotation Bureau, Inc., publishes three quotation services—Na- 
tional Daily Quotation Service, National Monthly Bond Summary, and National 
Monthly Stock Summary. 

The purpose of the National Daily Quotation Service is to assist the security 
dealer to find the market each day for over-the-counter securities in which he 
is trading or has orders to execute for his customers. The service is published 
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daily, except on New York Stock Exchange and legal holidays, in three sections 
Eastern (New York), Western (Chicago), and Pacific Coast (San Francisco) 
It comprises the wants and offerings of the majority of the investment houses in 
the United States covering some 5,000 over-the-counter stock issues and 2,000 bond 
issues. These wants and offerings are gathered every day over the wires, by 
messenger service and through the mails. The service is furnished daily to about 
1,800 firms and their branch offices. Distribution is confined to registered securi- 
ties houses. The subscription rate (not including the right to list therein) is 
$200 a year. A firm desiring to be listed under the securities in which it is 
interested, must meet certain requirements set up by the bureau. The sub 
scription rate including the listing feature (up to ten lines a day) is $360 a 
year. Additional listings are sold in lots of five or ten. 

The National (monthly) Bond Summary is published monthly in cumulative 
form. Fach half year—in January and July—the preceding 6 months’ record 
is bound in cloth for permanent reference purposes. This summary service is a 
summarization of the unlisted over-the-counter markets published in the National 
Daily Quotation Service and, in addition, contains information essential to the 
trader such as callable features, conversions, sinking fund provisions, coupon 
rates and dates payable, reorganization plans, trustee, public offering price and 
houses, and ranges for more than 10 years on many issues. The subscription rate 
is $72 a year for the semiannual editions and the cumulative monthly 
supplements. 

The National (monthly) Stock Summary is published in the same form as 
the Bond Summary, except that the semiannual editions are published in April 
and October. The statistical data includes issuer’s principal office, par value, 
transfer agent, dividend payments, public offering price and houses, reorganiza- 
tion plans, and ranges for more than 10 years on many issues. The subscription 
rate is $72 a year. 

The National Monthly Bond Summary and the National Monthly Stock Sum- 
mary are available and subscribed to by banks, Government agencies, and 
investors, who use these summaries for research work in checking valuations for 
inventory and tax purposes. The summaries also assist them in finding the most 
recent market on the extremely inactive seeurities 

The National Quotation Bureau, Inc., is a privately owned company which was 
incorporated under the laws of the State of New York in October 1913, with its 
principal offices at 46 Front Street, New York City. 


1V. THE PLACE OF THE OVER-THE-COUNTER MARKET FoR Stocks IN NATION’s 
Boonomy 


8. EXTENT OF REGULATION OF EXCHANGES BY STATES, FEDERAL GOVERNMENT, AND 
SELF-POLICING 


(It is assumed that the word “exchanges” used in this subheading should be 
“over-the-counter market” in view of the fact that this subheading is included 
in the section dealing with the over-the-counter markets.) 

The Securities and Exchange Commission as a part of the regulation of brokers 
and dealers conducts its activity generally, as we understand it, in three fields: 

(1) Registration of brokers and dealers, or under appropriate circumstances 
specified in the statute, denial of such registration; 

(2) Examination of registered brokers and dealers by its own staff located in 
the regional offices of the Commission and the main office ; and 

(3) Conducting proceedings in courts of competent jurisdiction (or seeking 
injunctions to prevent acts in violation of the statutes) for the prosecution of 
criminal acts in violation of the statutes or on its own motion for revocation of 
registration with the Commission, or suspension or expulsion from a registered 
association or exchange for acts prohibited or in violation of the statute. 

So far as the States are concerned, it is our understanding that the degree and 
type of enforcement varies from State to State, and we are not in a position to 
provide accurate summary or discussion. However, reference is again made to 
the survey being conducted by the Law School of Harvard University, as meu- 
tioned in subheading 4 of item IV. 

As previously stated, the association itself conducts examinations and dis- 
ciplinary proceedings with respect to its members where the circumstances war- 
rant such action. (See statement, with exhibits attached, submitted to the 
Interstate and Foreign Commerce Committee of the House of Representatives, 
supra. ) 
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IV. Tur PLACE OF THE OVER-THE-COUNTER MARKET FOR StOCKS IN NATION’S 
EconoMy 


9. TAX POLICIES 


Although not asked specifically to comment in this area, we understand that 
he committee desires knowledge of any special problems that may bear on the 
entral point of inquiry. It is unquestionable, in our opinion, that a major 
factor tending to push the stock market higher is investors’ unwillingness to 
ealize profits and be liable for capital gains taxes. Therefore, we would like to 
summarize briefly here the arguments presented in 1953 by this association to 
the House Ways and Means Committee on this subject. (Copy of statement in 
this regard by Mr. Carl Stolle, then chairman of the board of governors of this 
issociation, to the House committee is attached.) 

Our considered opinion is that a change in the capital gains and loss provi- 
sions of the Federal tax statutes would be beneficial to the national economy gen- 
erally, to investors individually, to the Treasury through increased revenues, 

ud to the securities business. We believe the ultimate result of a lowering of 
he capital gains rate to a practical basis would be an increase in Government 
revenue and doubtless a more healthy situation in the stock market by making it 
possible for investors to make buying and selling decisions on the proper basis 
of investment considerations rather than for tax purposes. 

To summarize, therefore, reduction in the rate of the capital gains tax and in 
the length of the holding period would: 

(1) More readily permit and encourage investors whose holdings show a profit 
to dispose of those holdings and reinvest their capital in other productive 
enterprises, 

(2) Encourage a more rapid turnover of investor holdings when a gain may 
be realized which would have the two-fold result of increased revenues to the 
Treasury and a more fluid market for securities. 

(3) By encouraging liquidation to realize a profit, provide sources for equity 
capital which are urgently needed to assure continued expansion of industrial 
production and full employment in this country. 


V. REGULATION OF THE EXCHANGES 
5. FEDERAL RESERVE REGULATION OF STOCK MARKET CREDIT 


Comment with respect to the foregoing was not requested of the association. 
However, it is believed it should be pointed out that under the provisions of the 
Securities Exchange Act of 1934, as amended, and pursuant to regulation T 
adopted thereunder by the Federal Reserve Board, securities traded in the over- 
the-counter market have no loan value and all such transactions must necessarily 
be for cash, 

The provisions of section 4 (c) (2) of regulation T provide that cash trans- 
actions must be executed on a bona fide or good faith basis by the customer and 
must be paid in full, generally within 7 full business days after the date of the 
transaction (or within 35 days if it is a delayed delivery or c. o. d. transaction), 
or an extension may be granted to the customer where payment is delayed under 
good faith circumstances and application therefor is made by the broker-dealer 
to an authority with the right to grant such an extension. Such extensions may 
be granted by a registered securities exchange, a regional Federal Reserve bank, 
or a duly designated committee of the National Association of Securities Dealers, 
Inc. It should further be noted that in the event payment is not made in accord- 
ance with the terms of the regulation, and no extension is authorized, the broker- 
dealer must cancel the transaction and block the account for a specified period 
of time. 


VI. WHo PARTICIPATES IN THE StocK MARKET 


1. WHO OWN THE STOCKS OF UNITED STATES CORPORATIONS? 


We have no information available and suggest that the Brookings Institute 
may have information relating to subheading 1, subsections (a) through (d). 
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VIII. Factors AFFECTING THE STOCK MARKET: CREDIT 


1. CUSTOMERS’ MARGIN REQUIREMENTS; REGULATION T AND REGULATION I 
REQUIREMENTS; HOW THESE CONTROLS ARE ENFORCED; HISTORY OF CHANGES IN 
REQUIREMENTS 


We have commented with respect to this subheading under item V, subheading 
, and we feel no further comment is needed here. 


XII. Factors AFFECTING STOCK MARKET: INSTITUTIONAL INVESTMENT 


(Nore.—The committee will appreciate that the growth of institutional invest- 
ment in corporate stocks is relatively recent; that the elements composing the 
institutional investor are varied and diverse; and that statistics in the field 
have not kept pace. The following data therefore, cannot be said to be mort 
than a sampling; more detailed analysis would be possible over a longer period 
Where it appears that the committee might with profit seek out a source, those 
of relatively ready access are noted below. Institutional buyers largely are 
composed of insurance companies, discretionary common trust accounts of banks, 
pension funds, profit-sharing trusts, and investment companies. ) 


1. TYPES OF STOCKS PURCHASED 


Nearly all institutions look for good to high quality seasoned issues, broadly 
diversified as to industry, enjoying continuity of earning power, prospect of 
continued growth with the economy, reasonable marketability, and not neces- 
sarily limited to the larger and better-known companies or the so-called blue 
chips. However, it appears that the stocks of somewhere between 50 and 150 
companies are most represented in the portfolios of institutions, and these tend 
to include the better-known issuers. With most institutional buyers other than 
investment companies, marketability may be secondary, and continuity of in- 
come paramount. Further, where sizable amounts of invested cash are involved, 
it is necessary to look to the companies whose shares are available in quantity. 


XII. Factors AFFECTING Stock MARKET: INSTITUTIONAL INVESTMENT 


2. RELATIVE IMPORTANCE OF PURCHASES PRIMARILY FOR LONG TERM INCOME HOLDING, 
OR PRIMARILY FOR LONG PULL OR SHORT PULL APPRECIATION 


Except only for a few special cases among investment companies, accounting 
for but a fraction of total assets, institutional buyers uniformly buy for long-term 
holding. For obvious reasons, life-insurance companies and savings banks place 
emphasis on current income and long-term maintenance of it. Pension funds 
emphasize growth of income and value over the long term, seeking higher values 
and earnings for the later years when the greatest need is anticipated. Endow- 
ment funds and discretionary common trust funds of banks seek both current 
income and long-term growth of capital and income. Investment companies in 
general also look for both current income and long pull growth of capital and 
income, but their long term objectives will vary considerably as between com- 
panies. 


XIT. Facrors AFFECTING Stock MARKET: INSTITUTIONAL INVESTMENT 


TRANSITION FROM INDIVIDUAL PURCHASING TO INSTITUTIONAL INVESTMENT OVER 
THE PERLOD 


We take the period to be that stated early in the committee’s outline—1915 
down to date. However, it is only in the last 10 to 15 years that the current 
definite trend to quite substantial buying of stocks by institutional investors 
has become significant, as State laws have been amended to permit trustees, 
life-insurance companies, legal trusts, etc., to buy stocks either on the “prudent 
man” theory or under various limitations. Perhaps most important has been 
the increased incidence of pension funds and profit-sharing trusts seeking an 
outlet for investable cash. Increased acceptance of the opened investment 
company since enactment of the Investment Company Act of 1940 also has been 
significant but is still fractional versus total market transactions. 

The committee may wish to refer to an article in Fortune magazine for March 
1953, by Dr. Irwin Friend of the Wharton School of Finance, and to certain of 
the larger New York Stock Exchange member houses for studies on this phase. 
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It is generally agreed, however, that the trend is a desirable one, lending much 
% stability to the market from the typical institutional investor—a careful, 
thoughtful, long-holding buyer. 

Dr. Friend traces the growth in institutional buying of stocks in recent years 
and states that as of December 31, 1952, holdings of such buyers amounted to 
11 percent of the $190 billion of shares of common and preferred stocks then 
outstanding. He shows the transitional increase gn the buying side in a chart 
that indicates total net purchases of corimon stocks by financial organizations 
and institutions have taken this course: 

O60 03 5s beers _. $100,000, 000 1949... $500, 000, 000 
1046s ae ee a. 400, 000, OOO =1952_----_-__- a 1, 100, BOO, OOO 

And, as he projected it from the time of writing in 1953 to 1955: 1955, $1,250,- 
000,000 to $1,500,000,000, 

Dr. Friend's conclusion, as to impact of institutional investors on the securi- 
ties markets as a whole, seems quite pertinent in view of market trends since 
1953 : 

“* * * In spite of this (institutional investors) important element of strength 
n the market, individuals will continue to account for much the greater share 
of total trading and their reactions to economic developments will still domi- 
nate short-term price movements. Any appreciable activation of their record 
liquid-asset holdings would have a much greater inflationary impact on the 
market than any foreseeable rate of institutional purchases. And any wave of 
speculative pessimism—even though confined to individual investors and not 
shared by institutional groups—would, of course, have the opposite effect.” 

















XII. Facrors AFFECTING STocK MARKET: INSTITUTIONAL INVESTMEN' 








4. TURNOVER OF INSTITUTIONAL STOCK HOLDINGS 

























The institutional investor generally buys and holds. Broadly, except for 
investment companies, institutions sell a company’s stock because of deteriora- 
tion of the company, not because of high market values. They tend to ride 
through high and low market levels so long as the intrinsic values and other 
considerations causing the purchase originally are maintained. Institutional 
investors, it is widely agreed, don’t sell; they buy. Investment companies also 
ure buyers more than sellers, generally speaking, but investment companies tend 
to be guided more by the high price factor than other institutional investors, 
Moreover, investment company portfolio turnover depends upon investment ob- 
jectives, which carry widely among companies and from year to year, according 
to Management judgment of economic conditions. 

A sampling of discretionary bank common trusts, believed to be fairly typical, 
indicates an annual portfolio turnover of around 5 percent, while in insurance 
companies it is estimated at well below that figure. Investment company port- 
folio turnover is indicated in these figures : 

Sales of portfolio securities by open-end investment companies during 1954 
were $968 million, or approximately 15 percent of net assets totaling $6,109 
million. Sales of portfolio securities during the last quarter of 1954, however, 
at $257 million, were somewhat less than securities sold out of portfolio by these 
companies during the last 3 months of the previous year when the market was a 
zreat deal lower. 

It might be of interest to note as to open-end investment companies that the 
ratio of portfolio sales to total assets has lessened as these companies have 
grown since 1940. In 1940, first year for which the data is available, the ratio 
was 19 percent, on the basis of portfolio sales of $88,900,000 related to $448 mil- 
lion of total assets. It was somewhat higher in 1941 but about the same again 














PS in 1942 as the open-end companies sold $94,700,000 of portfolio securities against 
total assets amounting to $487 million. By 1953, when open-end assets had 
a reached $4,146,000,000, approximate sales from portfolio amounted to $625 


million. 


XII. Factors AFFECTING STocK MARKET: INSTITUTIONAL INVESTMENT 


5. METHODS OF PURCHASING STOCKS—THROUGH BROKERS ON EXCHANGES, SECONDARY 
DISTRIBUTIONS, NEW OFFERINGS; INDICATE AMOUNTS OF EACH 





(Nore.—Except for investment companies, detailed statistics in this area were 
not readily available in the time allotted—the committee might wish to check 
the American Bankers Association for data on common trusts and other bank 
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stock holdings; the Federal Reserve Board for similar information; the Life 
Insurance Institute for material on stock holdings by that group. HEven as to 
investment companies the data is limited.) 

Broadly, by far the largest amount of portfolio buying for institutional in 
vestors is done directly with member firms on the New York Stock Exchange 
Best indication from samplings is that 80 percent of holdings are bought on the 
New York Stock Exchange; that 10 percent represent new issues (through exer 
cise of rights, etc., or purchases of new issues of established companies) and 
secondary offerings of listed securities bought off the board ; and 10 percent repre 
sent securities bought over-the-counter, such as bank and insurance stocks 
Buying through other exchanges than the New York Stock Exchange is believed 
quite small. Large block buying has increased in the last few years, and is 
growing, particularly among the very large buyers. Most frequently, this is 
handled through large non-stock-exchange firms. 

As to actual holdings, only immediately available figures are for open-end 
investment companies, as the result of 2 surveys made in 1949 and 1952. They 
showed that as of June 30, 1949, portfolio holdings of listed stocks (New York 
Stock Exchange and American Stock Exchange) amounted to $1,075,000,000 and 
unlisted holdings, new offerings, secondaries, and securities from all other ex- 
changes, amounted to $119 million. On December 31, 1952, the holdings in these 
two broad categories were $1,910,000,000 and $278 million. It should also be 
noted that these figures are from 82 replying companies of the one-hundred-and- 
thirty-odd asked to answer the questionnaire. 


XII. Factors AFFECTING Stock MARKET: INSTITUTIONAL INVESTMENT 


6. IMPACT OF INVESTMENT COMPANY PURCHASES ON MARKET 
It is very doubtful that the purchase of portfolio securities by investment 
companies has had any significant inmmpact on the general securities market, 
especially during the recent rise. For, during the fourth quarter of 1954, open- 
end companies bought only $338 million of portfolio securities, while selling 
$257 million. The purchase side was only $57 million higher for the last 3 
months of last year than in the same quarter of 1953. Moreover, taking the 
market as a whole for the entire year of 1954, it is quite apparent that the 
investment company influence was at most fractional—open-end companies 
bought $1,363,000,000 of portfolio securities during all of 1954 (and this includes 
not just stock, but all types of securities except governments), while total 
transactions on the New York Stock Exchange (money value of total shares 
traded) equaled $24,249,000,000. 

In 19538, the ratio was somewhat higher, but still fractional, for investment 
companies bought an approximate $900 million of all types of securities for 
their portfolios, while New York Stock Exchange transactions totalled $14,218,- 
000,000. It would appear, therefore, that the big difference in New York Stock 
Exchange transactions between 1953 and 1954 of more than $10 billion was due 
only very slightly to the approximate $400 million increase in investment com- 
pany buying. 

Portfolio buying by investment companies, of course, has been on the increase 
for some time, best available figures showing the increase as ranging from 
$91,300,000 in 1940, when assets aggregated $448 million, to $126,400,000 in 1942 
when assets were $487 million down to 1954, when, with total assets of $6,109,- 
000,000, the acquisitions in the markets amounted, as noted above, to 
$1,363,000,000. 

(The committee may be interested in a survey that the National Association 
of Investment Companies has underway, due to be completed February 20, cover- 
ing for the first time preferred and common stock dollar volume of portfolio 
transactions of both closed- and open-end investment companies. This will be 
for the last 3 months in 1954, for January 1955, plus a weekly breakdown for 
the latter month.) 


XII. Factors ArrectInec Stock MARKET: INSTITUTIONAL INVESTMENT 


7. COMPARISON OF REDEMPTIONS AND SALES OF OPEN-END INVESTMENT COMPANY 
STOCKS 


It is difficult to draw conclusions from the record of sales of open-end invest- 
ment company shares against the redemptions of shares during any year or over 
any period. In some years, when the market is off, redemptions may be higher 
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than in the previous year, though sales of new shares may be up. Again, re- 
demptions may decrease in a year when sales are off. It has happened that in 
vears containing a sharp market decline, redemptions have been higher than in 
the preceding year; and also that sales in the same year of decline were higher. 
it has also happened, as in 1954, that when sales of new shares were at an all 
time high of $863 million, redemptions also were at a peak—and this during a 
sustained upward movement in the market. 

The details by years from 1941 through 1954, only complete data available, 
as compiled by the National Association of Investment Companies, are as follows: 


| i j ] :e | a weit 
| Sales Redemptions || Ss Redemptions 
i 


$53, 000, 000 $45, 000,000 || 1948 pesaue 274, 000, 000 $127, 000, 000 
73, 000, 000 25, 000, 000 || 1949 386, 000, 000 | 108, 000, 000 
116, 000, 000 51, 000, 000 |} 1950. ..........-- 519, 000, 000 281, 000, 000 
169, 000, 000 71, 000, 000 || 1951. 675, 000, 000 322, 000, 000 
292, 000, 000 | 110, 000, 000 |; 1952. ...-...-.---- 783, 000, 000 | 196, 000, 000 
370, 000, 000 | 144, 000, 000 || 1953 : 672, 000, 000 | 239, 000, 000 
267, 000, 000 89, 000,000 | 1954____- Bra 863, 000, 000 400, 000, 000 


| 


1, RELATIONSHIP BETWEEN THE OVER-THE-COUNTER MARKET AND THE EXCHANGE 
MARKET 


In the structure of the national economy the exchange markets and the over- 
the-counter markets complement and supplement each other. Both markets deal 
in the same commodity, namely; stocks and bonds. They differ in that auction 
markets are located at a fixed place, wherein there are facilities for buyers and 
sellers to meet. The over-the-counter market, on the other hand, is a negotiated 
market, consisting of dealers located throughout the Nation, and the market as 
such is tied together by a wire system connecting the offices of the dealers. On 
the complementary relationship between the two markets, the over-the-counter 
market handles transactions in all securities not listed on any exchange. That 
market also handles transactions in any listed stocks and bonds which do not 
take place on the floor of an exchange. 

A supplementary function of the over-the-counter market to the listed market 
is best illustrated by the fact that all underwritings originate in the over-the- 
counter market, and distributed and seasoned in that market before they may 
be considered eligible for listing on a securities exchange. 

Many members of the New York and other exchanges also do business in 
over-the-counter securities as part of their normal operations. Approximately 
530 New York Stock Exchange member firms or individual New York Stock 
Exchange members are also members of the National Association of Securities 
Dealers, Inc. This is likewise true with respect to the other important exchanges 
in the country. For example, of the 506 members of the American Stock Ex- 
change, 458 are NASD members: of the 282 members of the Midwest Stock Ex- 
change, 275 are NASD members; of the 123 members of the Philadelphia- Balti- 
more Stock Exchange, 117 are NASD members; of the 53 members of the San 
Francisco Stock Exchange, 46 are NASD members; of the 50 members of the 
Los Angeles Stock Exchange, 48 are NASD members; of the 71 members of the 
Boston Stock Exchange, 64 are NASD members. 


2. METHODS AVAILABLE TO THE NASD TO RESTRAIN SPECULATIVE EXCESSES 


The association has no specific power or authority to take any action which 
would restrain speculation, excessive or not, on the part of customers. The 
association has responsibility to police extensions of credit under regulation T 
(no broker-dealer can sell over-the-counter securities except for cash, and pay- 
ment must be made, save under special circumstances, within 7 business days) ; 
through frequent examination of members, one aspect of which is particularly 
directed to excessive trading of customers’ accounts; and by a check, during an 
examination, of a member’s solvency. 

3. EXTENT OF SUPERVISION BY THE NASD OVER BROKERS AND DEALERS AND THE HISTORY 
OF DISCIPLINARY ACTION AGAINST BROKERS AND DEALERS 


In the enforcement of our rules of fair practice, we have the power of examina- 
tion of the books and records of our members. We employ 16 examiners to do 
this work. During the year 1954, 1,082 of our 3,204 members were examined. 
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Should an examination disclose technical violations of our rules, these violations 
are promptly brought to the attention of the member and remedial measures are 
required. Violations of our rules other than technical or minor become the bases 
for formal action by the filing of a complaint against the particular member by 
the appropriate business conduct committee and may result in censure, fine, 
suspension, or expulsion from membership. Since the founding of the associa- 
tion in 1939, 626 complaints have been filed against members; and since January 
15, 1946, complaints have also named individual registered representatives of 
members ; 415 members and 128 registered representatives have been disciplined 
by the association up to December 31, 1954. 

The rules of the association which have been violated most often, based on 
complaints filed against members, involved the following: 

1. Failure to abide by the general requirement that members observe high 
standards of commercial honor and just and equitable principles of trade; 

2. Breach of the general requirement that members deal fairly with customers 
in the purchase and sale of securties : 

83. Activity by a member which has been deemed to be fraudulent, manipula- 
tive, or deceptive in connection with the purchase or sale of securities ; 

4. Evidence of the misuse of customers’ funds or securities ; 

5. Failure to provide required information on confirmations of purchase or 
sale furnished to customers ; 

6. Impropriety of recommendations of purchase or sale of securities to 
customers ; 

7. Failure to observe general provisions relating to the proper keeping of 
hooks, records, and accounts. 


4. AVAILABILITY OF INFORMATION CONCERNING THE FINANCIAL CONDITION OF STOCKS 
TRADED OVER THE COUNTER 


It has been said that there is only a limited amount of information available on 
over-the-counter companies. I wish to emphasize that there is a tremendous 
amount of information available with respect to the financial condition of cor- 
porations whose securities are traded in the over-the-counter market. This in- 
formation is available in the form of annual, quarterly, and in some instances, 
weekly and even daily reports of financial information in the publications of 
such financial services as Fitch, Standard & Poor’s, Moody’s, and in The Wall 
Street Journal, and numerous other daily and weekly publications. In addition, 
information is contained in the registration statements filed under the Securities 
Act of 1933 in connection with new offerings of securities, with the Interstate 
Commerce Commission as to rails, with State banking and insurance com- 
missions as to State banks and insurance companies, and with the controller 
of the currency as to national banks. This information is supplemented by deal- 
ers themselves, especially those making primary markets since normally they are 
well informed as to the current financial status of corporations. 

Examples of information provided by certain of the services are as follows: 


I, Fitch Investors Service 


We are advised that the Fitch Publishing Co., Inc., issues information about 
unlisted securities relating to 1,104 companies and 1,326 issues of these com- 
panies which are traded in the over-the-counter market. They also publish 
bulletins on unlisted companies which cover important aspects of these com- 
panies’ activities. 

II. Moody's Investors Service 


As to this service, I quote from a letter dated March 2, 1955: 

“Moody’s Investors Service issues five publications dealing with financial news, 
statistics, and other specialized information on all companies, both domestic and 
foreign, in which there is any public interest. In other words, we attempt 
to include in these five publications, information on those companies whose stock 
is outstanding and in the hands of the public. 

“The publications are the following: 

““Moody’s Municipals and Governments 
‘‘Moody’s Banks and Finance 
“Moody's Industrials 

‘‘Moody’s Public Utilities 

“Moody’s Transportation 

“Each of the above is issued twice-weekly and contains news items, financial 
statements, earnings reports, and a great variety of pertinent items on the com- 
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panies or investment situations falling into the five classifications. 
dividual items are all indexed currently and cumulatively so that each 
item included can be located properly and easily. 

“Subscribers to each of these five publications receive without charge a large 
bound annual manual which contains basie descriptions of each corporation 
or investment situation. These descriptions vary with each class or type of 
company or investment situation and include the kind of data in each case that 
is considered essential for the proper analysis or evaluation for investment 
purposes, 

“To give you some idea of the Scope of each of these publications. hers 
coverage figures on the current edition : 

“Moody’s 1955 Government Manual (this is the first volume of the 1955 edi 
tion—the other four will be published in the coming months) contains descrip 
tive statements of 5,687 governmental and municipal investment situations 
In addition, there are investment details on 8,146 additional investment situa 
tions. Domestic, Canadian, foreign, and various types of special situations are 
covered. The 1955 volume contains 2.200 pages. 

‘The 1954 Bank and Finance Manual contains 7,620 basic statements 
banks, insurance companies, real estate companies, and investment 
volume has 1,588 pages. 

“The 1954 Industrial Manual has 3,821 descriptions of companies, domestic. 
Canadian, and foreign. This volume has 3,172 pages, 

“The 1954 Public Utilities Manual contains the descripti: 
und 1,692 pages. 

“The 1954 Transportation Manual contains 1.245 companies and 1,692 pages. 
Included are railroads. airlines, shipping, traction, bus, and truck lines 

“These five publications are distributed widely and are available to the public 
generally in banks, brokerage offices, public and college librarie 
fact, Moody’s Special Library Service is a 
versity libraries as well as public libraries 
lar rates. 

“In addition to these five basic informational publications, we also issue 
Moody’s Individual Record, a publication specializing in dividend information on 
over 5,000 different stocks, both listed and over-the-counter. It is issued twice 
weekly and cumulates throughout the year to form Moody’s Annual Dividend 
Record, a year-end compilation used widely for income tax purposes. Approxi- 
mitely 24,000 copies were printed and Sold this year. It is distributed by broker- 
age houses and banks to customers and clients.” 
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Ill. Standard & Poor’s Corporation 

As to this service, I quote from a letter dated March 2, 1955: 

“(a) In Standard Corporation Records, we publish descriptions of 3.922 do 
mestic corporations, stocks of which are not listed on either the New York or 
American Stock Exchanges. Some of these are listed on regional stock ex 
changes, but in many instances those so listed enjoy their widest market over- 
the-counter. For that reason, no attempt has been made here to segrega 
whose only market is over-the-counter, 
covered. 

“These descriptions are brought up to date once a year, following publ 
of the annual report to stockholders. Interim developments are reported 
Daily News section of Corporation Records, 
monthly in the main volumes of the service. 

“This service is widely used by brokers and dealers, banks. insurance 
panies, institutional investors of all kinds, as well as individuals. It 
to the investing public in the offices of brokers, dealers, banks, 
etc, 

“(b) Our Over-the-Counter Stock Reports cover 1,354 companies, selected prin 
cipally on the basis of the indicated activity of their stocks. These reports are 
revised on an average of three times a year. 

“Subscribers to this service are principally brokers and dealers. Extra copies 
of individual reports are made available to them at nominal cost for distribution 
to individual investors and are widely used in this way. 

“(¢€) Our monthly Stock Guide gives a statistical summary on the stocks of 
1,827 companies not listed on either the New York or American exchanges. 
service is widely used by individuals as well as by brokers, dealers, 
‘professionals.’ 
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“(d) Our Dividend Service provides dividend information on approximately 
5,700 companies other than those listed on the New York or American exchanges. 
This service appears daily, and is cumulated weekly, monthly, and annually.” 

The services have supplied us with copies of materials which support these 
statements. We would be happy to file them with the committee. 


5. EXTENT TO WHICH STOCKS TRADED OVER-THE-COUNTER ARE PRICED OTHERWISE THAN 
BY FREE ACTION OF BUYERS AND SELLERS 


If stocks traded in the over-the-counter market are priced otherwise than by 
normal supply and demand influences, I do not know of any examples and feel 
certain that over the years they are few and far between. The same criteria of 
comparative values affect prices to the investor, buying or selling, in the over-the- 
counter market as on the exchanges. I feel certain that any unfair prices eventu- 
ally would become known to us and the Securities and Exchange Commission and 
I can assure you that proper disciplinary action would be instituted promptly by 
us and by the Securities and Exchange Commission. 


STATEMENT OF Mr. CARL STOLLE, CHAIRMAN OF THE BOARD OF GOVERNORS OF THE 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC., BEFORE THE COMMITTEE 
ON WAYS AND MEANS OF THE HovUSE OF REPRESENTATIVES, JULY 28, 1953 


My name is Carl Stolle. I am president of G. A. Saxton & Co., Inc., 70 Pine 
Street, New York, N. Y., a broker-dealer registered with the Securities and 
Exchange Commission. I am also a member of the board of governors of the 
National Association of Securities Dealers, Inc., and for the current year 
chairman of that board. 

I appear here today on behalf of the members of the National Association of 
Securities Dealers, Inc., and I believe I should delineate in short form for the 
committee what the association is and who are its members. 

The National Association of Securities Dealers, Inc., is a registered securities 
association registered pursuant to the provisions of section 15A of the Securities 
Exchange Act of 1934, as amended, and was created for the purpose of promoting 
high standards of commercial honor and just and equitable principles of trade 
in the investment banking and securities business as well as enforcing its own 
voluntarily adopted code of fair practice. There are presently 3,000 members of 
the association, all of whom are registered brokers and dealers with the Securities 
and Exchange Commission. Our membership consists of approximately three- 
fourths of all registered brokers and dealers throughout the United States. 
In addition, in the employment of our members are in excess of 35,000 indi- 
viduals who are so-called registered representatives whose primary function is 
to facilitate on behalf of the investment public and the channeling of capital to 
productive enterprise, the purchase and sale of securities. Our members are 
located in every principal city of the United States as well as in every locality 
of any size or consequence. Of our 3,000 members over 1,700 are firms whose 
total personnel per firm is 5 individuals or less. 

With that preface, I wish to speak on behalf of our membership with respect 
to item 22 on the agenda of this committee which is the general question of the 
capital gains and loss provisions of the Federal tax statutes. It is our con- 
sidered opinion that a change in those provisions would be of benefit to the 
economy of the United States generally, to investors individually, to the Treasury 
of the United States through increased revenues, and lastly, and I do not mean 
to imply that it is our least interest, to the securities business which I have 
the privilege and honor to represent. Any self-interest which may prompt this 
appearance is an interest which cannot be served without first resulting in 
the principal benefits enumerated above. 

I am sure that this committee has had many aspects of the impact of the 
capital gains and loss provisions brought to its attention and, therefore, I do 
not propose to take a great deal of time. 

However, several things, it seems to us, should be borne in mind. A capital 
gain in many instances represents only an increment in value caused by an 
expanding economy and sometimes the gains do not even approach the rate of 
expansion in the cost of living. A capital-gains tax, therefore, in an onerous 
amount further impinges upon the investor’s ability to keep abreast of rising 
prices. Or the gain may come from a successful venture in a new or untried 
industry where he has been willing to take a real risk and furnish the capital 
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needed to promote a future profitable and therefore taxpaying business. In 
another instance he may subscribe the necessary funds to revitalize a business 
needing the injection of new capital to make it too a successful taxpayer. He 
construes the capital-gains tax at its present rate as an undue penalty. 

Whether the taxpayer is in a bracket where it pays him to include his capital 
gain at regular income-tax rates or in a higher bracket where the 26-percent rate 
becomes effective, the result is the same, that is, the taxpayer regards the tax 
as a heavy inroad into his capital assets. If he has capital gains in his account, 
he must consider his net worth to be substantially less than the figure put on 
t in the market place. 

Then again, members of our association in the course of their business have 
become increasingly aware of the reluctance on the part of investors to assume 
a tax on capital gains which they can well avoid simply by not selling invest- 
ments in which a capital gain will be realized. There are many instances in 
which clients of our firms have fully agreed that certain changes in their port- 
folios would be of advantage until the realization of the impact of the capital 
gains tax. This completely stultifies the desire on the part of the investor-tax- 
payer to go forward with any new investment which would require a liquidation 
of a current holding in which there is a capital gain. Many new capital flota- 
tions have thus been ignored by the very investors who should be furnishing the 
best source of such new money required by industry. 

One aspect of this tax is frequently overlooked in the fact that tax liability 
for capital gains taxes is completely under the control of the taxpayer. He 
need not dispose of his securities or property which show a profit or a capital 
gain. He may choose to retain that property or securities rather than to pay a 
tax which he considers to be either burdensome, unfair, or unwise. This factor 
of choice on the part of the taxpayer is such that we believe the taxpayer should 
be encouraged to every extent feasible with the fiscal policy of this Government 
and the economic needs of American industry to dispose of his property at times 
when it is to his advantage and thus make available funds not only for the 
Federal Government by way of taxes but for reinvestment in American enterprise. 
We believe the ultimate result would be an increase in Government revenues 
from this source by the lowering of the rate to a practical basis where it would 
not be so onerous as to be a blockade to business and to tax revenue. 

To summarize briefly, therefore, the changes sought in the rate of the capital 
gains tax and the length of the holding period would— 

(1) More readily permit and encourage investors whose holdings show a 
profit to dispose of those holdings and reinvest their capital in other productive 
enterprises. 

(2) It would encourage a more rapid turnover of investor holdings when a gain 
may be realized which would have the twofold result of increased revenues to 
the Treasury and a more fluid market for securities. 

(3) It would, through the encouragement of liquidation to realize a profit, 
provide sources for equity capital in the United States which are, in the opinion 
of industry and the securities business, urgently needed in order to assure con- 
tinued expansion of industrial production and full employment in this country. 
It is the considered belief and studied opinion of the group which I represent 
that a change in the holding period to 3 months, and a substantial reduction in 
rate would be in the public interest not only for the reasons stated but for the 
very selfish reason on the part of the Government of providing additional tax 


revenues to aid in the balancing of the necessarily tremendous governmental 
budget. 


The Cuarrman. Tomorrow Winthrop H. Smith, managing part- 
ner, Merrill Lynch, Pierce, Fenner & Beane, will be the witness. The 
committee will now recess until 10 o’clock in the morning. 

(Whereupon, at 4:40 p. m., the committee recessed until 10 a. m. 
the following day, Wednesday, March 9, 1955.) 
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WEDNESDAY, MARCH 9, 1955 


UnItTep STATES SENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
Washington, dD. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 

Present: Senators Fulbright, Robertson, Lehman, Ives, Bush, and 
Beall. 

(lso present: Robert A. Wallace, Staff Director of the committee. 

Phe CHarkMaAn. The committee will come to order. 

This morning we have Mr. Winthrop H. Smith, managing partner 
of Merrill Lynch, Pierce, Fenner & Beane of New York City. 

Mr. Smith, we welcome you to our committee and look forward to 

your testimony. Do you have some associates with you whom you 
would eare to introduce to the committee? 

Mr. Smitn. Yes, I do, Mr. Chairman. 

My partner, Mr. Rubezanin. 

Mr. partner, Mr. James Thomson. 

My partner, Mr. Corbett. 

Mr. John Wood of counsel. 

My partner, Mr. Victor Cook. 

The Caamman. Thank you, Mr. Smith. 

The Senator from New York wants to know where Brothers Lynch 
and Merrill and Fenner and Beane are. 

Mr. Smirn. Well, unfortunately, Mr. Senator, Mr. Lynch is dead. 
Mr. Merrill is in the Barbados. The two Mr. Fenners are in New 
Orleans. And Mr. Beane is in New York. 

The Cuamman. Does that satisfy you for the moment ? 

Senator Ives. I had great ¢ uriosity. Thank you. 

The CHarrMan. W ell, Mr. Smith, you have a statement that you 

submitted to the committee which is a very fine document. Do you 
care to summarize that for us or do you wish to read it ? 

Mr. Suirxn. Mr. Chairman, I have a condensed statement of the 
formal one which I would like to read. 

The CHarman. The entire statement will, of course, be made 
part of the record at the conclusion of your remarks. 

Mr. Smrrn. It has been filed. 

The Cuamman. Then you may proceed in your own way. 

Mr. Smirn. Thank you. 
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STATEMENT OF WINTHROP H. SMITH, MANAGING PARTNER; 
VICTOR COOK, PARTNER; JAMES CORBETT, PARTNER; JAMES 
THOMSON, PARTNER; MILIJA RUBEZANIN, PARTNER; AND 
JOHN WOOD, OF COUNSEL, MERRILL LYNCH, PIERCE, FENNER & 
BEANE 


Mr. Smirn. Mr. Chairman and gentlemen of the committee, my 
name is Winthrop Hiram Smith, and I am managing partner of 
Merrill Lynch, Pierce, Fenner & Beane. This firm is a limited part- 
nership and acts as brokers in securities and commodities and under- 
writers and distributors of securities. 

Our headquarters is at 70 Pine Street, New York City, and we have 
114 offices in the United States, as well as in Puerto Rico, Canada, 
Cuba, and Switzerland. We have 4,600 employees and 107 partners, 
including limited partners. We hold memberships in 98 different 
stock and commodity exchanges, including the New York Stock 
xchange and the American Stock Exchange. 

I feel my firm has been honored by the request that I appear before 
the committee. 

[ am very confident that this committee’s study of the stock market 
will perform a valuable service to the American public. 

While our stock exchanges are a vital cog in our American way of 
life, 1 am afraid many of our citizens completely misunderstand the 
functions of them. Many people still think the exchanges set prices. 

One of the purposes of this committee is to determine why the stock 
market has risen sharply in recent months. The committee has on file 
« long answer prepared by our research department. That answer 
contains about 40 pages of text and charts. In addition, I have the 
following general comments to offer : 

In examining the factors that have had a bearing on the recent rise 
in stock prices, I think it is helpful to look back to the end of the 
war and see what has happened to business and the securities market. 
During the war years, military demands resulted in unprecedented 
sales volumes of most manufacturing companies, although price con- 
trols and excess-profits taxes tended to keep profits down. At the 
end of the war many businessmen were optimistic regarding the 
prospects. However, the feeling was not unanimous and many steel 
manufacturers frankly doubted that they would continue to operate 
at 90 to 100 percent of capacity. 

Furthermore, many businessmen remembered the pattern of busi- 
ness following the First World War. Montgomery Ward was not 
the only corporation to make its future business plans on a conserva- 
tive basis. 

As things turned out, a commitment in well-selected stocks at almost 
uny time in the early ‘period would have proved to be a well-timed 
investment. Corporate profits were only $5 billion after taxes in 1939, 
but they amounted to $13.4 billion in 1946 and advanced to $20 billion 
in 1948. A peak in corporate profits was reached in 1950 at $22 billion. 
The profits on an annual basis have ranged between $17 billion and 
$20 billion since then. 

Dividend payments were only $3.8 billion in 1939, but they rose to 
$5.8 billion in 1946 and have increased almost steadily since that time 
to the present rate of about $9.8 billion. 
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It might well be asked why stock prices did not advance sooner than 
they did, and I think the answer to-that is the matter of confidence. 
[“nless an investor has confidence in the future, he will hesitate about 
buying, even though current earnings and dividends are good. 

It is interesting to observe that the so-called blue chip stocks were 
the ones which led the advance in stock prices. This was due in part 
to a gradual change on the part of institutional investors. For ex- 
ample, in New York State, life insurance companies were permitted 
by law to buy common stocks beginning in 1951, and in 1952 savings 
banks in New York State were also permitted to buy common stocks. 
Last year an estimated amount of $2 billion was invested by pension 
funds. Corporate trustees and managers of college endowment funds 
have placed an increasing percentage of their investments in common 
stocks. For instance, Harvard University now has 55 percent of its 
portfolio in common stocks. 

We believe that individuals as well as institutional investors should 
investigate before they invest, and if they do so, we believe that sound 
investment opportunities are still available. 

We abhor the fact that some stocks are purchased on tips and 
rumors, and even though some of these tips or rumors may materialize, 
we feel strongly that the individual is better off if he ignores them. 

My firm is on record as being opposed to speculation in so-called 
penny stocks, 

It might be noted that the rise in stock prices between the 1949 low 
and the January 1953 high was almost as great as the extent of the 
advance from September 1953 to date. We have noted in our answer 
that there appears to have been a reawakening of confidence, and, as 
I have mentioned before, confidence is that all-important factor which 
moves a person who has money to invest to take action if he believes 
that sound values are available. 

This confidence in our future growth and in the stability of the 
economy seems to have increased. The consumer intention surveys 
sponsored by the Federal Reserve Board give impressive evidence of 
public confidence, while the 1954 year-end statements of corporate 
executives were even more optimistic than usual. 

Reports and releases from Government sources also stress the 
strength of our economy. For example, the publication of the Joint 
Committee on the Economic Report, Potential Economic Growth of 
the United States During the Next Decade, which was dated October 
27, 1954, certainly exuded confidence when it stated that the economic 
growth of the United States during the past half century has been 
phenomenal and there is every reason to believe that economic growth 
should continue at a rapid rate. 

This report also stated that total national output in 1965 should 
reach $535 billion, an increase of 50 percent from present rates. 

Sudden rises and sudden falls are not unusual in the stock market. 
Therefore, we believe that an investor should know what he is doing 
and that a speculator should be financially able to assume a risk if that 
is what he wants to do. 

It is quite true that on the basis of accepted measures of value, stocks 
were attractive in the fall of 1953 when the 30 stocks which made up 
the Dow-.Jones industrial averages were selling at 9.3 times earnings 
and provided a yield of 6.14 percent. And it is also true that the 
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current price-earnings ratio and yield is less attractive than it was 
then. However, such an approach to the valuation of common stocks 
is obviously oversimplified. 

I cannot discuss all the factors that go into the valuation of 
security, but it must be remembered that security prices are continu- 
ously reflecting the past, the present, and the future as it appears to 
many different investors and all at the same time. The reasons fo. 
buying and selling are compounded out of many factors selected 
by different people in varying amounts from each of these time 
segments, 

It should also be noted that the markets in many European coun- 
tries began to move up even before our market did in 1953. The 
fi ~ that excess-profits taxes expired in 1954 while at the same time 
a 10-percent cut in personal income taxes was permitted was another 
Eoiel le factor. The ability of the Federal Reserve to provide eas 
money when necessary and to restrict credit when necessary seems 
to be another factor which has given the investor added confidence 
in an ability to prevent severe recessions. The mild relief from double 
taxation of dividends in 1954 also had a bearing on the rise in prices. 

A great many of our accounts tell us that they might sell but for 
the fact that they would have to pay such a large capital-gains tax. 
This has tended te accentuate the rise. 

There also seems to have been belated recognition of the ultra 
conservative nature of reported earnings of many companies. For 
example, United States Steel chargeoffs for depreciation and related 
items actually exceeded reported net income in some recent years. 

In addition to the confidence the investor seems to place in the 
ability of the Federal Reserve to stabilize our economy through its 
monetary policies, there also seems to be a feeling, whether correct 
or not only time will tell, that the Government through large, quickly 
activated public-works programs, might arrest a decline in business. 

The committee has asked about our role as an underwriter. The 
underwriter has a major role in American free-enterprise system, as 
he is the one who provides the necessary machinery for raising the 
vast amount of capital required by corporations, municipalities, States, 
and others, whose expansion and growth must keep pace with the long- 
term, increasing demand for goods and services. 

The specific job of an underwriter is to gather surplus funds from 
individuals and institutions and make those funds available to new 
businesses, growing poenricene and municipalities and States which 
must provide proper facilities for our expanding population. 

An important difference between an underwriter and a broker is 
the fact that the underwriter acts as the principal, in that he first 
purchases the securities, either alone or in conjunction with a group 
of associates, and then he resells them to investors. Each underwrit- 
ing of a security issue involves an agreement to provide a specific 
amount of funds to the issuer. 

Some idea of the magnitude of the underwriting industry may be 
gained from the fact that in 1954 approximately $16 billion of corpo- 
rate, State, and municipal securities were offered to the investing 
mare These figures compare with less than $4 billion in 1941. 

The committee has asked about our role as a stockbroker. Through- 
out the ages and paralleling the advance of civilization and the capital- 
istic system, the functions of brokers have touched upon almost every 
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form of human endeavor. As a result, there is hardly an area of com- 
merce that can do without the services of brokers who are specialists in 
and more than ordinarily knowledgable about their particular fields. 
Every basic commodity has brokers to specialize in each. There are 
also real estate brokers, shipping brokers, insurance brokers, freight 
brokers, ticket brokers, and, of course, the stock brokers. 

Up to 1934, the New York Stock Exchange membership was answer- 
able only to its own governing board for such rules as it established. 
Since that date, however, although still enjoying a high degree of free- 
dom, it must in many matters take cognizance of the Federal legisla- 
tion, particularly the Securities Exchange Act of 1934. 

In studying the functions and duties and obligations of a broker, it 
is important to remember that his fundamental responsibilities remain 
unchanged. He continues to handle buy or sell orders for his prin- 
cipal and earns his commission as soon as he has bought or sold at the 
best possible price. In his capacity as a broker, it is not his province to 
question the wisdom of his customer in buying or selling a particular 
stock. He does not profit if the transaction turns out well, nor does he 
suffer a loss if it proves unwise. 

It is important to remember this, because, unfortunately, the im- 
po still prevails in some quarters that the customer’s loss is the 
broker’s gain. 

The modern stockbroker deals with a vast clientele owning thou- 
sands of different securities of every type and quantity, ranging from 
a few shares to hundreds of thousands of shares. The sophistic ation 
or knowledge of these clients ranges from a little to a great deal. 

Notwithstanding these extremes of knowledge, the stockbroker will 
perform his function in each case; that is, he will endeavor to buy or 
sell at the best possible price and charge the same commission to all. 

In my opinion, the stockbroker exerts little influence on market 
movements. It should be remembered that for every action on the part 
of a customer there must be a counteraction by another customer 
through his broker. As a result, when the activities for any period are 
analyzed, we find that customers sold as much as they bought, and vice 
versa. 

Last year at Merrill Lynch, for instance, our round-lot cus- 
tomers—that is, our hundred-share customers—bought $1,724,000,000 
worth of New York Stock Exchange stocks, and they sold through us 
$1,729.000,000 worth of New York. Stock Exchange stocks. 

The securities listed on the New York Stock Exch: ange represent 
the outstanding business enterprises in the country. They are owned 
by millions of investors in every corner of the world, who daily enter 
orders to buy or sell for various reasons unknown to any br oker. 

As the committee knows, this is a condensed version of my formal 
statement already on file with you. 

Before I close, I wish to state that my firm is convinced that it is 
good for the average American citizen to own a share of American 
enterprise. He should buy good common stocks as soon as he has 
adequate savings reserves, owns a home, and has provided sufficient 
insurance protection for his family. Just what these reserves should 
be will vary according to the individual. 

We believe investments in sound common stocks are good for the in- 
dividual and good for the country. This is especially important now 
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because never before has the basic conflict between capitalism and th 
other “isms” been so clearly marked. 

We sincerely believe that when millions of our citizens have a direct 
ownership in American corporate enterprises it will represent an im- 
portant bulwark to our Nation. 

The committee has heard several witnesses testify that the general 
public needs more education before they can invest effectively. We 
agree. Although the committee has received many facts and figures 
on this point, I would like to add one more. 

The Federal Reserve Board tells us that of all Americans who have 
incomes above $7,500 and with some liquid reserves, only 28 percent 
own corporate securities. In a country which prides itself on its pro- 
duction achievements, we think this low ratio is to be deplored. 

For years we in Merrill Lynch have been trying to correct this situa- 
tion through a vast public educational program about stocks and 
bonds. Aside from many broad fundamentals about investing, we 
have constantly stressed the element of risk in all investment. The 
stress on risk is quite apparent in many of our advertisements. As a 
matter of fact, anyone risks their money if they simple bury it in the 
ground. They run the risk the money will not buy as much when they 
take it out as when they buried it. 

There have been great changes in this country since 1929, It is no 
longer possible for a relatively few rich people to supply the money 
industry must have to research and develop and expand to keep our 
standard of living headed upward. Therefore, these capital funds 
needs, which are estimated at about $200 billion in the next 10 years 
alone, must come from millions of individual investors. Many of them 
will be brandnew investors. 

Under these circumstances, my firm believes it is our duty to con- 
tinue our educational program. As in all walks of life, investors must 
learn to crawl before they can walk. 

Thank you. 

The Cuarrman. Thank you, Mr. Smith. 

That last point yo made I think is an interesting one, and I would 
like to comment a little on it. 

You were here I believe or at least you heard of the discussion I had 
with the president of the New York Stock Exchange on their educa- 
tional program. 

Mr. Sirens. Yes, sir. 

The Cuairman. Do you see any difference between the exchange as 
such carrying on such a program and your own firm carrying it on ‘ 

Mr. Smiru. There may be some difference. I think that our firm 
can make certain statements in our ads that would not be proper for 
the New York Stock Exchange. In other words, some of our ads 
actively solicit business. The stock exchange does not solicit business. 

The CHatrman. Well, there are further differences, too. The 
stock exchange is a place for people to do trading. Now, when they 
undertake to recommend a purchase of stock, it seems to me entirely 
a different function, whereas that is a very proper, natural function 
for a brokerage house, is it not ? 

Mr. Sairu. It is not my conception that the stock exchange pro- 

am does that quite, Mr. Chairman. It seems to me their ads have 

en largely educational. 





STOCK MARKET STUDY 369 


The Cuairman. To stimulate the purchase of stocks / 

Mr. Smiru. Well, to educate, and in educating that may stimulate. 

The CuatrMan. Well, I use their own language in their own report. 
It says “to stimulate.” It is not my language. I pointed that out be- 
fore. 1 think it leaves a different impression with people. 

I may be belaboring a small, a minor point, but it does seem to me 
quite different. There is an aura of disinterestedness that the stock 
exchange can cast about its propaganda which is misleading, it seems 
to me, whereas coming from you it is not misleading and it is quite 
proper. Everyone knows that you are in the business ‘of selling stocks. 
And I may say your reputation is extremely good. But it looks to me 
as if the stock exchange is in a false position undertaking the same 
kind of campaign. 

I thought you might agree, but you do not agree with my view 
on that, I take it. 

Mr. Surru. No, I do not think that I can, Mr. Chairman, because 
I felt right along the stock exchange was not actually soliciting busi- 
ness by their ads. 

The Cuamman, I notice in your own statement you emphasize that 
vou in your own ads and your educational campaign point out that 
risk is involved. You will find very little of that in the stock exchange 
educational campaign. In the statement of its president, there is a 
general feeling that there is very little risk in this business. I think 
that is a fair comment on the statement of the president of the stock 
exchange on the first day of these hearings. 

There is quite a difference in the way it is done, I think. 

I appreciate your opening statement. You feel that there may 
be some good come out of the study of the markets by the Congress, 
if | understood your first statement ? 

Mr. Smirx. I am confident of that, Mr. Chairman. I think a 
great deal of good has already come, and as it dev elops I am sure an 
enormous amount of good will come out. 

The Cuarrman. I noticed this morning an Associated Press state- 
ment which says: “Brokers.had a variety of explanations for the sud- 
den burst of selling.” This is referring to yesterday’s market. “Many 
leaned to the belief that the selloff was a natural dev elopment inas- 
much as the market has been advancing steadily and attaining re- 
peated new high marks in recent days. The trigger for the sudden 
rush to sell, these brokers contended, could be found in Washington. 
It was pointed out that the Senate Banking Committee under Senator 
Fulbright had asked the Defense Department for full information on 
companies heavily engaged in defense work. Stocks of these com- 
panies have been highly favored at steadily advancing prices.’ 

Would you comment on that? Do you think these hearings here 
had anything to do with the action of the market yesterday ? 

Mr. Surru. I would doubt it very much, Mr. Chairman. 

The Cuamman. To put it another way, do you think these hearings 
should have anything to do with it? Is there any connection which 
you can think of that should have such a reaction in the market? 

Mr. Sarrn. Mr. Chairman, I read your opening statement which 
! thought was exceedingly profound, in which you warned every- 
body that nothing that transpired at these hearings should be used-as 
ammunition or to form judgments as to what the market was going 
to do. I thought you took care of that extremely well. 
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The Cuarrman. Is it fair to say that in your opinion it should not 
have caused these day-to-day reactions, and if by chance it should 
there was no justification for it? Is that a fair-—— 

Mr. Smiru. That is my opinion; yes, sir. 

Che CrArrMANn. I appreciate that. I do not know of anyone better 
qualified to evaluate this situation. 

Your statement I think covered many of the basic things by way 
of sort of résumé. 

Your firm I believe is by far the largest brokerage firm in the busi- 
ness, is it not? It does more business than any other firm ? 

Mr. SmirH. In the brokerage end of the securities business we are 
the largest ; yes, sir. 

The Cuarrman, Is it correct to say you do about 10 percent? 

Mr. Smrru. We do approximately 10 percent of the 100-share busi- 
ness, which we call the round-lot business. We do a larger amount of 
the odd-lot business. 

The Cuatrman. Are your partners and employees free to buy and 
sel] as they please, or do you impose any restrictions upon them ? 

Mr. Smiru. Partners and employees may buy and sell for cash but 
not on margin. 

The Cuarkman. Do you in any way supervise their activities in that 
respect? Do they have to report to the firm what they are doing? 

Mr. Smrru. Well, they handle their transactions through the firm 
so the firm knows what they are doing. 

The CHatmman. They are expected to do their trading through 
the firm I gather? 

Mr. Smitru. That is right. 


The Caarrman. When your firm has a eyemcmg in a security and 
C 


you issue a brochure upon that security, 
position ¢ 

Mr. Situ. Yes, in a general way we do. 

The CHatrMan. Of course, as an underwriter obviously that is all 
exposed. Do you also take a position in stocks just simply without it 
being connected with an underwriting operation 

Mr. Smiru. We take positions in certain common stocks, preferred 
stocks, and bonds. That is, our unlisted trading department takes 
those positions. And those positions are varying from day to day. 
In other words, we keep an inventory on hand in order to make markets 
in those particular stocks. 

The CuarrmMan. Only on unlisted securities ? 

Mr. Smiru. That is right. Aside from our underwriting business. 

The Carman. What? 

Mr. Smiru. Aside from our underwriting business. 

The CHamrMAn. Yes. 

Mr. Soiru. Yes. 

The CHarrman. Well, you do think it proper that a broker or 
dealer who is seeking to sell securities should reveal his own position 
in the stock to the customer; do you not? 

Mr. Smirx. We think so. 

The Cuarrman. What effect has the recent increase in volume of 
trading had upon the income of your firm? Has it improved? 

Mr. Smirn. Very decidely. 

The Crarrman. I believe you publish your figures, do you not, every 
year { 


o you disclose the firm’s 
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Mr. Smirn. Yes. We publish an income statement and a balance 
sheet. 

The Cuarrman. I thought I had seen that in the paper. 

Does this increase in income with an increase in volume provide an 
incentive for advising customers to engage in short-term trading? 

Mr. Smirn. Pardon me, sir. They were adjusting the microphone, 
and I did not get your question. 

The Cuamman. Does this increase in income with an increase in 
volume provide an incentive for advising customers to engage in short- 
term trading? 

Mr. Smiru. No, our policies have not been changed at all in that 
respect. 

The Cuarrman. As you stated—and I have noticed some of your 
advertisements—you advise people to investigate before they invest. 
Do you believe they really do that to any great extent ? 

Mr. Smirn. I think a very large part of them do. I think there are 
exceptions. 

The CuarrmMan. Do you know of many well-known securities that 
sell without any relation to their intrinsic value ? 

Mr. SmirnH. That is a difficult question. There might be statistical 
reasons that do not appear, but I would guess that generally there is 
some reason. 

The CHarrman. Would you care to mention any as examples? 

Mr. Smrru. I do not like to mention specific securities, Mr. Chair- 
man. Iamafraid it might be misinterpreted. 

The Cuatrman. Well, I can understand that. I just asked if you 
cared to mention them. 

Mr. Smrru. I will tell you one later. 

The Carman. This is one that has no relation to its intrinsic 
value? 

Mr. Smiru. It may. 

The CHarrman. Would it surprise you to know that a company 
listed on the American Stock Exchange as recently as December 1954 
has a book value of about 90 cents a share. a history of losses for the 
previous 3 years, is currently selling at about $19 a ‘share, and sold at 
ubout $3 a share last September. The company is in the farming 
equipment business and there is certainly no reason to consider this a 
growth industry. As a matter of fact, there has been no public state- 
ment to indicate that the company would not lose money again in 1955. 
Its most recent financial statements show losses, and there has been no 
public statement since then. 

Do you happen to know of that—— 

Mr. Smiru. No, I do not happen to know what that company is. 
Tam curious. 

The Carman. Well, we will tell you about that later too. 

It is also interesting that this company gave the underwriter 
170,000 shares of stock at 50 cents in May 1954 for security a loan for 
the company of $500,000. Even if the underwriter sold its shares at 
$15 ) per share, the underwriter would receive for this service about 

$3 million, and the stock is still selling at above $15. That is, it is 
quoted ; I would not say it is selling. 


Mr. Smirn. I am very curious to know the name of that company 
and why. 
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The Cuatrman. I have used 10 minutes. I have some further ques- 
tions but will yield to the senior Senator from New York for 10 
minutes. 

Senator Ives. Mr. Smith, I am a little curious, in view of what 
occurred in the market yesterday, whether you sent out any margin 
ealls. Did you? 

Mr. Smirn. I was in Washington yesterday, Mr. Chairman. | 
would like to ask one of my partners. First I will make a guess we 
may have. I would say if we did they were a very, very minimum. 

No, we do not know, but I am sure they would have been 

Senator Ives. Probably it did not break enough to require it. 

Mr. Smrru. No. I have looked over the market drop, and I am 
sure it did not do that. 

Senator Ives. I assume you regard the break yesterday as a very 
healthy break. 

Mr. Smirn. Well, I do not know what a healthy break is. I have 
heard that term used. 

Senator Ives. Do you think the market is overbought temporarily 
at the present time ? 

Mr. Smirn. I do not know. But to get back to the declines yester- 
day, I did not think they were severe declines at all. Just from that 
there would be nothing that would make me apprehensive. Any action 
of yesterday’s market. 

Senator Ives. The other day when we opened our hearings some of 
us raised the question about tips which are being or have been given 
by a certain radio broadcaster. I will not mention his name. I think 
it is generally known. How do you look upon that kind of market 
advice ? 

Mr. Smrrn. Well, as a matter of policy we are very much opposed 
to any tips or rumors. 

Senator Ives. Then you do not favor it? 

Mr. Suir. No, we donot. 

Senator Ives. Do you think it should be curbed if it is possible to 
do so? 

Mr. Smrru. Well, I do not know how one can do it. We do it or 
we certainly attempt to do it within our own organization. Whether 
it can be done by law or not I do not know. I would be a little doubt- 
ful about it. But they certainly are not good for our business, and 
they are not good for the investor. 

Senator Ives. It occurs to me if we start tinkering with that by law 
we may handicap those who are giving perfectly legitimate advice. 

Mr. Smrru. I would be very much 

Senator Ives. I would be fearful of that, too. 

Mr. Samira. I would be very much afraid of that. 

I think, to come back to what we were saying earlier, that perhaps 
the real way to curb it is by education, and if we can ever spread 
education broadly enough, then people are not going to pay attention 
to those tips and rumors. I iwilies that that is rather Utopian. 

Senator Ives. Here is a more general question I am going to ask 
you. Is the securities industry geared to advise upon the purchase 
or sale of securities, or is it geared to do a high-pressure job of selling? 
I am now not speaking to you as an underwriter. I am speaking to 
you primarily in your role as a broker. 
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Mr. Smira. | speak for my own firm first. I think we certainly 
are equipped to give advice and counsel and particularly to give facts 
ind information. I know many, many, many firms who are also 
extremely well equipped to do the same thing and who do not use 
\igh-pressure methods. Iam sorry to say that I think that there are 
some firms that do use high-pressure methods. 

Senator Ives. Well, to continue the thought that I have just ex- 
pressed, are the customers’ representatives paid according to the 
:mount of business they write or on a straight salary or both¢ I know 
something about sg underwriting end. I assume they are paid com- 
missions on that. I do not know how you pay them, but I assume 
they are paid in line with the amount of selling. But how about the 
brokerage end of it? 

Mr. Smirn. Mr, Senator, are you directing this question to the 
practice of my firm or the industry ? 

Senator Ives. Both. 

Mr. Saari. Then I think I had better answer it in two parts. First, 
so far as our own firm is concerned, we have nobody on a commission 

isis in our firm, whether it is in the brokerage end of the business, 
the underwriting end of the business, anything. 

Senator Ives. They are all on salary? 

Mr. Smirn. They are all on a salary. 

Senator Ives. How about the industry generally ? 

Mr. Smrrx. Well, I can only speak from hearsay in the industry 
generally, but I know a great many firms have what they call regis- 
tered representatives on a commission basis. 

Senator Ives. Well, then, that in itself indicates you are using no 
pressure whatever in that field ? 

Mr. Siri. That “we” are not? 

Senator Ives. Yes, you personally. 

Mr. Smrrn. W ell, we certainly try to sell securities, but we try to 
avoid high-pressure methods. I think there is a distinction between 
the two, 

Senator Ives. Well, I know, but when you pay a salesman in line 
with the volume of selling he does he is bound to pressure the potential 
purchaser, is he not? 

Mr. Smiru. We are inclined 

Senator Ives. I mean there is a temptation to do that ? 

Mr. Smrrn. We are inclined to think so. 

Senator Ives. Yes. You do not follow that policy? 

Mr. Suirn. No. 

Senator Ives. How do you decide, Mr. Smith, whether to effect 
a transaction for a customer in the over-the-counter market or on the 
exchange ¢ 

Mr. Smrru. Well, if the security is listed on the exchange we must 
effect that transaction on the exchange. 

Senator Ives. Automatically you have to do that? 

Mr. Smirn. Yes. 

Senator Ives. Otherwise it goes over the counter ? 

Mr. Smrrn. Unless it was a security that fell into a certain classi- 
lication that has a very inactive market. There are certain preferred | 
stocks and bonds. As a matter of fact, in bonds we are compelled 
by the rules of the exchange to put orders up to $15,000 in bonds on 
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the exchange. Above that we can have the transaction over the 
counter. 

Senator Ives. Thank you. 

There is just one more question I have because it came up yeste1 
day. It has been reappearing every so often. Do you notice any 
difference—you were in the brokerage business in 1929 T assume ? 

Mr. Smiru. Yes, sir. 

Senator Ives. Do you notice any difference in the attitude of pur 
chasers today in comparison with their attitude in 1929? 

Mr. Smiru. Yes. I think I note a marked difference. 

Senator Ives. Are they buying more on values now than they were 
in 19292 

Mr. Smirx. I am sure they are. 

Senator Ives. Or 1928? 

Mr. Smiru. Yes. 

Senator Ives. Values did not mean too much in 1929, did they? 

Mr. Smiru. Well, they meant a great deal to some people. 

Senator Ives. To some? 

Mr. Sairiu. Not everybody was crazy in 1929 by any means. 

Senator Ives. Apparently quite a lot of them were, though. 

Mr. Smirnu. There was a great deal of frenzy, yes, but there were 

lot of people 

Senator Ives. Well, you do not see that kind of condition existing 
at the present time then? 

Mr. Smitu. No, I do not, I am happy to say. 

Senator Ives. Thank you very much. I think my time is probably 
up, Mr. Chairman. 

The CHarrmMan. Just about. 

The junior Senator from New York. 

Senator Lenman. Mr. Smith, I want to compliment you on a ver) 
clear statement. 

Mr. Suirn. Thank you. 

Senator Lenman. I think it is a very reasonable, fair statement. 
I am very glad indeed that you referred to the institutional trans- 
actions. I say that because I have a feeling that the importance of 
institutional buying is not appreciated both by the public and, as a 
matter of fact, I think, by the brokers and investment houses them- 
selves. 

The proportion of institutional buying, the increase in the institu- 
tional buying in the last 6 or 7 years, of course, has been dramatic. 
1 think there were figures given here that about 28 percent of the 
purchases made within a given period came from institutions—banks, 
insurance companies, funds, and otherwise. 

I assume that the securities purchased by institutions remain in 
the possession of those institutions, generally speaking, for a longer 
period than those that are purchased by private investment or “by 
the public generally for investment or speculative purposes. Is that 
your impression 

Mr. Suirn. Among those institutions that I am familiar with 
find that they very seldom make sales. When they make a purchase, 
they are pretty apt to stay with it for a long time, almost an indefi- 
nite time. There are exceptions to that, but generally they are held. 

Senator Lenman. Well, that is my impression, too. I do not think 
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they would buy otherwise. I think they want it as an investment for 
the funds for which they have to find some use. 

If that is true, and if the increase continues in the future as it has 
in recent years, is it not quite possible that most of our large cor- 
porations are going to be owned by institutions? 

Mr. Sara. Well, I think you are projecting that possible as- 
sumption a good many years in advance. I really do not know. I 
think that there will be a continual increase in the number of equity 
sues that are issued, that come forth from corporations. After all, 
the individual wants some common stocks, too. There may be some 
competition for them. 

But I think over a period of years that there probably will be an 
ncreasing amount of equity financing. I do not know. You open 
up a very interesting subject. 

But if you are going to talk about institutions ultimately owning all 
the corporations, you cannot disregard labor unions, because labor- 
union pension funds 

Senator Lenman. I included those. 

Mr. Smirx. You included those? 

Senator Lenman. Yes. I consider that institutional buying, and I 
referred to Insurance companies, banks, and pension funds. I lumped 
them all. 

Mr. SmirH. Yes. 

Senator Lenman. Is it not a fact that in a very few large compa- 
nies, with capitalization of let us say a hundred million dollars or 
more, both railroads and industrials, the percentage of the stock 
owned by an individual or a small group of individuals is relatively 
small ¢ 

Mr. Smirn. Yes. 

Senator LeuMan. What I am getting at is this: If these invest- 
ment companies, investment trusts, many of whom work very closely 
together, continue, it would seem to me that there is a danger, or at 
least. a possibility, that these large companies that have purchased the 
securities for investment may be able within a rel: itively short time 
to control some of our larger companies, such as public-service com- 
panies that were organized and operated for the benefit of the public. 

I think it is something that should be watched. 

Mr. Sarru. It is a very interesting matter. There is no question 
about that, Mr. Senator. I have heard it discussed at great length. 
| just do not know, and I do not think any of us know. 

Senator Lenman. But you feel that the investment purchases have 
played a very considerable role in the advance of security prices over 
the’ past 5 or 6 years? 

Mr. Swirn. Yes, there is no question of that. We see evidences of 
that in our own office. 

Senator Leuman. The chairman made some reference to intrinsic 
value, the selling price as compared to intrinsic value. In intrinsic 
value I would suppose one would consider book value, earnings, cor- 
porate structure, and matters of that sort. But is it not a fact that 
today there are a great many purchases made on prospective value, 
probably a perfectly legitimate calculation of prospective value, rather 
than immediate value? 

I raised that question the other day with one of the witnesses. For 
instance, in the oil companies the selling price may appear to be 
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entirely out of line with the immediate earnings, but may not be out 
of line when you take into account the tremendous reserves that that 
company or those companies may have for future exploitation. Does 
that not play a role? 

Mr. Smrrn. Oh, yes, Mr. Senator. I think both you and I have to 
be of the same opinion on that question that the prospective earnings 
are one of the most important factors in the price of a common stock. 

Senator Leuman. I have been advised that in your answer to the 
questionnaire when that was sent out by the committee you referred 
to the amount of debit balances and warned that that was something 
to watch. Have the debit balances very greatly increased or very 
markedly increased because of the continuous and very substantial 
rise in the stock market in the security prices? 

Mr. Smrru. Over what period of time, Mr. Senator ? 

Senator Lenman. Over a period of 6 months. And, what is more 
important in my mind, are they rising today to any alarming extent ? 

Mr. Smiru. Well, there has been a sharp increase in customers’ 
debit balances. There was a substantial increase in January. I have 
been away and I have not seen the February figures yet, but there was 
a fairly sizable increase in January. 

Senator Lenman. Is that for one area or for the country as a whole? 

Mr. Smirn. That is the whole country. 

Senator Lenman. That is the Federal Reserve figures I suppose? 

Mr. Soirn. Yes. 

Senator Leuman. Have you worked out in your own mind what a 
fair proportion would be between debit balances and the value of the 
securities that are dealt in? 

Mr. Smrru. No, I have not, Mr. Senator. 

Senator Lenman. I am trying to get a yardstick if possible. 

Mr. Smirn. I wish I could find it. 

Senator Lenman, Just one more question. We were talking about 
these tips, and I think they are very unfortunate. I think they delude 
many people, and I think they cause losses. Have you any formula 
or any suggestions-to make as to how that could be prevented by 
legislation ? 

Mr. Sorrn. I am afraid that legislation might be almost worse 
than the tips and rumors we have. If some legislation could be pre- 
pared that would not bring about those dangers, I would welcome it, 
but I am afraid of it. I still would like to repeat my former state- 
ment that I think education is the best way to cure it. 

Senator Lenman. That is all for the time being. 

The CuHamrMan. The Senator from Maryland. 

Senator Braui. Mr. Smith, in line with Senator Lehman’s question, 
would not legislation more or less prohibit the circulating of good 
sound advice? 

Mr. Siru. Well, it would depend on what the legislation was. 

Senator Beaty. We would have to be very careful, would we not? 

Mr. Sarrn. I would be afraid we would run into freedom of speech, 
freedom of the press. 

Senator Beau. We do not like these so-called tips, but at the same 
time there is a lot of good, valuable information published by repu- 
table houses, is there not ? 

Mr. Sairn. That is correct. And certainly we do not want to do 
anything to dam that up. 
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Senator Braty. Well, do you have any specific indications that 
there have been any abuses of the law and regulations governing the 
sale of so-called penny stocks ? 

Mr. Smrru. I think there have been. 

Senator Brean. Sir? 

Mr. Smaru. I think there have been. 

Senator Bratt. What, for instance ! 

Mr. Smrru. Violations in that whole area of so-called penny stocks. 
Possibly “penny stocks” is not quite the right definition. It is a 
definition that we have used because there are so many of that type 
of securities—and I refer chiefly to the uranium stocks and to the 
Canadian oil stocks—that have almost all been brought out under a 
dollar, at very cheap prices. I think everybody understands what we 
mean when we talk about penny stocks. 

The fact, however, that a stock happens tobe selling under a dollar 
does not mean that it is not good. There can be companies of sub- 
stantial value. It all depends on the capitalization, the market price 
of the stock. But anyway we know what we are talking about. 

Senator Brant Do you have any specific suggestions of what might 
he done by way of legislation or regulations ? 

Mr. Smirn. I wish I had, because I see the evils and I deplore them 
very much, and there are difficulties there too because so many, par- 
ticularly those uranium stocks, were probably floated intrastate, and 
[ am afraid that Federal Government regulations might not cover 
them. I think they are a matter that perhaps the States themselves 
ought to be concerned with, 

Then, of course, there are the Canadian oil stocks that were sold 
by telephone across the border. To find legislation to control them is 
pretty difficult. 

A great many of these uranium stocks came out under what is 
called schedule A of the Securities Exchange Act, and a very abbre- 
viated amount of information is contained there. Even in some of 
those if the investor had read the prospectus I do not see how any sane 
person could have bought them. 

Again it comes to a question I think of education. 

Senator Brat,. Thank you, Mr. Chairman. 

The Cuarrman. The Senator from Virginia. 

Senator Rosertson. I pass, Mr. Chairman. 

The Cuarmman. Mr. Smith, with regard to this tipping, do you 
think that some requirement of reporting or registration of tips by 
people who are not registered dealers might be required simply as a 
matter of knowing what is going on in this field? You were not here 
yesterday, but I had an advertisement, for example, of a local furni- 
ture store which is offering shares of uranium stock with every pur- 
chase. I think it tends to bring the whole securities business into 
disrepute to have that going on. Do you not think so? 

_ Mr. Smrrn. Well, it certainly does not increase our prestige. I say 
it materially lowers it. 

The Cuatrman. Yes. So you would be interested I think in im- 
proving this situation if we can think of anything to do about it. 
Would you think it might do some good to require that at least if they 


are going to give a tip over the national networks that they tell the 
exchange about it ? 
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Mr. Smrru. Well, what good would that be unless you had some 
control over them and some penalty if they violated ? 

The Cuarrman. I do not know that it would. I have not thought 
it through. But in registration the theory of the Securities and 
Exchange Act is the disclosure. It is assumed that if you have to 
disclose everything you are going to do it might deter some of the 
more unethical practices you might otherwise engage in. 

Mr. Surru. But, Mr. Chairman, there are some very severe penal- 
ties attached to the Securities and Exchange Act if the disclosures are 
not honest disclosures. 

The Cuatmman. That is right. But the disclosure itself, it is 
thought, has some value to it, although we see many cases where the 
disclosure is full and yet the public will buy the most worthless securi- 
ties. It does not always work; I grant that. But it may have some 
deterrent effect if some Sf the tipsters that you are familiar with are 
required ahead of time to disclose what they intend to do. I do not 
know whether it is of any value at all or not. I am merely asking 

if you have any suggestions. 

Mr. Siri. I would say if you are going to have them licensed or 
registered, then there must be some penalties attached to it in order 
to control them from disclosing inaccurate information or unfounded 
information. 

The CuarrMman. Well, it is a field that you do think is worthy of 
consideration even though at the moment you see no solution ¢ 

Mr. Smiru. Oh, most certainly so. We have been very concerned 
with that ourselves, because we saw a lot of evidences of that kind 
of business going through our shop. We had to take some very rigid 
steps to prevent 1t. 

The Cuatrman. You did? Could you describe what you did? It 
might be helpful to others. 

Mr. Smrrn. I have a couple of long memoranda. Maybe I could 
possibly take a little bit out of the two of them so as to not waste 
the committee’s time. 

First, there was one that was dated last summer, which was largely 
cautionar y and warning. We finally ended up in the last paragraph 
and said, “In the event of another boom in low-priced, speculative 
securities, particularly uranium stocks, the firm will take more string- 
ent action if necessary.” 

The CrarrMan. Is this a memorandum to your own people? 

Mr. Smrrn. This is a memorandum to our own organization. 

Apparently this memorandum was not as effective as I had hoped 
it would be, so several months later we took a much stronger position, 
and in certain securities of that classification we said, “We simply will 
not accept an order. 

The Cuatrman. That you would not accept an order ? 

Mr. Smiru. Would not accept an order. 

The Cnatrman. That is your present policy ? 

Mr. Smrru. That is, accept an order to buy. And that is our 
present policy. Then we went a litle bit further and said we would 
not accept an order to sell unless the customer had the securities in 
his account with us or had bought them through us and had them in 
his own possession. We felt there we had to take the order. 
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The CHatrman. How do you limit that classification that this 
memorandum refers to? How do you say that it falls within it or 
without it? 


Mr. Smiru. I do not quite get that question, Senator. 

The CuHarrmMan. Well, this applies to a certain kind of security, does 
it not? What security does it apply to? 

Mr. Smiru. I understand your question. Well, we spell them out, 
if you would like me to read it. 

The Cuatrman. I think it would be interesting. I do not know 
about this. I think it would, yes. It would be educational to the 
public. Maybe it would help them avoid some of these issues. 

Mr. Smiru (reading) : 

Effective immediately the following shall be firm policy: 


1. We will not open accounts for the purpose of either buying or selling highly 
speculative securities of the type generally described herein. 

2. All purchases and sales of such securities shall be made on an unsolicited 
agency basis only. 

3. We will not purchase on any basis (a) any Canadian mining or oil security 
which is not fully listed on an exchange in Canada. This means we will not 
accept purchase orders for mining and oil stocks which have only unlisted 
trading privileges on these exchanges. 

You will be able to ascertain whether or not particular stock is listed from 
the Financial Post Survey of Oils. 


And then it goes on to spell that out. I will just omit that. It will 
save time. 


(b) Domestic, low-priced, speculative stocks issued under Regulation A * * * 
This is now dealing with United States stocks. 


Domestic, low-priced, speculative stocks issued under regulation A filing or 
an intrastate exemption since January 1, 1953 or if issued prior to that date and 
still in distribution. (Regulation A under the Securities Act of 1983 exempts 
from registration under specific conditions certain issues that do not exceed 
$300,000. Intrastate exemption of Securities Act of 1933 can apply to an offer- 
ing in any amount.) 

(c) Domestic or Canadian securities which we believe are being unscrupulously 
promoted, which we think are being distributed in violation of the United States 
or State security laws or which appear on the SHC restricted list. 

4. We will not accept sell order for any such securities unless the following 
two eonditions are met: (a) securities being sold either originally purchased 
through us or are on the account at the time the order is entered, and (b) the 
order must be related to the existing market. 


It goes on for more things here, but I think that pretty well takes 
care of it. 

The Cuatrman. I think that gives the purport of it. 

As an illustration of the extreme to which some of these people 


resort, I have in my hand a match cover which has been handed to me, 
which says: 


Capital Gains: A stake in uranium future for as little as $30. 
And it has: 

The Degatano Securities Corp., 37 Wall Street. 

It has a very good address: It says: 


Share in the capital gain opportunities of uranium. Our recommendation to 
you is based on uranium stocks that appear to offer most favorable situations. 
60650—55——_25 
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That is on a match cover. I think that is going pretty far, don’t 
you ? 

Mr. Smrrn. So do I. 

The Cuarrman. I yield to the Senator from Virginia for some 
questions. 

Senator Roperrson. Mr. Smith, in your prepared statement, refer- 
ring to what is generally accepted as an unprecedented rise in the 
market value of stocks, you stress as a basic factor behind that move- 
ment the great confidence of investors in the future of their country. 
Do you think prices have gone too high, that that confidence has been 
carried beyond the point of real safety ? 

Mr. Smiru. Do I think the market has gone too high? 

Senator Ronertson. Too high. That is right; yes. 

Mr. Smirn. Mr. Senator, I just cannot answer that question. 

Senator Roserrson. Well, I note that your first name is Winthrop 
Are you connected with any of the Aldrich or Rockefeller people or 
any of that kind of money? 

Mr. Sarru. No, sir; I am no relation to the Rockefeller families or 
the Aldrich families. 

Senator Rosrerrson. You are head of the biggest stock brokerage 
firm in the world, nearly 5,000 employees I believe; is it not? 

Mr. Snirn. 4,600. 

Senator Rosperrson. How many ? 

Mr. Sirn. 4,600. 

Senator Ronerrson. 4,600 employees and many offices in this coun 
try and some abroad. And your business is buying and selling stocks. 
You do more of it than any other one firm in the world. And yet 
you do not want to say whether you think stocks have gone too high 
or not? 

Mr. Smrrn. I would be perfectly willing to sit down with you or 
the committee or with a client and discuss specific companies, but to 
say that the market as a whole is too high or too low, I am unwilling 
to make that statement for the simple reason that I do not know, and 
I do not believe anybody else knows. 

Senator Rosertson. Then if you, the best expert in the Nation, do 
not know whether it is too high or not, this group with incomes of 
$2,500 that owns one-third of all the listed stock certainly do not know 
either; do they? 

Mr. Smirn. Well, if my belief is correct, that is true; they do not 
know. 

Senator Rorerrson. All right. And if a man buys stock and does 
not know, is he gambling on the future or not? 

Mr. Sarru. I think we have to get back to what I said originally. 
I do not know whether the market as a whole is too high or too low. 
I would be perfectly willing to discuss the relative market price of 
specific securities, specific companies, and have a very definite opinion. 
It might be wrong, but I would have an opinion. 

Senator Roperrson. We had before us yesterday a distinguished 
Harvard professor. He disclaimed any real, practical knowledge 
of the workings of the market, but as a student of trends and of 
theories, we might say, he expressed an opinion that the market was 
too high. Well, on yesterday the market sold off rather sharply, as 
much as $5 in some shares. Why did it sell off? 
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Mr. Smiru. Before you came in, Mr. Senator, the chairman dis- 
cussed that and asked me the question if in my opinion the market 
sold off yesterday because of what Professor Galbraith had said, and 
my reply to that was I did not think so. 

Senator Rozerrson. Well, why do you think it sold off? 

Mr. Smirn. Some days it sells up, and some days it sells down, and 
many times the reason will be obvious. Sometimes we do not know. 
All I know is what I read in the papers this morning. So as to what 
made the market sell off yesterday—or what made certain stocks sell 
off yesterday I should say—lI do not know. 

Senator Roserrson. I have just gotten a report that it is selling off 
again today. You do not think there is anything in your testimony 
that will cause that 4 

Mr. Smirnu. I am much more certain that there has been nothing 
in my testimony that would make the market sell off any more. And 
I am sure there wasn’t in Professor Galbraith’s yesterday. 

Senator Rozertson. I got a letter today from a New York broker- 
age firm, not as big as yours but a right good- sized firm, and they had 
prepared a chart that looked like what we call in the mountains of 
Virgina “forked lightning.” He put that lightning-type chart on a 
blue tie and asked me to wear it. I am not quite prepared to wear it. 
I have a son at Yale who plans to go into investment banking or some- 
thing of the kind. I sent it to him and told him maybe he would be 
willing to display it. 

Sut the tie illustrates this fact : If the chart is correct, and the chart 
is reproduced on the tie, the market goes up and the market goes down 
and anybody who goes in the market must be prepared to” go either 
way. Is that not true! 

Mr. Smiru. That is certainly true. 

Senator Rosertson. That is all, Mr. Chairman. 

The latest word, Mr. Chairman, is that the market has started to 
rally. 

Mr. Smrrn. Thank you, Mr. Senator. 

The Cuatrman. Mr. Smith, I perhaps overemphasized this matter, 
but I would want your views on it. One commentator who has been 
giving tips asserts that despite considerable losses on some of his tips, 
had his listeners followed all his tips they would have done very well 
indeed. Do you think a person being advised by Merrill, Lynch would 
have done any better ? 

Mr. Smirn. I certainly do. 

The Crarrman. Well, of course, I was thinking only of tips on 
stocks and not on horse races, because some of the tipsters’ tips also 
are on horse races. 

Mr. Smirn. Yes. 

The CHarrman. Do you think, Mr. Smith, that the information 
which the SEC requires small issuers to file under regulation A is 
adequate for the average investor ¢ 

Mr. Smirn. Mr. Chairman, in view of our previous discussion on 
the so-called penny stocks, I am not at all sure that it is adequate. 
I think that is a matter that needs some real study. 

The Crarman. Could you give any suggestions, any of the 
thoughts that have crossed your mind regarding that for the informa- 
tion of the committee? 
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Mr. Samrrn. I would be willing to give a couple of suggestions. | 
would not want to have them classified as recommendations, because 
I have not given enough thought to it. I have thought possibly that 
maybe that amount of $300,000 should be increased. But then after 
I thought that that might be a solution, I thought then that might 
exaggerate and make it even worse. So Ido not know. I think that 
possibly the information should be more adequate. 

As I understand, the reason why these short forms were permitted 
was because of the expense involved. The company issuing only 

$300,000 worth of securities simply could not afford to pay the expense 
that cor porations are subjected to in registration statements where the 
amount is very much more than that. 

But in view of what has happened, I think the information should 
be greater. 

The Cuarrman. I thought—— 

Mr. Sire. Pardon me. 

The CuairMan, Yes. 

Mr. Smiru. Then I believe that local State authorities and I think 
possibly the SEC might give greater supervision to this type of secu- 
rity. And if the SE <C are going to give greater supervision, then I 
think that certainly some thought ought to be given by the Congress 
to greater appropriations to the Securities and 5 xchange Commission. 

The Cuairman. Is it your belief that the SEC does not have ade- 
quate appeepris ations to perform its duties under the law ? 

Mr. Smirn. I do not think they have any too much. And then if 
they were going to be required to do this extra work, it would be my 
belief that “probably they would not have adequate appropriations. 

The CHarrmMan. That is very unusual to hear a taxpayer say that 
any agency of the Government does not have adequate appropriations. 

Mr. Sairu. I think it is—particularly one who regulates my indus- 
try. 

‘The Craiman. In that respect, do you feel the SEC has been a 
good thing? Do you think we were wise to enact that law? 

Mr. Smirn. Yes, I do. 

The Cuarrman. You approve of it? 

Mr. Smirxn. Very much. 

The Cuamman. Have you any suggestions as to how it might be 
improved—the law itself—other than what you have just mentioned ? 

Mr. Snrru. I have discussed that with some of my partners and col- 
leagues, and I am sorry to say—or perhaps glad to say—that we do 
not have any suggestions of any serious moment. There are a few 
minor things that I do not think are important enough to bring before 
the committee. 

The Cuarmman. This business of tipping is one of the worst abuses 
that has arisen in the last 2 or 3 years? Would you say that is so or 
not? 

Mr. Smiru. No, I do not think so. 

The Criamman. You do not think so? 

Mr. Smirn. I really do not think so. 

When we talk about this commentator, I think if you were actually 
to analyze the effects that it really would not amount to much. T 
think it is deplorable that there are all these tips and rumors from 
many different sources. I do not think they have too much of an 
effect. 
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The Cuarrman, What do you think about the suggestion that the 
margin requirements should be increased to 100 percent ? 

Mr. Smrru. I think that would be a very great mistake. 

The Cuarrman. Why ? 

Mr. Smrru. I see no reason for it. I think it would dry up the 
market, and I think it would have a serious effect on the issuance and 
sale of new equities. 

The Cuarrman. Are many new equities bought on margin? 

Mr. Smrrn. No, new issues are not bought on margin, but, on the 
other hand, there must be a favorable climate and a liquid market or 
it becomes very difficult to issue new equities. 

The Cuamman. Are there any other reasons you have to give for 
your position against increasing margins? 

Mr. Smirn. Well, I think it would be discriminatory. If you were 
to eliminate borrowing on securities listed on national exchanges, why 
should not consideration be given to eliminating borrowing on real 
estate or on motor cars? Why should you just pick out securities? 

The Cuamman. The reason advanced yesterday was that there is 
too much speculative activity in the present market. I think that is 
what Professor Galbraith said—rather than saying that the level of 
prices was too high. I do not recall what he said about that actually, 
but I do recall he said there was too much speculative activity. 

Mr. Smiru. Well, Mr. Chairman, that isa matter of opinion. Now, 
whether there is too much speculation or not I am not prepared to say 
at this time. But let’s assume for the purpose of argument that there 
is some speculation or possibly too much speculation. We can just 
assume that. I do not think the way to stop it is to take as drastic a 
step as to completely eliminate the borrowing on securities. 

The Coamrman. What would be a better way, or how do you suggest 
that that be accomplished ? 

Mr. Smrrx. Still assuming that there is too much speculation ? 

The CuarrMan, Yes. 

Mr. Smrru. Well, the Federal Reserve has the power to increase the 
diseount rate. That would probably have a tendency. If it began 
to be feared that speculation was increasing, maybe margins could be 
raised to 75 percent. On the other hand, as I understand the power 
given to the Federal Reserve under the act having to do with margins 
and their control over margins, they were given this control to prevent 
the excess use of credit in the securities markets, not to govern prices. 
I think that is a very important distinction. 

The Cuairman. That is not inconsistent to the position of Professor 
Galbraith. I do not believe he said the price level was too high but 
there was too much speculation. You would say it is legitimate if 
the Federal Reserve decides there is too much speculation that this is 
the way to stop it? 

Mr. Smirn. I would think the Federal Reserve would have to ask 
themselves first “Is there an undue amount of credit going into the 
market?” If, in their opinion, they feel that that is true, they may 
wish to increase the margin further. That, of course, they will have 
to decide for themselves. 

The Cuatmrman. You did say earlier that there has been a marked 
increase in debit balances, which is the same as saying there is more 
credit in the market? 
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Mr. Smrru. There is more credit in the market now. Whether there 
is an undue amount of credit in the market, I am not prepared to say. 
I would rather the Federal Reserve answered that question. 

The CuarrmMan. The Senator from Maryland. 

Senator Bratu. Mr. Smith, along that line that you and the Chair- 
man have been discussing, do you feel that there is a different type of 
investor or client today as between the 1927-29 period and the present 
time? I mean by that, do you think the buyers today, your clients, 
are buying now more for investment than they were perhaps in the 
1927-29 period, when they were definitely speculating ? 

Mr. Smirn. If you do not mind, I would rather use a different 
period than 1927-29. Let us use the period from the early twenties 
up to 1927, maybe half way through 1928. I was in the financial bus- 
iness in that period, and if my memory serves me right people were 
very much interested in investing for income. They made their de- 
cisions based on facts, based on earnings. Then we got into a later 
period when many, many people still did that, but there was as we 
discussed a little earlier a certain amount of buying that got into 1929 
that undoubtedly put many stocks much higher than they should have 
been. But by and large the majority of investors that I knew back 
in that period were perfectly sane, sound people. 

Senator Beaty. Today do you feel the people are buying for in- 
vestment more than speculation ? 

Mr. Smirn. We just had a little survey made on that subject. This 
was not for publication. This was for our own internal use. It is 
rather revealing. This survey was made only of our own customers, 
but they were divided up into two classifications. One was new cus- 
tomers. I wanted to find out if I could what was motivating new 
customers. The other was old customers. The question was asked 
these people: “Why did you invest at this time?” Now, “this time” 
was the early part of January 1955. This is the reason. Of the new 
customers, 23 percent of them said for capital gains and 29 percent 
of the old customers said for capital gains. For income, 21.6 of the 
new ones and 21.6 of the old ones. To invest surplus funds, 31.7 of 
the new ones and 15.9 of the old ones. General economic conditions 
favorable, 14.1 percent of the new ones and 22.1 percent of the old 
ones. Long-term investment: new ones 9 percent, and the old ones 
9.4 percent. Miscellaneous: one-half of 1 percent and 1.9 percent. 

Senator Bratt. Roughly what percent of your clients answered 
that circular or replied to it? 

Mr. Smirn. This was a survey of 1,000 clients, 500 old and 500 new. 
I admit that is a fairly small sample, although the experience I have 
had on sampling makes me think that probably it is a fairly good 
cross-section. As I say, it is not for publication. It is only for our 
own use, and I brought it along because I thought the committee might 
be interested in it. 

Senator Lenman. Mr. Chairman, may I make an observation ? 

The Cuarrman. I would like to ask one if you are through. 

Senator Beary. Yes. 

The Cuatrman. Do you think the inflationary policies of this ad- 
ministration are causing people to turn eet binds to stocks? 

Mr. Smirx. Mr. Chairman, is this administration carrying on an 
inflationary policy ? 
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The CuarrMaNn. It is engaging in deficit financing, which I had 
understood was inflationary. They reduced taxes seven billion last 
vear and have kept us in a deficit financing position. Would you not 
call that inflationary 4 

Mr. Surru. I had been under the impression that the inflationary 
nfluences had possibly been arrested the last year or two. 

The Cuamman. Then do I understand you think that deficit fi- 
nancing is not inflationary ? 

Mr. Smirx. Oh, most certainly it is inflationary. 

The CHarrMan. It was said to be prior to 2 years ago, was it not? 

Mr. Smirn. Certainly it is. 

The CHarrMaAn. Has it changed any in the last 2 years? 

Mr. Smiru. No, but has there been very much deficit financing, that 
s, an increase in the public debt ? 

The Cuatrman. The budget is not balanced now, is it? 

Mr. Smiru. The budget is not balanced. 

The CuarrMan. It was not last year, was it? 

Mr. Surrn. No. 

The CuatrMan. People are turning to stocks apparently. Do you 
think that if they sensed that we are in a permanently unbalanced con- 
dition in our Government they will turn from bonds to stocks? 

Mr. Smiru. And if they think that inflationary factors are going 
to continue I think they will turn to stocks. 

The Cuamman. They are turning, according to your survey of it, 
are they not? 

Mr. Surrn. Of course, these figures I do not think particularly in- 
dicate that, but there is no question in my mind that as the impression 
becomes greater that the Government is continuing inflationary policies 
that more people will be attracted to common stocks. 

The CuarMan. You do not approve of this deficit financing, do 
you ? 

Mr. Smrru. I do not like deficit financing. 

The Cuamman. Anybody’s deficit financing? 

Mr. Smrru. Anybody’s deficit financing. When it comes to a ques- 
tion of preserving our own freedom, then possibly I do. 

The Cuatrman. I am glad to hear you say that, because I voted 
against that tax bill last year, and I assume that you would have too 
if you had been in my place. 

Mr. Smrru. I think I would have. 

The Cuarrman. I am inclined to think you would have too. 

The junior Senator from New York. 

Senator Lenman. I just wanted to make an observation and then ask 
a question. I was very glad indeed that Mr. Smith refused to be 
drawn into an expression of opinion with regard to whether the market 
as a whole was too high or not high enough. I think the opinion of 
any one individual can at best be a well-informed guess, and I have 
seen many well-informed guesses go completely wrong. In the same 
way—and I have said this before—I think it would be a mistake for 
this committee to express any opinion or to encourage the expression 
of opinions as to whether the market as a whole is too high or not. 
I do not believe that this committee or the Congress of the United 
States generally is qualified to make judgment as to security values 
on the exchange or otherwise. I think we can very properly, and we 
should, state or express a word of caution to people and urge them 
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to study the situation with regard to any stocks in which they might 
be interested before purchasing or selling them. I think we also have 
a very definite purpose in seeking to cor1 rect abuses and manipulation 
and to recommend legislation to cope with that. I think that is very 
definitely a function ‘of this committee. That is why I have raised 
many questions with regar d to the possibility of manipulation, with 
regard to manipulation or rigging of markets, which I know are by no 
means as frequent as they were 25 or 30 years ago. I believe that most 
of the difficulties have been corrected. I think some may still exist, 
particularly in the case of unlisted securities. I doubt very much 
whether there is proper ‘supervision on the part of the honest, reputa- 
ble, responsible dealers in their transactions in unlisted securities and 
in their relationship with their customers. 

There is one question I want to return to, however, Mr. Smith. 
That is these large investment purchases, and by that I include in- 
vestment companies, insurance companies, banks, pension funds, and 
various groups of that sort. I certainly have no criticism of invest- 
ment buying. I certainly have no means or formula to deal with that 
subject, and I agree that up to a certain point investment buying in 
large blocks is a logical economic development. But I want to ask 
you whether in your opinion the accumulation of large blocks by 

relatively few interests does not in the first place, as I inquired before, 
place tremendous power in the hands of a relatively few people to 
control great companies. This is the point that I think you can and 
maybe will express an opinion on: These investment companies, these 
investment purchasers, stay out of the market, at least for a con- 
siderable period of time, with large blocks of secur ities. That means 
that in many cases the free supply of a security is diminished. If 
there is a company with 500,000 shares in the hands of the public 
and 3 or 4 hundred thousand of those shares are purchased by these 
great investment companies, acquired for permanent investment, that 
leaves a relativ ely small floating supply. When that happens is it not 
the fact that it is much, much easier to manipulate the market, much 
easier for a small group, much easier for an unscrupulous man to ma- 
nipulate the market. It certainly must lessen the possibility of main- 
taining a really free market on the exchange. 

I would like very much to have your comment on that. 

Mr. Smirn. Senator, there are a number of questions there. I will 
see if I can remember them all. I will see if I can answer one by one. 
First, I believe you said that there was a relatively small number of 
these so-called institutions. By relatively small, I do not know as I 
would agree with you. There are hundreds of colleges and universities 
that have endowment funds. There are hundreds of pension funds 
that have them. There are hundreds of charitable organizations, 
hospitals, and so forth. There are many, many of these, so that I do 
not think it is too small in number. I think it is a pretty large 
number. Granted, however, the moneys are piling into their 
coffers continually and are getting to be larger amounts. 

Then you say as they are taken out of the market, as you and I did 
agree earlier, that investments of this character generally do not come 
out very frequently. However, I think that they are apt to come 
out under certain conditions. When the market price gets to the 
point where the yield on the market price becomes rather low, I 
think there is a temptation on the part of trustees to dispose of their 
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common stocks and purchase bonds. So that I do not think it is 
completely a one-way street. 

Then you pointed out the possible danger of a small group control- 
ling these and rigging the market. The type of people who control 
funds of this kind are on the whole generally trustees. They are 
generally top people in their community. They are high-minded, 
reputable people, whom I hardly envision attempting to rig the 
market. 

Senator Lenman. I was not talking at all about the trustees of 
these different funds, not at all. 

Mr. Smrru. I appreciate that. I think probably what you said was 
that as the supply was getting smaller there might be an opportunity 
for unprincipled people to rig the market. 

I am fairly well satisfied that it is extremely difficult and almost 
impossible to rig the market under the_present laws. I am very 
pleased that I can make that statement with great assurance. 

Senator Lenman. I want to make it very clear 

Mr. Smrru. I am sure there have been attempts and will be attempts, 
but I think to be successful is very difficult. 

Senator Lenman. I want to make it very clear that I am not critical 
of buying by institutions and similar groups. 

Mr. Surry. Don’t you think, Senator 

Senator Lenman. Excuse me. May I just finish this. Certainly 
there is no question that there is a tremendous accumulation of re- 
sources in the hands of insurance companies and in the hands of 
the banks. 

Mr. Smirn. That is true. 

Senator Lruman. Far greater than is held by the rest of the popu- 
lation in free cash, free money. We also know that in many cases 
these institutional purchases have been on a very large scale. There 
have been cases, I believe, where companies have sold large blocks of 
their securities directly to insurance companies. Maybe it is good 
business to do this. I again want to say I have no criticism of the 
thing now, but I believe that this study which we are making should 
not only deal with the immediate problems but should have a long- 
range aspect. I want to point out that I believe that this question of 
institutional buying must be taken into account in our future consid- 
eration of security values and security distribution. I think it is 
going to be a very important phase of our economic life. 

Mr. Smiru. Senator, I agree that the committee most certainly 
should study that. I do not see any immediate danger, but it should 
be given study, because the trend is very definitely towards institutions 
buying equity securities. 

Senator Leaman. Thank you very much. 

Mr. Smrrxn. May I ask the Senator a question ? 

The Cuatrman. [f he is willing to respond, it is certainly ail right 
with the chairman. 

Senator Leman. You may ask me a question. 

Mr. Smrru. The question I was going to ask is: Do you not think 
the trustees of these institutions are apt to take action on disposal of 
some of their common stocks in their portfolios as the yields get to be 
3 percent, 234, and 214 percent? Is it not likely that they are going 
to dispose of some of those equities ? 
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Senator Lenman. I want to say that I have very great regard for 
most of the trustees of our great institutions, trustees of the colleges, 
and those in charge of our pension funds. I am convinced that they 
would do nothing that they thought was harmful to the people they 
represent or to the country as a whole. But this great institutional 
buying is a development of the past 10 years, let us say, and it is an 
ever-growing dnvehitnneat: It is a new development, a new phase, 
in our economic life, and all I am urging is that we carefully study it. 
It may be fine. It may be something we would want to encourage. 
But I think it is something that is certainly of very vital interest to 
the economy of the country. 

Mr. Surru. It should be studied. I agree completely with you. 

The CuatrmMan. Mr. Smith, on page 4 of your statement you state 
that the corporate trustees and managers of college endowment funds 
have placed an increasing percentage of their investment in common 
stocks. Why do you think they have done that? 

Mr. Suir. Is that in my prepared statement or questionnaire ? 

The Cuamman. Your prepared statement, I will read the whole 
paragraph, 

Mr. Surrn. I have it. Iam familiar with it, unless you would like 
to read it. 

The Cuatrman. Maybe for the record, so that it will read a little 
better. The entire paragraph continues: 

Harvard University, for example, now has 55 percent of its portfolio in 
common stocks, whereas in 1946 the figure was only 41 percent and in 1937 it 
was 31 percent. This confidence in the stock market on the part of institutional 
investors was bound to be reflected sooner or later by individuals. 

Why do you think Harvard has emphasized common stocks? 

Mr. Surrn. Mr. Chairman, I cannot answer for Harvard, but | 
can answer for my own college. I can answer for my own college 
because I am a trustee of that. We were satisfied when we purchased 
common stocks—or at least we were fairly well convinced that they 
would continue to pay dividends and we were able to get a better 
vield on the common stocks from dividends than we were able to get on 
bonds. And inasmuch as our faculty, like all other faculties, were 
constantly asking and wanting increased pay, we needed increased 
income, and we felt reasonably safe when we purchased common 
stocks that the dividends would continue. 

The Cruatrman. Was it only the dividends that interested you, or 
were you interested in preserving your capital and its purchasing 
power ? 

Mr. Sire. Naturally we were interested in preserving our capital 
and its purchasing power, but we were, I should say, almost primarily 
interested in the increased income, And we also, of course, took into 
consideration the growth of the country and that probably those 
corporations were going to increase and we would probably enjoy 
increased dividends, which we have in many cases. 

The CHatrRMaAN. The inflationary tendencies in our economy did 
not influence you any in your decision ? 

Mr. Smrrn. Oh, I am sure they must have had some influence, yes, 
indeed. 

The Cuarmman. If you had had $100,000 in Government bonds in 
1940 and $100,000 in any one of the important stocks, we will say, 
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included in the Dow-Jones averages—I take it you understand the 
Dow-Jones averages ? 

Mr. Smiru. Yes, sir. 

The CuamrmMan, And what they are? 

Mr. Smirn. Yes, sir. 

The CHamman. Would your college, for example, be better off now 
if it had the stocks or the bonds? 

Mr. Smirxu. Well, from that 1940 period—TI will have to be a little 
rough—if the money had been divided equally between Government 
bonds and some of these stocks that compose the Dow-Jones averages 
I would guess that probably in purchasing power we would have about 
the same purchasing power today as we had in 1940. In other words, 
I think there would have been probably enough increase in the divi- 
dends of those stocks, and, of course, we would have continued to have 
the same interest on the Government bonds, so that possibly it would 
have maintained about the same purchasing power. It may have been 
a little less. Of course, if we had taken the $100,000 in stocks, then 
our purchasing power would have increased over 1940. 

The CuarrMan. It would be substantially greater, would it not? 

Mr. Smiru. Well, the cost of living has gone up close to 100 per- 
cent, has it not, in that time? Taking a rough glance at this chart, 
I would say the dividends have about doubled. 

The CuatrMan, Stocks tend to maintain a relative value, do they 
not, much better than bonds? 

Mr. Smrru. They can. Could I make an observation? 

The Cuamman. I wish you would. I would welcome any observa- 
tion. 

Mr. Smrru. There is nothing to protect yourself against all-out in- 
flation. 

The Cuatrman. I do not expect we have had it, but we have had 
. high degree of inflation ? 

Mr. Smiru. That is right. 

The Cuamman. Inflation tends to increase the activity in securi- 
ties, does it not ? 

Mr. Smrru. Yes, I think it does. May I answer the early part of 
your question ¢ 

The Cuarrman. Do you think it is good for the country? 

Mr. Sairn. I think it is the most horrible thing that can happen 
in any country, because it has its greatest impact on the frugal per- 
sons who have put their savings away in pensions and in insurance 
and savings banks. 

The Cuarrman. I agree with you. That is why I deplore the un- 
balanced budget that we seem to be continuing to have year after 
year. I think it is time we stopped that. 

Mr. Smiru. I wish you good luck. 

The Cuamman. Tell me, Mr. Smith, what do you recommend about 
the capital-gains tax? Do you agree with Mr. Funston’s view about 
its effect upon prices, and what should be done about it? 

Mr. Smiru. In part I agree with him and in part I do not think 
he went far uaa I would like to see the capital-gains tax com- 
pletely eliminated. I am aware that that is not practic al. 

The Cuamman. I do not know. We might eliminate it and have 
them taxed at the same rate as everybody else pays. What is wrong 
with that? 
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Mr. SmirH. You mean 

The Cuarrman. Eliminate the special tax for capital gains and 
let the capital gains pay the same taxes I pay on my salary, for ex- 
ample. What is wrong with that? 

Mr. Smiru. The only thing wrong with that would be that it would 
become more confiscatory than it alres ady is. Why not be honest and 
have a tax on capital or confiscate capital ? 

The CuairMAN. Do you think they confiscate my salary? Do you 
sympathize? 

Mr. Sarru. I do not like to pay taxes any better than you do. 

The Cuarmman. Then you sympathize with my position, do you 
not ¢ 

Mr. Sarrn. I do if you will sympathize with mine. 

The CuarrM. AN. You are in a position to get most of your income in 
capital gains at 25 percent. I have to pay 50 percent on mine. 

Mr. Sura. No, sir; I am not. 

The Cuatmrman. I assumed you were. You have a very fine repu- 
tation in the investment field, and I thought all people who had access 
to the markets could manage to make their money in capital gains 
rather than salaries. 

Mr. Smirn. A large part of my capital, Mr. Chairman, is invested 
in capital of the firm. 

The Cuarrman. Do your firm’s earnings largely result from capital 
gains or from interest ? 

Mr. Smiru. The earnings of our firm are largely from the operation 
of our business. 

The Cuatrman. I forgot you are a dealer. You cannot make 
capital gains. That is just like any other business, is it not? 

Mr. Smrrn. That is right. 

The Cuatrman. I had forgotten about your being a dealer at the 
moment. 

Mr. Sairn. Asa firm. 

The Cuarrman.- Coming back to capital gains, tell me why you 
think they should be abolished. 

Mr. Swirn. Because I think it is confiscatory. It is really a capital 
levy. 

The Cuarrman. If you think it is, why do you think that is such 
an evil thing, assuming it is? 

Mr. Suirn. I think it tends to handicap venture capital from going 
forth into new ventures. 

The CuatrmMan. Do you think that this country is showing evi- 
dence of any great harm because of this? Are we lacking at the moment 
in venture capital f ¢ Is our sad state at the moment due to this capital 
gains tax? 

Mr. Smirn. No, in all fairness, I do not think so. I think there 
is a tendency though to put the brakes on new capital. 

The Cuairman. It has been said here by Mr. Funston, in comparing 
our situation financially speaking with that of England, that England 
has no capital-gains tax and we do. Would you say that on balance, 
assuming that is a significant element, we are worse or better off than 
England? 

Mr. Sarrx. I will answer the question first and then follow it up. 
There is no question about who is better off, but that is not a question 
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of capital gains or anything else. That is a question of England’s 
own unfortunate economic position in the world. 

The Cuamman. Why is it not possible to argue—and it could cer- 
tainly have been reasoned from Mr. Funston’s argument—that if 
this 1s a significant thing that perhaps we are better off because we 
have a capital-gains ts 1x! 

Mr. Smiru. 1 do not think there is any relationship. 

The CuammMan. If there is no relationship, why is it raised in 
this connection? Why is the comparison made if it is an irrelevant 
circumstance ¢ 

Mr. Smrru. Of course, I do not know what was in the back of Mr. 
Funston’s mind when he raised it, but I think he raised it, and I might 
even raise it myself, by saying that other capitalistic nations do not 
have it and we do. 

The CuarrMan, If that is significant matter, and since we are better 
off than any of the others, why is it not logical to say that may have 
contributed to our prosperous state ? 

Mr. Smirn. Mr. Chairman, I think we are better off for many, 
many other reasons, chiefly because we have had the Atlantic Ocean 
between us and Europe. 

The Cuarrman. I agree that that is oversimplifying it, but Mr. 
Funston volunteered this statement, and I assume he meant it had 
some significance. He said, “Now, look at the other countries—cap- 
italistie countries. They don’t have it and we do. Therefore, we 
ought to remove it.” He did not go as far as you did. He only wanted 
half of it taken off. I would like to hear you elaborate your justi- 
fication for saying it should be removed. I do not think yet you have 
made a very persuasive case that it is harmful to our economy. Asa 
matter of fact, I was under the impressison our economy is booming at 
the moment in a tremendous fashion—if anything, a little too much— 
in the face of this capital-gains tax. You have not agreed with Mr. 
Galbraith, but you did not violently disagree, that there is consider- 
able speculative activity going on in the market and that we are in a 
boom period, In face of this, if we remove it would that have a tend- 
ency to increase the speculative activity? It would, would it not? 

Mr. Smrrx. That I am not prepared to say. I am inclined to think 
that some of the securities that have had the greatest rise might pos- 
sibly drop in price. 

The CHamman. Maybe temporarily, because as you say some of 
these poor people who are locked in might feel they would have to 
take it. But immediately it would attract ever-greater interest in it, 
would it not? If you remove even the 25 percent it would truly be the 
only place you could make and retain earnings, would it not? There 
would be no comparable place or activity where you could make any 
money and keep it from the Government. It would make it more 
attractive, wouldn’t you say, to deal in securities? 

Mr. Smrrn. I would not say it would make it more attractive, but 
I think it would attract more people. 

The Cuarrman. How can you say it will not be more attractive in 
view of what you just said a moment ago? You do not mean to tell 
the committee that you wish it to be removed, although it might not 
increase the flow of capital and the activity of the securities market ? 

Mr. Smirx. Mr. Chairman, when forces are unleashed, what the 
effect of them will be only time will tell. 
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The Carman. Well, it is your opinion that there would be greater 
attraction in the securities market, that you would do more business, 
and there would be a greater flow of capital into capital investment ? 

Mr. Sira. I think that is true. 

The CHarrman. You think that is true? 

Mr. Srru. Yes, sir. 

The Crarrman. I mean I assumed that was obvious. If you 
thought it would injure that market, you would not be here advocating 
the removal of the tax, would you ¢ 

Mr. Smrru. I would if I thought it was for the good of the country. 

The Carman. I agree with that. I am sure you are a patriotic 
man and would not wish to advocate anything bad for the country, 
but you also recognize human beings have a tendency to identify their 
own welfare with that of the country. That has been stated in higher 
quarters than this, has it not? That is a human weakness. There is 
nothing unpatriotic about that. We all have that failing. 

I take it now you do seriously advocate and recommend that we 
remove the capital-gains tax? 

Mr. Surrn. I am not strenuously advocating it now. 

The Cuamman. I said “seriously,” not “strenuously.” 

Mr. Smirn. Yes, I personally would like to see the cs apital-gains tax 
eliminated entirely. 

The Craiman. In spite of the fact that it might contribute to 
speculative activity. Or would you deny that it would? 

Mr. Surru. That I do not know. 

The CHarrmMan. You do not know? 

Mr. Srrn. No. 

The Cuarrman. But you do not feel certain that it would not, do 
you? 

Mr. Sarru. No. 

The Cuarmman. It might? 

Mr. Sourrn. It might. 

The Cuarrman. If it did, what would you recommend that we do 
then to decrease it? You are against increasing margins. What 
would you do? 

Mr. Smiru. I am not opposed to increasing margins. If the Fed- 
eral Reserve Board thinks there is an undue amount of credit going 
into it, I would be all for increasing margins. 

The Craimman. Do you think that the defense spending is con- 
tributing to inflation or to speculative activities ? 

Mr. Smirn. Your question is: Contributing to inflation ? 

The Cuareman. Is it? 

Mr. Smirn. I do not pretend to be an economist. Giving an offhand 
answer, I would be inclined to say it does contribute. 

The CHarrMan. It does? 

Mr. Smirn. I would be inclined to say so. 

The Cuarrman. Are you familiar with some of the companies which 
are largely engaged in defense contracts? 

Mr. Surru. Not intimately. 

The CuHarrMan. You have paid no particular attention to them? 

Mr. Suirn. Only in a general way. 

The Cra Ruan. Do you know whether they have increased the 
average of the market more or less, as a group? 

Mr. Sarru. I am inclined to think they have. 
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Che CHatrmMAN. They have? 

Mr. Smiru. I am inclined to think so. 

The CuHarrMan. Would that indies ate to you that the terms of the 
ontracts awarded these companies are more liberal than they ought 
‘o be or more liberal than the average contracts in the nongovern- 
rental field ¢ 

Mr. Smrru. Of course, the primary companies in turn have many 
.ubcontractors, so that the defense spending is not concentrated in 
usta very few. It spreads out throughout our whole economy. Per- 
laps in commenting upon the inflationary effects of defense spending 
we cannot ignore also the fact that it helps contribute to our deficit 

nancing, which we have already discussed. ‘That is highly infla- 
tionary. 

The CHAmman. Would the fact—and we will assume it is a fact— 
that many of the companies which are exclusively, as I understand it, 
1 defense contracts, such as some of the aircraft companies that have 
10 other customers, have gone up more than the average lead you to 
believe and is it logics al to assume that their contracts have been very 
liberal in their terms? They have been very well paid, we will say ? 

Mr. Smiru. Mr. Chairman, I do not feel that I am in any position 
to say “Yes” or “No” on that. I assume the Defense Department 
watches that like a hawk. 

The CHarrMaNn. Why do you assume that? 

Mr. Smrru. Well, Ido. I think that 

The CuarrMaN. What reason do you have toassume that? Do you 
know of your own knowledge anything that would indicate that? 

Mr. Sar. I have confidence in the men that are running the De- 
fense Department. 

The CuatrmMan, You do not really know anything special ? 

Mr. Surru. No; I most certainly do not know. 

The Cratrman, Would that fact that I mentioned arouse your 
interest to the point where maybe it ought to be looked into? 

Mr. Surrn. [f it has not been looked into, I would say it should be 
looked into. 

The Cuatrman. It should be looked into? 

a Mr. Smirx. I would assume it is being looked into all the time. 

The CuairMan, I just wanted to know. your judgment. If you see 
1 stock that is based on nothing but Government contracts doubling 
; or tripling in price, would it not arouse your curiosity as to why that 
x happened ¢ 
E Mr. Smrru. It would arouse my curiosity and my interest. 

The Cuairman. But it has not been aroused to the point where 
you have investigated the terms of the contracts ? 

Mr. Smiru. No. 
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i The CHairman. You know that renegotiation has lapsed and the 
b renegotiation bill is no longer in effect, do you not ¢ 


Mr. Sirn. Yes. 

The Cuatrman. Do you think that has had any effect on the price 
of stocks in the defense industry ? 

Mr. Smirn. That I have no knowledge of. 

The Cuarman. Is that a factor that in analyzing it your company 
and your analysts would take into consideration 

Mr. Suir. Yes, it is a factor that should be taken into considera- 
tion. 


. 
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The CuatrMan. Having been considered, would it be a factor that 
would tend to decrease or to increase the price of a stock? 

Mr. Smrru. I am not sure about the first part of your question, sir. 

The Cuarmman. [f an aircraft company is subject to renegotiation 
and then that requirement is removed and they are no longer subject 
to renegotiation, would that fact have a tendency to cause people to 
bid up the stock or make the stock more attractive or less attractive / 

Mr. Satru. It might. Now, on the other hand, I would assume 
that a competent analyst would always keep in mind that renegotia- 
tion or some other method similar to that might be reinaugurated. 

The Cuamman. Well, use the analogy of the excess profits tax. 
That was taken off. Did that have any “effect upon stock prices ? 

Mr. Smirn. Yes, I think it did. 

The Cratrman. And yet it may be reimposed at any time that 
Congress chooses to do it? 

Mr. Smiru. Yes, indeed. 

The CHarrman. Why would not the same be true of renegotiation ? 
There is no difference. 

Mr. Smirn. Either could be reimposed. 

The Cuatrman. Do you think we ought to reimpose renegotiation 
upon Government contracts or not? 

Mr. Smiru. I do not know enough about the subject to give you a 
competent answer. 

The Cuatrman. Is it fair to say that the Defense contracts do con- 
tribute powerfully to the maintenance of our level of activity in this 
country at the pr esent time? 

Mr. SMITH. I do not think there is any question about that. 

The CuarrMan. It is an important element? 

Mr. Smrrn. Yes. So many billions of dollars are involved that it 
must have an effect upon the economy of the country. 

The Cuamman. Are you familiar with the housing program ? 

Mr. Surrn. Not very much; no. 

The Crarrman. You know last year we passed a bill which was 
intended to give liberal terms for building houses? 

Mr. Smirn. Very liberal. 

The Cuarrman. You are familiar with that? 

Mr. Smrrn. I am familiar with that. 

The Crarrman. Do you consider that program as having infla- 
tionary or deflationary effects upon the economy ? 

Mr. Surru. I think it has an inflationary effect. 

The CHarrman. Inflationary? 

Mr. Smrru. Yes, sir. 

The Cuarrman. Do you approve of it? 

Mr. Sur. No. 

The CuHarrman. The housing program ? 

Mr. Soirn. No. 

The Cuamrman. You do not? 

Mr. Smrru. No; not in its present form. 

The Cuarrman. What do you think we ought to do about it? 

Mr. Srrn. I think the terms are too generous. 

The Cuarmman. Too generous? 

Mr. Smrrn. Yes. 

The Coarrman. You think they ought to be tightened up? 

Mr. Smrrn. I think they should be. 
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The CuatrMan. It is true that during last year there was a sub- 
stantial increase in short-term trading; is that not your understand- 
ing—during the 1954 calendar year? Between March and December 
of 1954, think, was the term wndins sussed yesterday. 

Mr. Smrrn. Mr. Chairman, I do not think that I have any figures 
available. One of my associates may have to answer that question. 

The Cuamman. I understand, Mr. Smith, that the amount of 
margin credit today is about twice what it was in the 1945-46 period, 
when stock prices rose about 40 percent. At that time margin require- 
ments were raised first to 75 percent and then to 100 percent. Why 
the difference now, when stock prices have risen over 50 percent! If 
it was wise then, why would it not be wise to do it now ¢ 

Mr. Smrru. ‘To raise them how much, sir? 

The CuatrMan. In 1946, I understand, they were first raised to 75 
percent by the Federal Reserve, and then to 100 percent when it 
was believed that there was an inflationary movement underway. 
They did raise it then to 100 percent. Isthat not right? 

Mr. Smrrn. That is right. 

The Cuarrman. Do you think they made a mistake in doing it then ‘ 

Mr. Sairn. I think it was a mistake to raise it to 100 pe reent. 

The CuarrmMan. Did it not have the desired effect of leveling out 
the incipient boom arising after the war ? 

Mr. SmirH. It had an effect. 

The CuarrMan. Was it a bad effect? . 

Mr. Smrru. I think it was a bad effect. When you-— 

The Cuarrman. Do you think it was bad for the country? 

Mr. Sarrn. I think it has a bad effect when you tend to make the 
securities market unliquid. It did have that tendency. 

The Cuarrman. Judging from the rather orderly transition from 
the war into a peacetime economy, I thought that it was rather well 
managed. I recall that many commentators were proved to have been 
wrong in prophecying this great dislocation in that transition period, 
and it actually came ‘off in a fairly orderly manner. I thought this 
was one of the reasons. Am I wrong in that? 

Mr. Smrrn. I think it did come off in a fairly orderly manner. 
Whether that was one of the large contributing reasons, I do not know, 
but I still in theory think it is wrong to eliminate borrowing en- 
tirely on collateral. 

The Cuamman. In comparison to what happened after the First 
World War, the transition from war to peace was more orderly after 
this war, was it not? 

Mr. Smiru. Yes, it was. 

The Cuatrman. There was not the same dislocation that occurred 
in 1920-21, was there, or anything comparable to it 

Mr. Smirn. That is correct. 

The Cxarrman. Of course I cannot prove it, but it seems to me 
that the fact that the Federal Reserve did impose margin require- 
ments might well have made a contribution to that successful tran- 
sition. 

Mr. Smrru. To go back to the end of the First World War, as I 
understand the reasons for that short-lived depression that we had 
in 1920-21, it had nothing to do with security valuations or security 
markets. It was an inventory problem, accumulated inventory that 
60650—_55——_26 
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had to be liquidated. I think that was the reason for that very sharp 
depression or repression we had for a year or two. 

The CHarrman, I really was not “primarily trying to make that 
point as much as I was that I think it is reasonable to believe that the 
action of the Federal Reserve in 1945-46 might be given some credit 
for having helped make an orderly transition. I do not suppose this 
type of thing is subject to final proof, but I was under that impression. 

Assuming for a moment that there is an excess of speculative 
activity, would not an increase in margin requirements be less harm- 
ful to other sections of the ec onomy, such as small business or farmers 
or that type of activity, than a general tightening of credit? 

Mr. Smirn. Mr. ¢ ‘hairman, I think there are other dangers that 
exist in the economy other than the stock market. If we assume the 
stock market is attracting undue speculation—and just to go back 
to what we were talking about a few minutes ago, the housing problem 
and the mortgage problem and the consumer credit—those factors 
should not be ignored and attention only devoted to the securities 
markets. 

The Cuarrman. I am inclined to agree with you that this is not a 
simple problem and that any one of these is the only way to approach 
it. I think if there is any wise way it would be a combination of 
several things, assuming there was an inflationary pressure that ought 
to be curbed. I hope you understand that I am not asserting any of 
these things as my own opinion. I am only trying to elicit opinions 
which may be studied later. I want to see if we can find any agree- 
ment on principles. I do not know myself. You know that. 

Mr. Surrn. I realize that. 

The Crarrman. I ask these questions only in that spirit. It does 
seem to me that we may find that a combination of various things, a 
little here and a little there, is the wise way to do it, and not al- 
together to rely upon one of the tools which is available. 

This question grows out of a comment made by Professor Gal- 
braith yesterday, in which he said that the trouble with interest. con- 
trol is that if speculative activity is showing up in the market in a 
pronounced way this method alone would not be effective. He did 
not say he thought this was similar to 1929. He was always approach- 
ing it as a preventive measure, that we were more in a period like 
1927 or 1928, and if we take preventive measures we may avoid the 
catastorphic decline. But he made the point that the trouble with 
interest raising, which you suggested a moment ago, is that it tends 
to tighten business at an operating level instead of at the speculative 
level: that if there is a prospect for capital gains they do not care 
whether they pay 5 or 10 percent. That actually happened in 1929. 
The high interest rates did not have any effect upon speculation, but 
it has a very great effect upon operating business. Is that not sound! 

Mr. Surrn. I think generally speaking that is sound. I think the 
interest rates had an effect on some individuals, yes, but it did not 
have an effect overall. That is true. 

The CuarrMan. It did not have. They were paying 10 or 15 or 20 
percent. It did not stop speculation. 

Mr. Suirn. That is right. 

The CuarrMan. So that, assuming there is a problem ‘of excess 
speculation, the increase of interest rates is not a very effective way 
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to deal with it, not nearly as effective as margin requirements. Is 
that not so? 

Mr. Smiru. Well, it would be one factor that would have an effect. 
| want to say, too, that I do not grant yet that there is undue 
speculation. 

The CuHatrmMan, I know you disagree with Mr. Galbraith on that. 
But assuming it is true, because for other reasons that might be a valid 
assumption, there is a question what to do about it, what is the wise 
thing to do about it. 

I received a memorandum from a well-known stock exchange firm, 
ind this comment appears in it. 1 would like to have your comment 
on it. 

The great changes in our social and economic fabric underway for the past 
21 years have quite changed past indicated relationships between stock prices and 
business activity, stock prices and bond prices, etc. The law of the business 
cycle has been altered, if not repealed. Limitations in the form of the gold 
standard, banking practices, and normal competitive operations have been 
greatly modified and in some cases removed. 

Would you agree with that statement ¢ 

Mr. Smrru. That is a pretty general statement. I would question 
very much if all these laws have been repealed. I would think that 
an experienced investor would probably use about the same yardsticks 
now that he did 25 years ago. There are different factors involved, 
of course, but I think the-general criteria that would go into making 
up the decisions are not different. 

The CHairman. As I say, I understand this is a very reputable re- 
search department. The next paragraph: 

No major bull market could ever end it, no bear market ever ends it, without 
a typical tail-end volume advance carrying many issues to ridiculously high 
levels and greatly inflaming long-term confidence. At least 100 years of stock 
market history suggests that before this bull market ends we will see just such 
a development. 

Would you agree with that? 

Mr. Smiru. Generally speaking, that probably is correct. 

The CHarrMANn. You are not very Optimistic about preventive 
ineasures being taken ? 

Mr. Sirn. It is prety difficult, Mr. Chairman, to legislate against 
frenzy or against fools and protect them. 

The Cuarrman. Well, I agree it is difficult, but you agreed in the 
beginning that the SEC law is effective. You thought it a very fine 
piece of legislation, and that was its purpose, was it not ? 

Mr. Smiru. I am not certain that that was its purpose. I thought 
its purpose was to protect the public by full disclosure, by eliminating 
certain bad practices that had existed, and making the business a 
better and more decent business for the protection of the public. I 
question whether the SEC was established either to control the stock 
inarket going too high or going too low. 

The Cuamman. Yes, but maybe we are just quibbling about words. 
My understanding is that to a great extent it was an interference 
with the free market, where every man was for himself, was it not, 
which you could have said and many people did say who opposed it? 
[ think, if I recall, that the great majority of all security dealers did 
oppose it as that time, saying that there is no protection for fools, a 
fool and his money are soon parted, and so on. If you go back to the 
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corner in Stutz that was mentioned here yesterday, and other market 
manipulations, it was said then that you cannot protect a fool from 
his own foolishness and that he must look out for himself. I think 
one of the underlying motives of the SEC was to make it more diffi- 
cult for the sharp to take advantage of the less informed, was it not? 

Mr. Sirn. Just for the record, Mr. Chairman, I would like to 
say that one of my partners, Mr. E. A. Pierce, testified before the 
Pecora committee, and he did not oppose it. 

The CHarrman. I did not say he did, but is it not a fact that the 
great majority of dealers did? 

Mr. Smiru. I think that is true. I just wanted it for the record 
that my own partner testified that he did not. 

The CHarrMan. Well, I certainly agree that your firm has a very 
fine reputation, and you ought to be very proud of it. I already know 
u great deal about it, that is, some of its constituent members. It 
has grown a little in recent years. I do not know whether we could 
say the same of all of them or not. I am not that well informed. 

I do not know where you draw the line as to the protection of peo- 
ple. I agree there is a great limitation upon what the Government 
can do, but the fact that we have succeeded with the SEC seems to 
me should lead us to at least look into the matter and possibly see if 
something cannot be done to improve the situation. I hate to accept 
that last statement as being inevitable and that there just is not any 
possibility. There are no “ifs” or “ands” and no qualifications in that 
statement that this has to end up in one last big binge when everything, 
as he says, is at ridiculously high levels and then you are going to 
have a big bust. 

Mr. Smirn. I do not subscribe to that either. I did say that gen- 
erally speaking that has been the history in the past, but I do not see 
why it has to be in the future. 

The CuarrmaAn. I am glad to hear you say that. 

Mr. Smrrn. I am hopeful that the studies that come out of commit- 
tee will prevent such a tragedy happening. 

The Cuarrman. I think that is very reassuring, because I think 
the prospect of that great last-minute binge may have quite an in- 
fluence upon many speculators since they do not see that impending 
and they feel confident to keep on. If a way could be found to pre- 
vent that, to minimize the extent of the fluctuations, it wedi be 
healthy for the country ; would it not ? 

Mr. Smiru. Indeed it would. 

The Cuarrman. If that is achieved, then this great orgy at the end 
might be prevented and everyone would be better off. 

Mr. Smith, in your questionnaire you have indicated that the amount 
of credit in the market now is not a cause for alarm and that it is low 
in relation to 1929. The Federal Reserve has advised us that loans 
to brokers totaled $2.9 billion and loans to others for purchasing or 
carrying securities were $1.4 billion on a recent date. Are not these 
loans large in comparison to those of 1926 to 1928, when the 1929 bulge 
was underway but not yet arrived? Isthat not significant? You say 
in your statement that it has no relation to 1929, but is it low in rela- 
tion to 1928 and 1927? 

Mr. Smrru. I do not have those figures, Mr. Chairman. You have 
them, I assume, 
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The CHAIRMAN. For the record, the total loans for purchasing and 
carrying securities were $4.4 billion in 1927, $6.4 billion in 1928, and 
$8.5 billion in 1929. C omparing those figures with the present situa- 
tion, they are not very far different. Do- you not agree that our com- 
parisons are more meaningful as between the present and 1927 or 
i928? No one I think has asserted that we are in a period compar- 
able to 1929. No one that I have seen expects a sudden collapse or 
believes that we are approaching this tail-end orgy mentioned in that 
statement. So I would think the comparison with 1927 and 1928 is 
a more significant one. 

Mr. Smirn. You must bear in mind, Mr. Chairman, that the market 
value today is very, very substantially higher than it was back there 
in those days, and the amount of credit as I got it from the figures 
you read was then still considerably higher than it is tod: iy. Sol 
do not think we can judge whether the market can carry its position 
from a comparison of these figures, because as of the end of the year 
the total market value of securities listed on the New York Stock’ Ex- 
change was $169 billion. I do not have the 1928 but I do have the 
1929. The 1928 we have to assume would be substantially lower, and 
the 1929 figure was $64 billion, compared with $169 billion. There 
is an increase of $100 billion in market value. 

The CuarrMan. That is not of the same stocks. 

Mr. Smirn. No. There are more stocks, of course, listed today 
than there were then. On the other hand, loans against them are 
lower now than they were in 1928. 

The CHamman. What date is that $64-billion figure that you 
have ¢ 

Mr. Smirn. Nineteen twenty-nine. 

The Cuarrman. The end or ne There is a great varia- 
tion between the beginning and end of 192! 

Mr. Smiru. That was the year end. 

The Cuamman. The year end? 

Mr. SmrrxH. That was the year end; yes, sir. 

The Cuarrman. After the break 

Mr. Smirn. After the break. 

The CuHamman. Because I had a figure the other day of $89 billion 
as having been the value at the top before the break. 

Mr. Smrru. As I recall it, that was the figure. 

The Cuarrman. And it ended up in 1932 at $17 billion. Quite a 
drop. 

Mr. Smrrn. Yes. 

The CHamrman. A comparable drop in the present values would 
be rather upsetting to our economy, would it not? 

Mr. Smrru. Indeed it would. 

The Cuarman. That is what we are trying to avoid. 

Mr. Smiru. And I hope you are successful. 

The Cuatrman. Well, we can only do as you say—help others do it. 

Mr. Smith, how many accounts did you say you opened last year— 
new accounts—or did you say ? 

Mr. Surru. I have them right here. One hundred and sixty-three 
thousand. 

The CuarrmMan. New accounts? 

Mr. Smrru. New accounts. 

The Cuamman. How many total accounts do you have? 
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Mr. Smirn. Our total accounts, Mr. Chairman, vary from month t: 
month. The last figure we had at the end of February I think wa 
about 280,000, but those were accounts that were open accounts o1 
the books. Either they had securities, they had cash, or they had 
something. They were open accounts that we sent statements to. 
That, however, is not the number of accounts we had during the year, 
because some may have had a transaction with us in May ‘and neve: 
had another one. Another person may have had a transaction in April 
and another one in August and never had another one, so it would 
not have showed up. 

The Cramman. That was nearly a 50-percent increase in new ac 
counts. It amounts to half as many as your total ? 

Mr. Smrrn. The number of new accounts opened in 1953 was 114, 
000, so there were 49,000 more accounts opened in 1954 than there 
were in 1953. Many of these accounts are what we call just one 
transaction accounts. They came in to liquidate some securities or 
exercise some telephone rights or something. This is everything. 

The CuarrmMan. What was that number? 

Mr. Smrru. One hundred and sixty-three thousand. 

The Cuarrman. How many of those accounts were cash accounts 
and how many margin accounts? 

Mr. Smrrn. The last tabulation I have of the two, 20 percent of our 
total accounts were margin accounts; 80 percent were cash accounts. 

The Cuarrman. That is 1954? 

Mr. Smiru. That is 1954. 

The Cuarrman. What was it in 1953? 

Mr. Suirn. I do not have that figure here, but I think it would 
be relatively about the same. 

The Cuarrman. You do not think there were more margin ac- 
counts last year than the year before? 

Mr. Smirn. Relatively, I do not think so; but I am sorry I do not 
have the figures. 

The CuarrmMan. How many of these new accounts should be classi 
fied as the so-called small investors—I assume the kind that Mr. 
Funston is out gunning for? 

Mr. Smrru. Mr. Chairman, I have never been able to get from two 
people a real definition of a small account. I remember an incident 
4 or 5 yearsago. A certain gentleman said that he thought he might 
like to open an account with us. I said we would be delighted to have 
him, and he said maybe it will be too small. 

[ said, “Oh, no, I am sure it won’t be too small because we take an) 
size account.” 

And I said, “By the way, how large is it?” 

He said, “Somewhere around $75,000.” 

To him that is a small account. I thought it was an extremely sub- 
stantial account. 

The Carman. Is that why they refer to your firm as “We, the 
People”? 

Mr. Smiru. Possibly. 

The Cuatrman. There are firms in New York that will not accept 
accounts under four or five hundred thousand, are there not ? 

Mr. Sarrn. I do not know, but I would be doubtful if anybody has 
a requirement that is as high as that. I would be very doubtful. 
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The CHarrMaNn. There is a book I referred to once or twice, I do not 
have it with me today, that is to be published soon by a man named 
Mayer, which is supposed to be based on recent research, in which 
he names 1 or 2 investment counselor houses, nothing like yours, 
who will not accept accounts of less than $400,000. 

Mr. Smiru. I can understand how an investment counsel firm would 
not, because they charge a small percent on the principal amount. 
Naturally they have to have a certain size to make anything because 
fees are quite small—one-half of 1 percent or even lower. 

The CHamrMan. How much do you spend on an educational program 
designed to induce new investors, the same type of thing the exc change 
does? What is your advertising or promotional allowance ¢ 

Mr. Surrnu. Last year our advertising amounted to $871,000. 

The CuarrmMan. That is almost as much as the stock exchange. 

Mr. Smirn. If I remember Mr. Funston’s testimony, it is quite a 
little more. 

The CuarrMan. A million, I believe he said. 

Mr. Saira. I thought he said five or six hundred thousand. 

The Cuamman. The five or six hundred thousand was advertising 
alone, without any overhead. 

Mr. Smrrn. That was the paid media advertising, that is right. I 
have some other figures, too. 

The Cuarrman. What are your figures? 

Mr. Smirn. Our media advertising, meaning our newspaper and 
magazine advertising, was $720,000. What we call sales promotion 
amounted to an additional $620,000. 

The Cuarman. Six hundred twenty ? 

Mr. Smira. Yes, sir. 

The CHarrMan. Would you estimate what you think the industry as 
a whole spends in promotion ? 

Mr. Sorru. I have no idea, but dollarwise, percentagewise very 
much smaller than we spend. 

The CHatmrman. Percentagewise ? 

Mr. Srru. Percentagewise. 

The Cuairman. Percentage of total business done? 

Mr. Smirn. Related to their gross business. Their average in sales 
promotion percentagewise to that would be, I am sure, very much 
smaller than ours. 

The Cuarrman. Smaller than yours? 

Mr. Smiru. Yes. 

The CHarrMan. You operate on a very narrow margin, I under- 
stand, do you not? Why could you afford to spend a larger percentage 
of your gross on advertising than the others ¢ 

Mr. Smiru. Because we thoroughly believe in advertising and pro- 
moting our product—our services. 

The Cuarrman. I would judge from the result that it is very suc- 
cessful, too. 

Mr. Smirn. It seems to work. 

The Cuamman. This large increase of 163,000 new accounts, do you 
think that indicates an increase in speculative activity ? 

Mr. Smiru. I have no way of knowing, but I think toward the end 
of the year the increase shows that certainly there was more interest in 
investing and very likely there was more interest in speculating, too. 
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I read earlier from that survey that I told you we made earlier in the 
year. I think I have got some figures here that might throw some light 
on your question, if I might read it. 

The Cuarman. C ertainly. I would welcome it. 

Mr. Situ. These, if you recall, were from the thousand cus- 
tomers, 500 old and 500 new. The question was, “Did you buy for cash 
or on margin?” Eighty-four percent of new customers said they 
bought for ‘cash 3 50 percent of the old accounts said they bought ‘for 
cash; 12.6 percent of the new customers bought on margin; and 45 
percent of the old customers bought on margin; 2.7 percent new 
customers bought for both cash and margin, and 4.2 percent of the 
old customers bought for both cash and margin. I think that is a 
very interesting figure, because only 12.6 percent of the new customers 
bought on margin, whereas 45 percent of the old customers bought on 
margin. 

The Cuamrman. New people who were just entering the market were 
a little timid about margin trading as a rule? 

Mr. Smrrx. Perhaps they took into consideration the advice they 
got from us when they first opened the account. I do not know. 

The Cxuarrman. As they get more assurance they feel more at 
home and they tend to take a little flyer, would they not? 

Mr. Smirnu. These figures would seem to indicate that. 

The CHatrman. I think that is human nature. Can you tell or do 
you have any way of telling where that money that they bring in to you 
to invest comes from? Did they tell you anything to indicate that 

Mr. Smirn. When a new account comes in to us we ask them a lot 
of very pertinent and personal questions. Sometimes they answer 
them fully and sometimes they are rather reluctant. But we get a 
pretty good idea where the money is coming from; yes. 

The Cuatrman. Could you tell us? 

Mr. Smiru. It comes from so many sources. It comes from all kinds 
of sources—from earned income, from inheritance, from money that 
they save. 

The Cuatrman. Did you have evidence that it was coming from 
savings accounts or the sale of property. You could tell if a man is 
taking it out of his savings and investing it, could you not ¢ 

Mr. Smirn. We would if he told us, and we would ask him, of 
course. 

The Cuarrman. It would probably show if he gave you a check 
whether it was on his savings account or checking account ? 

Mr. Smirn. Yes. 

The Cuareman. Do you have any indication that there was much 
of a conversion from savings accounts into investment accounts ¢ 

Mr. Smrru. I have a very distinct impression there was not much 
of that. I would like to ask my partner, Mr. Cook, who runs our 
largest office, if he has. 

The Cuarmman. Certainly. 

Mr. SmirnH. He says definitely not, no indication of it. 

The Cuaman. No indication. Was there any indication that 
much of this money came from sale of bonds, Government bonds in 
particular, and transferring them into stock ¢ 

Mr. Smrru. Again I would like toask him. He says “No,” that our 
stock records would show if that were so. 

The CuarrmMan. It would show, but it does not show that ? 
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Mr. Smrrn. Yes. 

The Cuarrman. Do you know whether any of the money advanced 
to people as consumer credit or housing credit finds its w ay into the 
stock market ¢ 

Mr. Smrru. Consumer credit? I do not understand just what you 
mean by that or how it is possible. 

The CuarrmMan. Installment loans are usually called consumer 
credit. 

Mr. Smrrx. You mean the small loans ? 

The CHarrMan. Yes. 

Mr. Samiru. I do not think there is any of that. Furthermore, the 
amounts that would come from that would be so small, too, from the 
individual loans. 

The Cuarrman. You have not seen any evidence of corporations 
floating stock issues in order to lend the money to the market like they 
did in 1929, have you ? 

Mr. Smiru. No, I have not. 

The CHarrman. What do you think of the present level of commis- 
sions paid to brokers? Are they adequate, too high, or too low ? 

Mr. Smrrn. I have gone on public record. I might as well again. 
L have to qualify that, though, by saying that I have differed with a 
number of our good friends and competitors. I felt at the time that 
the commissions were raised here a year and a half or 2 years ago 
that there should be changes in the commission rate. I had felt that 
the commissions on lower priced stocks were too high in the main, and 
I felt that the commissions on the higher priced stocks were too low. 
I wanted to see a general rearrangement. However, as it finally came 
out, it was an overall increase resulting in about 18 percent. I took 
the position of being opposed to it. 

The Cuarrman. Why do you not lower your commissions? You 
would increase your business, would you not? 

Mr. Smirx. As members of the stock exe hange, we have to abide 
by the minimum commission rule. 

The Cuamman. That would be a violation of the exchange rules? 

Mr. Smiru. Yes, sir, it would be. And I might parenthetically add 
for the benefit of my good friends who differed with me that I think 
last year as a result of the increase we benefited by it. 

The Cruarmman. For the benefit of the record, our figures overall 
on individual trading indicate that 52 percent of the buying is done 
on margin. Would that seem about right to you ? 

Mr. Smiru. Those are the exchange figures shown in the latest 
study. 

The Cuamman. You expressed an opinion that the stockbroker, 
I believe, has little influence on market movements for the reason 
that over a period of time your customers sell about as much as they 
buy. That is in your statement. 

Since you collect commissions on both buy orders and sell orders 
is it not to your advantage to try to stimulate buying and selling by 
your customers ! 

Mr. Smirn. Certainly we benefit when they buy or, on the other 
hand, when they sell. As a matter of policy—as a matter of funda- 
mental policy their interests come first. Therefore we do not stimu- 


late any transaction that would not be for the best interests of the 
customer. 
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a /HAIRMAN. But any kind of transaction, whether you buy or 
sell, is also advantageous to the broker as well as the investor ? 

Mr. SmirH. Yes. We make a commission either way. 

The Cuatrman. That is the character of the business. 

Mr. Smirn. Yes, sir. 

The Cuarmman. If you have a particularly good issue which seems 
certain to sell at a premium, do you withhold some from the market 
to take advants ige of the premium ? 

Mr. Surrx. You mean for the benefit of the firm, or partners? 

The CHarmman. Yes. 

Mr. Smiru. We have a very definite policy on that, Mr. Chairman. 
If we are underwriting any issue that appears as though it would sell 
at a premium, we do not permit either our partners, or employees, 
or any immediate members of their families, to buy any of that par- 
ticular issue. 

The CHarrMan. Partners are excluded from that issue? 

Mr. Smiru. And their families and our employees. 

The CHatrman. Have you heard of any other broker-dealer firms 
who granted to their partners a preferred or special treatment with 
regard to shares they had knowledge of that they could sell at a 
premium ? 

Mr. Surrn. I have no knowledge of that, but I am sure there must 
be some. 

The Cuarrman. Would it be much trouble for you to give us a list 
of the underwritings that you have had during the past 6 months? 
Would it be —_ much trouble, or do you have it available? 

Mr. Smirn. I do not have it available, but I would be delighted 
to furnish it to you. 

The Cuarrman. There is no reason for you to object ? 

Mr. Smrru. No. There is nothing confidential in that list. It is all 
a matter of public information. 

The Cuarrman. If it is not too much trouble it would be interesting 
to the committee to familiarize ourselves with that. 

Mr. Smrrn. I will see you get it. You want 6 months or a year? 
I can give it to you either way. 

The Carman. Six months would be enough. 

(The list referred to follows :) 
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The Crarrman. We have handled that question on uranium stocks. 
You read the regulations. I wonder if those regulations you read 
—_ and which you did not want to waste the time of reading them 
all in—I wonder if you could give them to us for the record so that 
we veni have it—the one pertaining to the policy against selling 
these uranium stocks and penny stocks. I think that would be inter 
esting for the information of the committee, and it sounded like a ver) 
good policy. 

Mr. Smiru. There are a couple of others that deal on the same sul 
ject and I did not read from them, and I will supply them to you also. 

(The information referred to follows :) 


GENERAL INFORMATION MEMORANDUM 


Aveust 2, 1954 
Partners, Division Directors, Office Managers, Account Executives: 


TRANSACTIONS IN LOW-PRICED SECURITIES 


The purpose of this memorandum is to discourage transactions in low-priced 
securities, particularly penny uranium stocks. I would like to have it discussed 
by managers at a meeting with account executives. 

We have been concerned with the recent activity in low-priced securities, pai 
ticularly penny uranium stocks and low-priced Canadian oil stocks. A review 
of a few fundamentals seems in order so that everyone will understand the firm's 
position. 

Speculation in these low-priced securities is not confined either to the sophisti 
cated or unsophisticated customer, both at times seem to want to risk thei: 
capital in so-called penny stocks. Once a boom and subsequently a bust of this 
nature starts we are deluged with inquiries for information which we are not 
in a position to furnish, and overburdened with requests for quotes and orders. 
How to handle such a situation is a grave problem. The easy solution would be 
to say that our doors are wide open; we will handle any type of order of any 
type of security regardless of the buyer’s financial background, the amount of 
money involved, or the extra effort it costs us, or the other alternative that we 
will not handle any such transactions. But the easy way out does not seem to 
us to be the best. 

Our cardinal policy is that the customer’s interest must come first. We feel 
our managers and account executives should warn customers who wish to buy 
penny stocks that we, as a firm, think they are subjecting themselves to an 
unusual amount of market risk and would be better off in more substantial issues 
if they want to participate in oil exploration or mining development. Where a 
prospective customer has only a few hundred dollars in capital, we feel he should 
be encouraged to open an MIP account rather than buy penny stocks. 

As profit-minded businessmen we must also be cost conscious. The handling 
of low-priced securities of this type is very costly and time consuming. We, 
therefore, think that it is the duty of managers and account executives to dis- 
courage the opening of accounts for the sole purpose of buying low-priced specu- 
lative securities. Where an account has nothing but penny stocks in it we think 
that the customer should be urged to accept the delivery of his securities. 

We will not accept orders for the purchase of new issues of these penny stocks 
while the issue is still being distributed. Customers wishing to buy such stocks 
after the original distribution, particularly those issued under regulation A of 
the SEC, having a capitalization of $300,000 or less, should be discouraged from 
so doing. 

In the event of another boom in low-priced speculative securities, particularly 
uranium stocks, the firm will take more stringent action, if necessary. 


WIntTHROP H. SMITH. 
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GENERAL Poticy BULLETIN No. 2 


NOVEMBER 17, 1954. 


Partners, Division Directors and Executives, Department Managers, Office Man- 
agers, Account Executives: 


UNSOUND SPECULATION IN CERTAIN TYPES OF SECURITIES 


The situation discussed in General Information Memorandum, August 2, 1954, 
“Transactions in Low Priced Securities,” has become more serious. 

In August we requested managers and account executives to warn customers 
about unsound specultions. We believe this kind of speculation is not in the 
best interest of the customer and therefore represents a kind of business 
which this firm does not care to handle. 

While it is difficult to define exactly the type of security which is unaccepable, 
our policy refers to: 

Most stocks priced under $2 per share, but it is not restricted to that price 
range. 

Most domestic uranium stocks and practically all Canadian oil and mining 
stocks which are not fully listed on a Canadian exchange. 

Listed Canadian oil and mining stocks if we believe they are being un- 
scrupulously promoted or are being distributed in violation of the United States 
securities laws or if they appear on the SEC restricted list. 

Effective immediately the following shall be firm policy : 

1. We will not open accounts for the purpose of either buying or selling 
highly speculative securities of the type generally described herein. 

2. All purchases and sales of such securities shall be made on an unsolicited 
agency basis only. 

3. We will not purchase on any basis: 

(a) Any Canadian mining or oil security which is not fully listed on an 
exchange in Canada. This means we will not accept purchase orders for 
mining and oil stocks which have only unlisted trading privileges on these 
exchanges. 

You will be able to ascertain whether or not a particular stock is listed 
from the Financial Post Survey of Oils, Financial Post Survey of Mines, 
and Canadian Mines Handbook referred to in Securities Research Policy 
Bulletin No. 2 dated November 10, 1954. Attached you will find a schedule 
showing listings and delistings since the publication of these handbooks. 

(b) Domestic low-priced speculative stocks issued under a regulation A 
filing or an intrastate exemption since January 1, 1953 or, if issued prior 
to that date, still in distribution. Regulation A under the Securities Act 
of 1933 exempts from registration, under specified conditions, certain issues 
which do not exceed $300,000. An intrastate exemption to the Securities 
Act of 1933 can apply to an offering in any amount. 

(c) Domestic or Canadian securities which we believe are being un- 
scrupulously promoted, which we think are being distributed in violation 
of the United States or State securities laws, or which appear on the SEC 
restricted list. 

. We will accept sell orders for any such securities providing the following 

conditions are met: 

(a) The securities being sold either were originally purchased through 
us or are long in the account at the time the order is entered, and 

(b) The order must be related to the existing market. 

5. We will not accept such securities for deposit unless we have a sell order 
in hand reasonably related to the existing market. 

6. Each account executive shall review his accounts to ascertain which are 
long primarily securities of the types described above. In the absence of 
legitimate objection by the customers involved—they should first be notified— 
stocks in such accounts shall be ordered transferred and shipped to the cus- 
tomers by the account executive. Any certificate fees charged because of the 
resulting transfers should be borne by the customers. 

7. If the stock bought or sold is unlisted, we will charge regular New York 
Stock Exchange commission rates. 

8. Requests for quotes on securities of the types described herein shall be 
kept to an absolute minimum. 
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The principal responsibility for eliminating this unsound speculative activity 
from our business shall rest with our office managers. They shall work with 
each account executive in order to secure his full understanding and compliance, 


WitntHrRop H. SMITH, 


GENERAL INFORMATION MEMORANDUM 


JANUARY 21, 1955. 
Office Managers, Account Executives: 


MARGIN ACCOUNTS FOR SMALL INVESTOKS 


In view of the recent activity in the securities market, I wish to remind all of 
our basic policies regarding the prudent handling of customers’ accounts. Partic- 
ularly, I wish to emphasize our belief that people of limited means and limited 
knowledge of securities should not be induced, encouraged, or urged to open 
margin accounts. 

It is serious enough when, as a result of market movement, expanded volume 
and widespread publicity, unqualified investors on their own initiative ask to 
open margin accounts. Under no circumstances shall such accounts be solicited. 

When an individual of limited means asks to open a margin account, he should 
be carefully informed of the additional risks inherent in margin trading on either 
the long or short side. Managers and account executives are cautioned to 
strongly discourage margin trading by people who do not possess the tempera- 
ment, knowledge, or means to assume the risks involved. 


WINTHROP H. SMITH. 


GENERAL INFORMATION MEMORANDUM 


JUNE 28, 1954. 
General Partners, Office Managers: Account Executives: 


IMPOSITION TRADES 


Merrill-Lynch has justifiably earned the reputation of being the small man’s 
broker, and we are, of course, gratified to have the support of the small investor. 
However, there are times when we question the advisability of executing certain 
transactions, not because they are small but because they are of doubtful benefit 
either to our customers or to ourselves. 

Recently, we have had a great flurry of orders entered in low-priced uranium 
and in Canadian penny stocks. A typical example of the orders which certain 
offices have seen fit to enter is the following: “Buy 100 Blank Oil ventures at 
3 cents.” 

We are not convinced that, by permitting the customer to enter such a trans- 
action through us, we are effectively broadening the base of share ownership, 
nor do we feel that economically we are justified in accepting such an order. The 
commission on this particular transaction was fifty cents, and, as you probably 
know, it costs the firm many times more than that just to open an individual 
account. Bookkeeping and other expenses incurred if the customer elected to 
leave his stock with us would be additional. 

The simple fact is that we are not enthusiastic about developing business in 
highly speculative low-priced issues. In refusing such business, please remember 
what we have already said in our June 3 memorandum on Canadian securities: 
that Merrill-Lynch is a private business enterprise and not a public utility and 
therefore there is no necessity for our accepting business which we do not con- 
sider desirable. 

Another kind of imposition transaction is the one in which an individual will 
ask us to purchase for him one share each of, say, 100 different issues and to hold 
the stock for him in street name in his account. Needless to say, although the 
commissions he pays are inordinately large percentagewise, they do not begin 
to compensate us for the clerical work to which we are subjected. 

Nor do orders in small amount constitute the only kind of business which can 
be properly considered an imposition. Recently a customer of ours decided, as 
part of a promotional effort, to send out to executives of large corporations all 
over the country one share each of a rather small company listed on a Canadian 
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exchange. With the help of one of our offices, he selected a company which had 
low-priced dividend-paying stock outstanding; he bought 750 shares of the stock 
and had certificates issued in the names of 750 executives. It is beside the point 
to comment that the promotion was successful. It now costs the issuing company 
approximately $1,000 a year, they tell us, to service these 750 new stockholders, 
and the issuing company has complained bitterly to us about our part in the 
transaction. Because of the circumstances surrounding this case, we do not 
believe that the office involved was at fault. We do feel, for your future refer- 
ence, that this type of project should be discouraged. 

In considering the problem of imposition transactions, please bear in mind 
that our objections are based on more than merely the inadequacy of commission 
income. There is a certain amount of risk to the firm—e. g., of error, of bad 
faith on the part of the customer—involved in every transaction we accept, and 
so potential business should also be weighed in terms of this risk. Volume alone 
is not what we are after; we are looking for sound business which produces 
satisfied customers. 

Just remember that not everyone belongs in the stock market, that there is a 
very effective M. I. P. program for small investors, and that, if someone cannot 
afford to participate in that program, it is highly questionable whether he should 
be in the market at all. Ifa prospective customer takes exception to cur attitude 
on this subject, it is perfectly in order to suggest politely that he have his busi- 
ness transacted through another broker. However, each case should be consid- 
ered on its merits. 

WINTHROP H. SMITH. 


ADMINISTRATIVE ORGANIZATION & PROCEDURE BULLETIN No. 1 


FEBRUARY 1, 1955. 
General Partners, 


Division Directors, 
Office Managers, 
Department Managers, 
Account Executives, 
Cashiers: 


SECURITY MARGIN REQUIREMENTS 


In view of the recent change in regulation T margin requirements and in order 
to assist firm personnel in determining the proper application of both the Federal 
Reserve Board and New York Stock Exchange margin regulations, as well as 
those of the firm, the following rules and procedures are issued and will apply, 
effective Januay 5, 1955. 

Initial margin requirements 


The initial or first requirement on registered nonexempted securities shall be 
the geatest or largest amount required of the following: 


1. SEC requirements: 


(a) On purchases, 60 percent of the total cost. 
(b) On short sales, 60 percent of the net proceeds. 


2. New York Stock Exchange Requirements: 


(a) On purchases 25 percent of the market value of securities. 

(b) On short sales, $5 per share or 30 percent of the market value in cash, 
whichever amount is greater, of each stock selling at $5 or higher. 

(c) Minimium equity.—The initial margin deposit shall be an amount suf- 
ficient to reflect an equity of at least $500. 


3. M., L., P., F. & B. requirements: 


(a) The firm will carry on a margin basis all securities listed on the New 
York Stock Exchange with the exception of 10-share trading-unit issues. 
The firm will also carry on margin certain securities traded on the American 
Stock Exchange. A list of these American Stock Exchange issues acceptable 
without specific approval will be furnished from time to time. Any other 
securities shall be subject to prior approval of the home office. Wires re-. 
questing approval should originate from office or backstage managers and 
shall be addressed to JR-F, detailing full particulars. 
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(b) On short sales—30 percent of the market value with a 5-point mini- 
mum, with exception of foreign bonds (other than Canadian bonds), on 
which requirements are 50 percent with a 5-point minimum. 

(c) On positions in United States Government obligations—10 percent 
of the principal amount. 

These initial requirements will apply in determining what securities may be 
carried on margin and the amount of margin required in connection with: 

(a) New securities transactions. 

(b>) Withdrawals of cash and securities. 


Maintenance margin requirements 


After the initial margin requirements have been complied with and the 
account becomes restricted due to market fluctuations, it is not necessary to 
bring the account up to initial requirements. However, the firm’s maintenance 
requirements will apply and are as follows: 

1. On long positions—25 percent of the market value of all acceptable secu- 
rities long in the account with a 2-point minimum on stocks and a 5-point mini- 
mum on bonds with exception of foreign bonds (other than Canadian bonds) on 
which maintenance requirements are 50 percent with a 5-point minimum. 

2. On short positions—30 percent of the market value of all acceptable secur- 
ities short in the account with a 5-point minimum, with exception of foreign bonds 
(other than Canadian bonds) on which maintenance requirements are 50 percent 
with a 5-point minimum. 

3. On positions in United States Government obligations—10 percent of the 
principal amount. 

4. Other requirements set forth in the Operations Manual, section 2—D, page 4, 
section 6—A, page 70, and section 6—C, page 35. 


Withdrawals of cash and securities and other requirements 

1. Cash dividends and interest credits may be withdrawn within 35 days fol- 
lowing such credit, provided that (1) the cash withdrawn does not repre 
sent any arrearage on the securities with respect to which they were distributed : 
(2) the amount has not been used in the interim to margin a new commitment: 
(3) the account meets maintenance requirements after the withdrawal. 

Stock dividends may be withdrawn within 35 days provided that (1) the cur- 
rent market value of any securities withdrawn does not exceed 10 percent of 
the current market value of the security with respect to which they were dis- 
tributed; (2) the security has not been used in the interim to margin a new 
commitment; (3) the account meets maintenance requirements after the with- 
drawal. 

2..Unlisted, unregistered securities may be withdrawn from a restricted 
account. 

Listed securities may be withdrawn from a restricted account upon receipt of: 

(a) full settlement of the indebtedness or, 

(b) upon cash deposit on the same day of the current loan value of the 
securities to be withdrawn or, 

(c) an amount sufficient to bring the entire account up to the full initial 
margin requirement, whichever of the three is less or, 

(d) upon receipt on the same day of registered or exempted securities with 
a loan value as great as the securities to be withdrawn. 

3. Proceeds of sales of listed or unlisted securities may not be withdrawn after 
the date of sale unless the entire account is fully margined after the withdrawal. 

4. Substitutions or switches are permitted in restricted accounts without addi- 
tional funds being required, as follows: 

(a) Purchases and sales of registered nonexempted securities may be 
made on the same day, provided the net proceeds of the securities sold equals 
or exceeds the total cost of the registered nonexempted securities purchased. 
Where the total cost of a purchase exceeds the net proceeds of a sale a mar- 
gin requirement of 60 percent will result on the excess amount. For example, 
the total cost of a purchase is $4,000, and the net proceeds of a sale is $3,000; 
the additional margin requirement will be 60 percent of $1,000 or $600 which 
must be met promptly and in any event within 3 full business days. 

(b) A short position in securities, other than exempted securities may 
be covered and on the same day a new purchase of registered securities may 
be made the total cost of which is equal to, or less than, the total cost to 
cover the short postion. For example, an account is short 100 shares of EFG 


at 25; the 100 shares of EFG at 25 are covered and 100 shares of XYZ at 25 
are bought. 
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(c) A short position in a registered nonexempted security may be covered 
and on the same day the same or another registered nonexempted security 
may be sold short, provided the net proceeds of the new short sale are equal 
to or less than the cost to cover the old short position. 

(ad) A registered nonexempted security long in an account may be sold 
and on the same day the same or another security, other than an exempted 
security, may be sold short provided the proceeds of the short sale are equal 
to or less than the proceeds of the long security sold. 

(e) A registered nonexempted security may be sold and on the same day 
exempted securities, such as United States Government obligations, may be 
purchased, provided that after the transaction the amount of the restriction 
in the account is not increased. For example, a client may sell a registered 
nonexempted security, the net proceeds of which are $4,000. This releases 
$2,400 (based upon a 60-percent margin) and on the same day he may 
purchase up to $24,000 principal amount of United States Government bonds, 
the margin requirement on which (basis 10 percent) will be $2,400. 

Similarly, United States Government bonds may be sold in restricted 
accounts and on the same day registered nonexempted securities purchased, 
provided the amount of the margin restrictions is not increased. For ex- 
ample, a client may sell $20,000 principal amount of United States Govern- 
ment bonds, the margin released (basis 10 percent) being $2,000 and on the 
same day purchase registered nonexempted securities the total cost of which 
is $3,333, the 60-percent margin requirement being $2,000. 

5. Registered nonexempted securities may be received or transferred into a 
restricted margin account against the payment of the loan value on the same 
day the securities are received. 

6. Restricted margin accounts may be transferred from one broker to another 
or to a bank but may not be transferred from a bank to a broker. An account 
may not be received from a bank unless it is margined at 60 percent or unless the 
margin account already established with the broker has sufficient excess to 
bring the combined positions up to 60 percent. 

7. Margins released by liquidation are transferred to the special miscellaneous 
portion of the margin aceount and may be withdrawn or used for new commit- 
ments, providing the account is properly margined to maintenance requirements 
after withdrawal or use. 

8. Cash purchases made in a margin account will become frozen in a restricted 
account and when such securities are sold proceeds may not be withdrawn unless 
the account is properly margined (see Operations Manual, sec. 3, p. 8B). Simi- 
larly, purchases of restricted listed new issues should be made in cash accounts. 

9. Under Regulation T, cash or securities must be deposited as promptly as 
possible and in any event within 3 full business days following the date of the 
transaction requiring a margin deposit. The practice of customers meeting 
initial margin calls by liquidation of the same or other commitments in the 
account is prohibited by the New York Stock Exchange and all members are 
required to report to the New York Stock Exchange the name of the account, 
the amount of the call and the amount released by liquidation in response to the 
call. The firm is also required to take steps to prevent such recurrence in the 
future. 

The foregoing will supersede the rules and procedures as outlined in our 
Operations Manual, section 2—D, pages 1-6; section 6—A, pages 70-76; and section 
6-C, pages 27-31. 

Further details and answers to margin problems may be obtained by referring 
to the New York Steck Exchange directory and guide and by wiring JR-F. 


EK. W. ENGLISH. 
The Cuarrman. I think it would be interesting for us to see what 
the policy is in that respect. I do not believe I asked you, but do you 
know whether other firms have a similar policy? Are you the only 
one you know of that has that policy ? 
Mr. Smirn. Regarding these penny stocks? 
The Cuarrman. Yes. 

Mr. Smrrn. I know a number of firms that have equal problems such 
as we have, and I know several firms that took pretty stringent steps, — 
The Cuarman. Similar to yours? 
Mr. Srru. I imagine fairly similar. 
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The Cuarrman. Are there any stocks you will not carry on margin, 
but which you might under the law carry on margin? 
Mr. Smrru. Yes, there are many. 


The CuarrmMan. What would be an example of that ? 

Mr. Smirn. For instance, we carry within limitations all stocks 
listed on the New York Stock Exchange. I would say within limita- 
tions, because we may restrict the amount. We have a selected list 
of those on the American Exchange. On the American Exchange 
there are about 130 issues we will carry on margin. We do not carry 
securities listed on the so-called regional exchanges—solely listed on 
the regional exchanges. In other words, we carry New York Stock 
Exe hange and a restricted list of American Exchange’s. 

The Cuamman. Could you give that list for the record? Is there 
any reason why we could not have it? I think we would like to have 
it. We want to try to understand the situation on those items. 

Mr. Soiru. Yes, sir. 


(The information referred to follows :) 


AMERICAN STocK EXCHANGE SECURITIES APPROVED FOR MARGIN—FEBRUARY 9, 1955 


Attached is a list of the securities listed on the American Stock Exchange 
which have been approved for margin accounts. 

In accordance with the Operations Manual, section 2D, page 1 and section 6C, 
page 28, approval must be obtained by wiring JR-F, detailing all particulars, 
whenever there is any doubt about the propriety of accepting a particular trans- 
action on margin, or before orders are accepted to handle on margin securities 
not contained in the attached list or not listed on the New York Stock Exchange. 

BE. W. ENGLISH. 
By M. W. McCarrry. 


AMERICAN Stock ExCHANGE ISSUES ACCEPTABLE ON MARGIN REVISED AS OF 
FEBRUARY 7, 1955 


Ainsworth Manufacturing Corp. Clinchfield Coal Corp. 
Airway Electric Appliance Corp. Colonial Airlines, Inc. 
Alabama Gas Corp. Community Public Service Co. 
Aluminum Co. of America perferred Compo Shoe Machinery Corp. 
American Laundry Machinery Co. Consolidated Engineering Corp. 
American Maracaibo Co. Consolidated Gas Utilities Corp. 
American Meter Co. Consolidated Mining & Smelting Co. 
Arkansas Fuel Oil Continental Foundry & Machine Co. 
Arkansas Louis Gas Corroon & Reynolds Corp. common 
Armstrong Rubber Co. A common Corroon & Reynolds Corp. preferred 
Aro Equipment Corp. Creole Petroleum Corp. 
Atlas Plywood Corp. Cuban Atlantic Sugar Co. 
Barium Steel Corp. Detroit Steel Products Co. 
3asic Refractories, Inc. Draper Corp. 
Beck (A. 8.) Shoe Corp. Duke Power Co. 
Bell Telephone Co. of Canada Duval Sulphur & Potash Co. 
©. Bohack DuMont (Allen B.) Laboratories, Inc. 
Breeze Corps., Inc. Eastern Gas & Fuel Associates 
Brown Co. Eastern Sugar Associates preferred 
Brown-Forman Distillers Corp. common | Easy Washing Machine Corp. 
Brown-Forman Distillers Corp. $4 jun- | Electric Bond & Share Co. common. 
ior preferred Fairchild Camera & Instrument Corp. 
Buckeye Pipe Line Co. Ford Motor Co. of Canada A 
Bunker Hill & Sullivan Manganese and | General Acceptance Corp. 
Construction Co. General Fireproofing Co. 
British American Oil Glen Alden Coal Co. 
California Electric Power Co. Glenmore Distilleries Co. B 
Catalin Corp. of America Globe-Union, Inc. 
Cessna Aircraft Co. Great Atlantic & Pacific Tea Co. 
City Auto Stamping Co. Hazeltise Corp. 
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Heela Mining Co. Pennsylvania Water & Power Co. 
Hollinger Consolidated Gold Mines, Ltd. | Pepperell Manufacturing Co. 
Horn & Hardart Co., New York Pittsburgh & Lake Brie RR. Co. 
Humble Oil & Refining Co. Pittsburgh Metallurigical Co. 
Imperial Oil, Ltd. Powdrell & Alexander, Inc. 
Imperial Tobacco Co. of Canada Puget Sound Pulp & Timber Co. 
Insurance Co. of North America Raymond Concrete Pile Co. 
International Petroleum Co. Rome Cable Corp. 
Iron Fireman Manufacturing Co. Royalite Oil Co. 
Lake Shore Mines, Ltd. St. Lawrence Corp. 
Lakey Foundry & Machine Co. Schick, Ine. 
Louisiana Land & Exploration Co. Shawinigan Water & Power Co. 
Lynch Corp. Sherwin-Williams Co. 
Maine Public Service Co. Shoe Corp. of America 
Massey-Harris Co. Simplicity Pattern Co. 
Mead Johnson & Co. Simpsons, Ltd. 
Masabi Iron Co. Singer Manufacturing Co. 
McDonnell Aircraft Southland Royalty Co. 
Middle States Petroleum Corp. South Penn Oil Co. 
Midvale Co. Southern California Edison Co. pre- 
Miller-Wohl Co., common and preferred ferred 
Mining Corp. of Canada Standard Packaging Corp. 
Molybdenum Corp. of America Standard Oil Co. of Kentucky 
Morris Plan Corp. of America Standard Power & Light Corp. 
Muter Co. Stroock (S.) & Co. 
National Fuel Gas Co. Tampa Electric Co, 
National Presto, Ine. Technicolor, Inc. 
Neptune Meter Co., N. J. Tilo Roofing Co. 
New Jersey Zine Co. True Temper Corp. 
Niagara Share Corp. Union Gas Co. of Canada 
Niles-Bement-Pond Co. United Shoe Machinery Corp. 
O’okiep Copper Co. (American shares) | United States Foil Co. class B 
Pacific Gas & Electric Co., 6 percent | Valspar Corp. 

first preferred Venezuelan Petroleum Co. 
Parker Pen Co. Wallace & Tiernan 
Parkersburg-Aetna Corp. White Auto Stores 


Patican Co., Ltd. Woodley Petroleum Co. 
Penroad Corp. 


The CuarrmMan. There was this curious difference about margins 
with regard to unlisted securities; that you cannot carry them on 
margin at all and yet you can borrow any amount at the bank with 
no limitation on unlisted securities. 

Mr. Smiru. There is no limitation on the banks, but there are on 
brokers. 

The CHarrman. What reason is there for that? Is there any good 
reason? Usually there must have been some reason, but I do not un- 
derstand what it is. 

Mr. Smiru. I was told about that question yesterday and I discussed 
it with several of my associates this morning. We tried to think back 
to the original investigation and why it was. None of us had any 
clear memory of it. One reason I can think of, and I think it would 
be a good reason, is certainly if we were at liberty and it took place 
before there was a Securities Exchange Act we practically never 
carried an unlisted security on margin for the simple reason we did not 
feel it was liquid enough to afford the risk. 

The Cuarrman. That I can understand, but why would a bank 
be free to advance money free of the margin? 

Mr. Smrrn. That my memory fails me on. That is as to what the 
reason for that was. Unless they thought banks were better able to do 
it. But I do not think that is even a very good reason. I am curious. 
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I am going to try to get the answer just to satisfy my own curiosity 
on it. 

The Cuarrman. This same memorandum I read from earlier from 
the research department of one of the large houses in New York, in 
its last paragraph says this, and I would like you to comment on that: 

Nevertheless the long-term probability for years has been that some time 
in the middle or late fifties we would see a great and roaring bull market. 
Advancing developments are conspiring to suggest that this exciting spectacle 
may not be long delayed. 

I do not know whether they advanced that with the thought that 
it may induce people to participate or not. Iam unable to tell. What 
do you think would be the effect of that kind of a statement ? 

Mr. Smrrn. I hate to disagree with one of my competitors, but I 
think that is a very injudicious statement. 

The Cuatrman. There is one other question I would like to ask 
you. One of the things that disturbs me, as it does many laymen from 
the South and the West, is the apparent imbalance that is developing 
between agriculture and industry. For some time, 2 or 3 years, and 
in a very decided way last year, there has been a depression, an increas- 
ing depression, in agriculture growing out of various causes; partly 
great surpluses which have been piled up, and the inability of the 
udministration to find any solution to that. In my section that has 
been coupled with a drought. That is regional and a local situation. 
But in any case, yesterday and today and the day before yesterday we 
had very weak markets in all that area. It seems to me rather danger- 
ous to get that combination of circumstances of depressed agricul- 
ture and this booming, rather inflationary industry. 

I wonder what you think about that? 

Mr. Smriru. Mr. Chairman, that is a subject very close to my heart. 
I am a farmer also. 

The Cuarmman. What do you raise? 

Mr. Shrru. Sheep. 

The Cuamman. Sheep? Well, of course we fixed you up with a 
very fine tariff on wool. You are taken care of. You are not suffer- 
ing. Do you shear those sheep? Which kind of sheep are you talk- 
ing about? Maybe I misunderstood you. Not those 163,000? 

Mr. Smrru. These are four-legged sheep—a Dorset breed. The 
amount of wool one gets off one sheep makes the price per animal very 
small. It is a byproduct. 

The Cuarrman. That is the same plan of Merrill Lynch. It is 
volume that you are looking for. A little on each one. 

Mr. SmrrxH. Maybe that is my trouble. I have such a small flock. 

To answer your question, though, I have always believed that the 
country cannot be prosperous unless the farmer was prosperous. I 
do not ae whether the imbalance has gone far enough so that the 
farmer is not prosperous. I am not up to date enough offhand to 
answer that. However, I was under the impression that although 
he is not having the tremendous prosperity that he had a few years 
ago, that he was still doing reasonably well. Maybe I am wrong in 
that. I do not know. 

The Cuatrman. What I think is significant is the relation between 
the two. If you take his total dollar income and compare it to the 
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twenties, of course it is up, but it is his relationship and the concept of 
parity, I will say, applied in a broad sense, which involves his relation 
to industry and what he has to pay for a new car, or a tractor. 

Mr. Smrru. What he has to dispose of to take care of that. 

The CuarrMan. This is the big trouble and it is something really 
close to my own mind, because most of my constituents are in that 
position. It is not just the price of cotton, but they are cutting their 
acreage. There was another substantial cut from 21 million to 
18,100,000. 

Mr. Smrrn. It is a very tremendous cut in acreage. 

The Cuatrman. When you think that only a few years ago, 3 or 4 
years ago, it was 26 million. Now it is down to 18,100,000. 
~ You put a comparable cut in production in any one of the industries 
and think what that would do to it. The support prices I think have 
tended to minimize that fluctuation. If we had not had the support 
prices I think they would have been completely on their backs by 
now. They would have been ina real depression. But it is a question 
of how long we can maintain this situation as it is without its having 
a very severe effect on industry. 

I would think in your position this would be a matter of the utmost 
concern. This coming year there is going to be a very severe decrease 
in cotton acreage and a very severe decrease in rice acreage. You 
have already had in the wheat situation a tremendous surplus there 
which will tend to depress the market. for a long time. Of course, 
also in dairy products you know what that situation is. They have 
already decreased the support price. 

That is one of the reasons I may say that made me think this 
study by this committee is important. I think people in industry, and 
particularly in your business, ought to be conscious of this. I know 
it is not pleasant to bring up these unpleasant matters. It is better 
to ignore them and concentrate only on what General Motors is doing 
at the moment, and not on what they may do next year. But it is a 
matter that could be extremely serious on the market, is it not? 

Mr. Smrrn. I think it is a matter of very deep concern to General 
Motors and to all manufacturing companies. 

The Cuarrman. All manufacturing companies? 

Mr. Smrrn. As I said earlier, I have always felt that the country 
could not be prosperous unless the farmers were prosperous. We may 
be running into a very serious situation for the entire economy as a 
result of what is happening in agriculture. 

The Cuarrman. You know, the farmer cannot help think that maybe 
it would be just as wise for the overall welfare of the country if 
General Motors might lower its prices occasionally. While that might 
affect its stocks and they might not go up as much, yet on balance it 
would give greater stability to the economy, and even to General 
Motors, if that would happen occasionally. Do you not think that 
might be a good suggestion ¢ 

Mr. Smirn. If the farmers are going to drop to a lower scale, 
doubtless General Motors and others will have to do that involun- 
tarily. 

The CuarrMan. Sometimes those come too late—those adjustments. 
They would be much more beneficial if they came a little earlier rather 
than wait until they have to and until the farmers are really broke. 
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Mr. Smiru. You are going to have the president of the company here 
next week. I think you might get some really interesting comments 
from him on that proposition. 

The CHatrMAN. Well, we are looking forward to it. Do you think 
there is real competition in the automobile business ? : 

Mr. SmirH. Among three companies I think there is. 

The CHAtRMAN. Have you ever heard it said that General Motors 
could lower prices and do very well, but that, if they did their com- 
petitors would be forced out of business, and they would end up as a 
monopoly? They do not want to be a monopoly because they are afraid 
the Government might regulate them—or take them over—might regu- 
late them as a utility. Have you ever heard that said ? 

Mr. Smirn. I have heard all kinds of things said about the possi- 
bility of monopoly as far as General Motors is concerned. I really do 
not know, but from my observations I would be inclined to say that 
General Motors was competing just as aggressively as it possibly can. 
I do not think they pull any punches. 

The CHarrman. Pricewise ? 

Mr. Smirn. Any way. And I have no personal knowledge of that 
either. That is just observation. 

The Cuatmrman. Do you recall what their profit was last year? 

Mr. Smirn. Oh, it was so fantastic. It must have been 

The CHatrrmMan. It was $9.08, was it not? 

Mr. Smiru. $8.64, Mr. Cook says. It must have been $700 or $800 
million—somewhere in that neighborhood. 

The Cuarrman. I am pretty sure Mr. Cook is wrong. Not that I 
keep up with these things, but we had the matter up the other day and 
T am almost certain someone looked in the paper and said it is $9.08. 
That was an increase, as I recall it, of nearly 30 percent over the 
preceding year. Is that about right? 

Mr. Smiru. That is about right. 

The CuarrmMan. On less volume. What would that indicate to you? 
A very competitive situation in which they are fighting for business 
pricewise ¢ 

Mr. Smiru. Oh, I think they were fighting pricewise. I think they 
were fighting pricewise. 

The Carman. I may say this is not the only company, but com- 
pany after company last year on smaller volume showed larger profits. 
That does not indicate to me they are fighting for business pricewise. 
In fact, they are administering prices. It is quite clear they are doing 
it. If they wanted to get more and to really take away more of Ford’s 
business, they could cut the price $100 and see what that does. But 
they do not do that, do they ? 

Mr. Surru. Well, in observing and talking to different individual 
dealers, both General Motors and Ford, I had the very distinct im- 
pression that the competition was extremely keen. Granted there 
were differences in prices. There were concessions. But that was the 
individual dealer, as far as I know, who had the sole responsibility 
of determining the price and the concession. 

The Cuarrman, I am not talking about the competition at the local 
level by dealers, because the dealers are given quotas, as I understand 
it. That is quite a different problem. But looking at General Motors 
and the fact that on a smaller volume—I think it was 5 percent less 
volume—they made nearly 30 percent more profit, and their margin 
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of profit went up, in view of that I cannot see how you can reconcile 
that with the idea that they are fighting for business with their com- 
petitors. There is this great demand and they are dividing up the 
market, are they not? 

Mr. Smrru. I do not think voluntarily. 

The Cuatrman. Your margin of profit does not go up normally 
when you are fighting for business, does it ? 

Mr. Suirn. As I said before, I am not competent to answer that 
question, but from personal observation I was under the impression 
they were. 

The Cuamman. You may not be competent to say what General 
Motors is doing in their internal policy, but you are competent to 
comment about what the margin of profit indicates, are you not? Ifa 
company has 50 percent margin of profit, let us say, on its face, would 
you say that is typical of a highly competitive industry ? 

* Mr. Surru. I think it would indicate to me that their operations 
must have been more efficient. 

The CHarrman. For a moment let us leave efficiency aside. Does it 
indicate a high degree of competition that a margin of profit is very 
high on any particular product? 

Mr. Samir. I was under the impression General Motors was turn- 
ing out as many cars as their facilities enabled them to. 

The Carman. And they are charging all the market will bear? 

Mr. Smiru. I assumed so. 

The Cuatrman. I think so too. And there really is not any price- 
wise competition here, is there? There is no indication of that either, 
from their earning versus other competitors ? 

Mr. Sotru. I would think if they were out of line with other com- 
panies pricewise, they simply would not have made the sales. 

The Cuamman. Well, the explanation that is given to me, for what- 
ever it is worth, from several sources, is what I told you. That Gen- 
eral Motors recognizes for their own welfare and the industry’s as 
a whole they cannot afford to put out of business a number of their 
competitors. It would be bad policy. That is the only explanation 
that makes any sense tome. I think it may be the explanation. 

Mr. Smiru. It may be, because I think it would be bad policy. 

The CHarrman. Which creates a very unusual situation to be con- 
sidered. I do not know what the significance of it is. I am not saying 
it is bad. It may be much worse if they did run them out and you 
had only one company, even though the farmer got a cheaper car. 
I only raised this for the purpose of speculation by yourself. I hope 
I can induce you to speculate about it. 

What do we do about it? We pride ourselves on and say that we 
have a competitive system. I do not know whether we have or not. 
That would not indicate we have a competitive system, would it? 

Mr. Smirx. If your assumptions are correct, it would not. 

The Cuarrman. No, it is not. It does no harm, if that is true, to 
recognize it and consider what it means. It is no good for us to be 
mouthing over and over these slogans which have no bearing and no 
relation to the real facts, is it? 

Mr. Smrru. I should be fascinated to hear what Mr. Curtice has 
to say about that next week. 

The Cuatmrman. Yes, I would too. Mr. Wallace, the director of 
our staff, would like to ask a question or two. 
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Mr. Watxace. Mr. Smith, you perform the function of both under- 
writer and broker in securities. When you take a new issue of cor- 
porate securities as an underwriter, how do you distribute the par- 
ticipation contracted for by your firm? How do you distribute this 
participation ? 

Mr. Sairn. Well, if we are the manager of this underwriting we 
form a group of other underwriters. 

Mr. Wauxace. When you take participation, do not your customers’ 
men sell the securities? 

Mr. Smirn. Yes. Just toclarify it, we form a group of other under- 
writers who also in turn sell to their customers. We in turn will sell 
to our customers. Yes. 

Mr. Watwace. You have said that in your capacity as a broker, it 
is not the province of your firm to question the wisdom of your cus- 
tomer in buying or selling a particular security. What I would like 
to get into the record is, what 1s your policy when you are selling these 
securities on which you are an underwriter? Does this sales pushing 
conflict with your impartial information on other securities? In other 
words, a customer has some money and may buy the securities you 
are underwriting and selling or buy other securities on which you give 
him impartial information. Would there be a conflict of interests in 
those two operations ? 


Mr. Smiru. No, sir. I do not think so. First of all, I do not like 
the connotation of pushing. 

Mr. Watuace. You merely make the securities you are selling avail- 
able? 

Mr. SmirH. We make it available and tell them we are underwrit- 
ing such and such an issue; and tell them the good points about it. 
And we endeavor to get and make asale. Yes. 

Mr. WatiAce. You mentioned institutional buying as one of the 
factors which has gone into the recent price increases. Do you think 
that is a growing factor? 

Mr. Sirn. Well, in the discussions with Senator Lehman I had 
on that, yes, it is a growing factor. Most certainly it is. 

Mr. Wattace. It is taking a larger and larger bite out of the float- 
ing supply of stocks each year? 

Mr. Smiru. They are buying more. 

Mr. Watiace. Assuming that that is true and that this trend will 
continue, and the institutional buying will take a larger and larger 
bite out of the total floating supply of stocks, ultimately something 
would have to be done about that, would it not? Because it would 
upset the normal law of supply and demand of securities. 

Mr. Smirn. Of course, every year there is an increase in the number 
of new equity issues that are financed. Now assuming that it stays 
at a balance, that would not happen which you suggested. If it did 
begin to happen and the supply decreased, then as I pointed out to 
Senator Lehman, I think the price and yield will have an effect on 
the decisions of the trustees of these various funds, and at some point 
the securities they hold will have a market yield that will not make 
it attractive for them to hold it in comparison with bonds. 

I think the normal yields will probably take care of that situation. 
But as we said earlier, it is something certainly that. your committee 
ought to pay a great deal of attention to. 


Be at ase hain 
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Mr. Watiace. Yes. You would not feel that you should wait until 
the yields of stocks get down to the yields of bonds before you worry 
about a supply and demand situation of that type ? 

Mr. Smiru. Of course, that may take care of itself. But I still 
say, it is deserving of study by your committee. 

Mr. Wauxace. I simply want to get you on the record on this. Do 
not common stocks involve more risk to the investor than corporate 
bonds ¢ 

Mr. Smiru. Yes and no. If an investor made his decision, as the 
chairman pointed out earlier, and he would invest half of his money 
in Government bonds in 1940—and let us assume he invested it all— 
it would turn out his risk was much greater than had he bought com- 
mon stocks. Theoretically, of course, a bond is supposed to be safer. 
If the credit is good he will get back his dollars. He is more sure of 
getting back his dollars than he would be in common stocks. But 
what he gets in purchasing power remains to be seen. That is why I 
answered yes and no. 

Mr. Watwace. In general will not common stocks involve more risk 
than bonds? 

Mr. Smiru. Certainly. 

Mr. Wattace. What do you consider the usual relationship between 
long-term corporate bond yields and high-grade industrial common 
stock yields ¢ 

Mr. Smiru. They are constantly fluctuating. 

Mr. Wauiace. Of course they are fluctuating. 

Mr. Smirn. Yes. 

Mr. Watrace. But the usual relationship is now about 1.2 percent. 

Mr. Smrru. 1.2 to 1.5. Soniething like that. 

Mr. Watxace. Whereas in 1929 stocks were yielding less than bonds. 

Mr. Smiru. I think if you used the Dow-Jones index, that was so. 

Mr. Wattace. Mr. Smith, do you participate in the monthly in- 
vestment plan? 

Mr. Smiru. Yes, we do. 

Mr. Watxace. How do you dothat? Is it merely furnishing book- 
let material to your customers and informing them of the existence of 
the plan? 

Mr. Smirn. It is done mostly by personal contact between our ac- 
count executives and individuals. 

Mr. Watuiace. You have a stockmobile, do you not? That is, a 
trailer equipped as a broker’s office with various pieces of literature, 
and the trailer can be moved from city to city. 

Mr. Smirn. Yes. 

Mr. Wautace. Does that have any relationship to the monthly in- 
vestment plan, or is it purely your own promotional vehicle? 

Mr. Smiru. No. It only has one relationship. The only relation 
it has with the monthly investment plan is that the monthly invest- 
ment plan is one of our pieces of merchandise. 

Mr. Watxace. I see. Your stockmobile has a ticker tape in it, 
does it not? 

Mr. Smrru. Yes. We were finally able in most places to get cir- 
cuits and put a ticker in. 

Mr. Watuace. I was interested in seeing the Edward R. Murrow. 
television program about a month or so-ago which showed 

Mr. Smita. Which program ? 
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Mr. Wautace. Edward R. Murrow’s program. 

Mr. Smiru. Yes. 

Mr. Watiace. Which had a picture of your stockmobile. The 
thing I was wondering about, and I would like to get your comment 
on, is when you have a ticker tape traveling in a stockmobile and 
people’s attention is invited to the fluctuations of the market and 
following it on a tape, what sort of psychological influence does that 
have on the person? Does it tend to sweep him into a feeling of 
trading activity or long-term investment? Do long-term investment 
people follow ticker tapes closely every day ? 

Mr. Smiru. I would say not. 

Mr. Watxace. So that the ticker tape itself would be more valuable 
to people who were concerned with day-to-day trading ? 

Mr. Smiru. That is true. 

Mr. Wattace. Mr. Smith, Senator Capehart had a letter from a 
person involving some advice received from your firm. I want to 
make it clear to start with that I am going to ask your opinion about 
what happened to the company rather than the merits of the advice, 
because he himself does not question the merits of the advice you gave 
him. He says that in November 1929, before the market crash: 

I bought 75 shares of X company’s stock at 13°%4. 

Mr. Smirx. Would you mind repeating the date? And is this 
a letter written by a client? 

Mr. Wauuace. It is a letter written by a client of yours to Senator 
Capehart, and Senator Capehart wanted me to ask the question. 

Mr. Smirx. And the date? 


Mr. Wautace. The date of the purchase of the stock was Novem- 


ber 1929. That was in the middle of the crash, we will say. 


I bought 75 shares of X company’s stock at 133¢ and had to keep it 25 years 


until November 1954, until it again went up to 138%. On the advice of Merrill 
Lynch, brokers, I sold it at 4% point less than I had paid for it in 1929. In 25 
years I never had a chance to make a dime on this stock except for a few 
dividends. The brokers looked up the records of this company and told me 
many of their plants were not even in operation and they saw no good reason 
to expect any activity for this stock on the market. On their advice I sold and 
in the three short months those people who were fortunate enough to buy this 
stock could have realized a 10-point profit as the stock has now gone up to 
over 23. In other words, X company had the use of $1,000 of my hard-earned 
money for 25 years, with never a chance to profit by me, while those lucky 
enough to invest the same amount of money in the same number of shares last 
November realized a profit of $750, almost doubling their money in three short 
months. 

The question I would like to ask you is, in view of this strange 
thing happening to this stock which you advised him to sell, do you 
think it might be fruitful to look into the fluctuations of the stock 
in this particular company? These are questions which Senator 
Capehart wanted to be brought up. 

Mr. Smirn. Do you want me to comment? 

Mr. Waxiace. Would you comment? 

Mr. Smrrn. I will comment first. We hear a great deal about 
customers being completely wiped out in 1929. Here is an example 
of a gentleman who was not completely wiped out. He got his 
money back. Then I will comment also on our advise. I think it 
goes to show we are not infallible. 

The Cxarman. Had you been accused of that? 
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Mr. Smrru. I would like very much, however, to know the com- 
pany and the circumstances. 

Mr. Wattace. Could we turn the letter over to you and get your 
private comments on it? 

Mr. Smirn. Yes. I would like very much to do that. 

Mr. Wauxace. That is all I have, Mr. Chairman. 

The Cuarrman. One last question. Do you know—and you should 
know, if anybody does—about the operations on the exchange itself‘ 
Are you personally a member of the exchange? 

Mr. Smrru. No, I am not. I am what is called an allied member. 
All partners of the stock exchange firms are called that. They are 
either members or allied members. I am an allied member, because 
I am not a member. 

The CuHarrMan. You have never been a floor broker ? 

Mr. Smiru. I have never been a floor broker and never executed an 
order on the floor of the stock exchange. 

The CuHarrMan. Maybe you would not know then. I was going to 
ask you, are there any large traders who do trade now on either the 
New York Stock Exchange or the American Stock Exchange who are 
sufficiently large to influence the movement of individual stock sub- 
stantially ? 

Mr. Smirn. To the best of my knowledge, there are none that 
have any real influence on the movement of stocks. 

The CuatrmMan. Are there any recognized by the trade as being 
much larger than any other? We used to hear these names in the 
old days, Ben Smith, I think, and so on. Are there any comparable 
figures operating now in the stock exchange ? 

Mr. Smira. I do not think there are any comparable figures. 

The CuarrmaNn. There is no one you would designate as being the 
biggest trader ? 

Mr. Smrru. If there are, I do not know them, and I think I would if 
there were. 

The Cuamman, Have you any advice or recommendations you 
would like to volunteer to this committee that we have overlooked? 
I am sure we have overlooked many important questions. 

_ Mr. Smrrn. Mr. Chairman, I may have some I might like to put 
In writing, 

The Cuarrman. You have none now ? 

Mr. Smrru. I have none now. No, sir. 

The Cratreman. If they occur to you, we would be very glad to 
receive them from you at any time in the next 2 weeks, while this study 
is going on, 

Mr. Smirn. I think I will have a few. 

The Cuarrman. We would be glad to have them, and we appreciate 
the time and trouble you have gone to to come here to advise with 
the committee. I hope something worthwhile will come out. of it, 
and if it does I am sure your contribution will be very important. 

Thank you very much, Mr. Smith. 

Mr. Smrrn. Thank you very much for inviting me, Mr. Chairman. 

The Cuarrman, We particularly appreciate the rep! you gave to 
our questionnaire. I know that took a lot of pean s time, too, © 
and it was very careful. 

Mr. Sarru. I hope it has been useful. 
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The Cuarrman. It was, and we had a very good response, I may 
say, from the members of your industry. 

Mr. Shrru. If it is not condential, may I ask, How many replies 
did you get? 

The CuairMan. We are still getting them. I understand it is over 
1,250 now. That is a very good response. 

(The prepared statement of Mr. Smith follows :) 


STATEMENT OF WINTHROP H. SMritH, MANAGING PARTNER, MERRILL LYNCH, 
Prerce, FENNER & BEANE 


My name is Winthrop Hiram Smith and I am managing partner of Merrill 
Lynch, Pierce, Fenner & Beane. This firm is a limited partnership, and acts as 
brokers in securities and commodities, and underwriters and distributors of 
securinies. 

Our headquarters is at 70 Pine Street, New York City, and we have 114 offices 
in the United States as well as in Puerto Rico, Canada, Cuba, and Switzerland. 
We have 4,600 employees and 107 partners including limited partners. We hold 
memberships in 98 different stock and commodity exchanges, including the New 
York Stock Exchange and the American Stock Exchange. 

I feel my firm has been honored by the request that I appear before the com- 
mittee. 

I am very hopeful that this committee’s study of the stock market will per- 
form a valuable service to the American public. 

While our open and public stock exchanges are a vital cog in our American 
way of life, I’m afraid many of our citizens completely misunderstand the func- 
tions of Wall Street. Many people still think the exchanges set security prices. 
Others believe a broker gains only when a customer loses. 

Because the committee will have the attention of the public, I again repeat 


it ean perform a valuable service to our people—they need more facts and in- 
formation about the financial business. 


WHY DID THE STOCK MARKET RISE? 


One of the purposes of this committee is to determine why the stock market 
has risen rather sharply in recent months. The committee now has on file a 
long answer prepared by our research division. That answer contains about 
40 pages of text and charts. 

In addition, I have the following general comments to offer: 

In examining the factors which have had a bearing on the recent rise in stock 
prices, I think it is helpful to look back to the end of the war and see what has 
happened to business and the securities market since that time. 

You will recall that during the war years military demand resulted in an un- 
precedented sales volume for most manufacturing corporations, although price 
controls and excess profits taxes tended to keep profits down. At the end of 
the war most businessmen were optimistic regarding the prospect for a good 
volume of business. This was particularly true among manufacturers of dura- 
ble consumers goods where it was obvious that a tremendous backlog of demand 
had accumulated. The feeling was not unanimous, however, that a substantial 
volume of business would continue for an extended period of time. This feeling 
was particularly strong among the manufacturers of heavy equipment, steel, 
and other material which had played such an important role in the war effort. 
Many steel manufacturers frankly doubted they would continue to operate at 90 
or 100 percent of capacity even with the prospect for large automobile and dura- 
ble consumers goods output. 

Furthermore, many businessmen remembered the pattern of business following 
the First World War and wondered if history would repeat itself. Montgomery 
Ward was not the only corporation to make its future business plans on a con- 
servative basis. This mixed thinking on the part of businessmen was naturally 
reflected in the stock market and we saw a fairly good rise in stock prices into 
the middle of 1946, a fairly sharp selloff in the late summer and then about 3 
years of relatively narrow price movements as investors weighed the pros and 
cons of the desirability of investing in common stocks. 

As things have turned out, a commitment in well-selected stocks at almost any 
time in that period would have proved to be a well-timed investment. Corporate 
profits which in 1939 had been only $5 billion after taxes, amounted to $13.4 





Pe 


AES, 


STOCK MARKET STUDY 425 


billion after taxes in 1946 and advanced to $20.3 billion in 1948. A peak in 
corporate profits was reached in 1950 at $22.1 billion and profits on an annual 
basis have ranged between 17 and 20 billion dollars since that time. 

Dividend payments which had been only $3.8 billion in 1939 were $5.8 billion 
in 1946 and have increased almost steadily since that time to the present rate 
of about $9.8 billion annually. 

I cite these figures because most analysts agree that corporate profits and 
dividends are the most important influences on stock prices. 

It might well be asked why stock prices did not advance sooner than they did 
and I think the answer to that is the matter of confidence. Unless an investor 
has confidence in the future, he will hesitate about buying a stock even though 
its current earnings and dividends are good. 

We at Merrill Lynch have confidence in the future of America and over the 
years have been doing everything we can to encourage a wider participation in 
the ownership of common stocks. It seems natural to us that the growth in our 
economy and the increased resilience and more stable nature of the economy 
should be reflected in common-stock prices. 

It is interesting to observe that the so-called blue chip stocks were the ones 
which led the advance in stock prices. This was due in part to a gradual change 
on the part of institutional investors who began to increase their purchases of 
common stocks in order to increase their income. 

For example, in New York State, life insurance companies were permitted by 
law to buy common stocks commencing March 31, 1951. On April 15, 1952, sav- 
ings banks in New York State were permitted to buy common stocks. Last year 
an estimated $2 billion was invested by pension funds of which some $400 million 
was in common stocks. 

Corporate trustees and managers of college endowment funds have placed an 
increasing percentage of their investments in common stocks. Harvard Univer- 
sity, for example, now has 55 percent of its portfolio in common. stocks whereas 
in 1946 the figure was only 41 percent and in 1937 it was 31 percent. This confi- 
dence in the stock market on the part of institutional investors was bound to be 
reflected sooner or later by individuals. 

We believe that individuals as well as institutional investors should investi- 
gate before they invest, and if they do so we believe that sound investment oppor- 
tunities are still available. We abhor the fact that some stocks are purchased on 
tips and rumors and even though some of these tips or rumors may materialize, 
we feel very strongly that the individual is better off if he ignores them. My 
firm is on record as being opposed to speculation in so-called penny stocks. 

It might be noted that the rise in stock prices between the 1949 low and 
the January 1953 high was almost as great as the extent of advance from 
September 1953 to date. We have noted in our answer that there appears to 
have been a reawakening of confidence and as I have mentioned before, con- 
fidence is that all important factor which moves a person who has money to 
invest to take action if he believes that sound values are available. Whereas, 
the same person with money but no confidence might not invest. 

I would also like to note that the economy was in a strong uptrend in the 
fall of 1952, with the Federal Reserve Board’s index of production rising sharply. 
Credit strings which had been tightened in 1951 were untied in the spring of 
1952 as many areas of the economy became adjusted to the sharp changes in 
demand following the early 1951 rise in prices. The end of the Korean war 
and new anti-inflationary steps taken by the administration raised fears in 
the minds of investors as to a possible change in the economic climate and the 
decline in the market in 1953 can probably be traced to those causes. Confidence, 
however, in the basic values available in equities and the ability of the economy 
to continue its long-term growth was not greatly impaired. 

This confidence in our future growth and in the stability of the economy seems 
to have increased. The consumer intention surveys sponsored by the Federal 
Reserve Board give impressive evidence of public confidence while the 1954 
year-end statements of corporate executives were even more optimistic than usual 

Reports and releases from Government sources also stress the strength of 
our economy. For example, the publication of the Joint Committee on the 
Economic Report Potential Bconomic Growth of the United States During the 
Next Decade, which was dated October 27, 1954, certainly exuded confidence 
when it stated that the economic growth of the United States during the past. 
half century has been phenomenal and there is every reason to believe that 
economic growth should continue at a rapid rate. 

This report also stated that total national output in 1965 should reach $535 
billion, an increase of 50 percent from present rates and that this rate of growth 
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can be expected to take place, largely automatically, through the workings of 
our strengthened and expanded free private enterprise system. 

In other words, there appears to be a greater feeling of confidence at this 
time than there has been for a long time. 

I would be surprised if the members of this committee would not acknowl- 
edge that they feel more secure about the strength of our economy and its 
ability to ward off recurrent recessions than they were in the immediate post- 
war years. 

Sudden rises and sudden falls are not unusual in the stock market but we 
believe that an investor should know what he is doing and that a speculator 
should be financially able to assume a risk if that is what he wants to do. 

So far I have tried to cover some of the background factors concerning the 
rise in equity prices. I shall now try to amplify some of the statements we 
made in connection with the committee’s questionnaire concerning specifically 
the factors causing the market to rise beginning in the fall of 1953. 

It is quite true that on the basis of accepted measures of value, stocks were 
attractive in the fall of 1953 when the 30 stocks which make up the Dow-Jones 
Industrial Averages were selling at 9.3 times earnings and provided a yield of 
6.14 percent. It is true that the current price earnings ratio and yield is less 
attractive. 

However, such an approach to the valuation of common stocks is obviously 
oversimplified. I cannot discuss all the factors that go into the valuation of a 
security, but it must be remembered that security prices are continuously re- 
flecting the past, present, and the future as it appears to many different investors 
and allat the same time. The reasons for buying and selling are compounded out 
of many factors selected by different people in varying amounts from each 
of these time segments. 

Many stocks of well-run companies are still obtainable at yields of 5 percent or 
somewhat better and many stocks are still available at a price earnings ratio of 
10 times or less. 

It should also be noted that markets in many European countries began to move 
up even before our market did in 1953. The reason for this we believe, was that 
no important war was in progress at any place in the world and we believe that 
peaceful conditions and the prospects for continued peace had a favorable effect 
on foreign security markets. 

The fact that excess profits taxes were allowed to expire in 1954 while at the 
same time a 10 percent cut in personal income tax was permitted, was another 
favorable factor. Excess profits taxes were particularly burdensome to some 
companies in the post-Korea period as our study of EPT at that time shows. 

The ability of the Federal Reserve Board to provide easy money when neces- 
sary and to restrict credit when necessary seems to be another factor which has 
given the investor added’ confidence in an ability to prevent severe recessions, 
The mild relief from double taxation of dividends in the 1954 law also had a bear- 
ing on the rise in prices. 

A great many of our accounts tell us that they might sell but for the fact that 
they would have to pay such a large capital-gains tax. This has tended to ac- 
centuate the rise, since it has diminished the supply of stock that otherwise woud 
be available. 

There also seems to have been a belated recognition of the ultraconservative 
nature of reported earnings of many companies. For example, United States 
Steel chargeoffs for depreciation and related items actually exceeded reported net 
income in some recent years. 

In addition to the confidence the investor seems to place in the ability of the 
Federal Reserve Board to stabilize our economy through its monetary policies, 
there also seems to be a feeling (whether correct or not only time will tell) that 
the Government through large quickly activated public-works programs might 
arrest a decline in business. Obviously there are tremendous needs for high- 
ways, schools, slum clearance, and so forth. 

All of the factors which I have thus far cited, plus the growth in our popula- 
tion, our continually rising standard of living, and the development of entirely 
new industries such as those based upon nuclear fission and electronics, makes it 
seem not too surprising that security prices have advanced. 


THE ROLE OF AN UNDERWRITER 


The committee has asked about our role as an underwriter. Here are a few 
general comments: 
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The underwriter has a major role in America’s free enterprise system as he 
provides the necessary machinery for raising the vast amount of capital required 
by corporations, municipalities, States, and others whose expansion and growth 
must keep pace with the long-term increasing demand for goods and services. 

The specific job of an underwriter is to gather surplus funds from individuals 
and institutions and make these funds available to new businesses, growing 
businesses and municipalities and States which must provide proper facilities 
for our expanding population. His function is to provide permanent capital from 
external sources as opposed to temporary capital, which may be secured through 
normal banking channels, and to internal capital, which is generated through 
depreciation charges and retentions of earnings. 

An important difference between an underwriter and a broker is the fact that 
the underwriter, except when operating in a purely advisory capacity, acts as a 
principal in that he first purchases the securities, either alone or in conjunction 
with a group of associates, and then he resells to investors. Each underwriting 
of a security issue involves an agreement to provide a specific amount of funds 
to the issuer at a given date. 

Some idea of the magnitude of the underwriting industry may be gained from 
the fact that in 1954 approximately $15 billion of corporate, State and municipal 
securities were offered to the investing public. These figures compare with less 
than $4 billion in 1941. The industry has readily adapted itself to this fourfold 
increase in business and to competitive bidding for certain corporate securities, 
which prior to 1941 had been handled on a negotiated basis. 

In each instance, the underwriter must make an extensive investigation of the 
issuing company, render sound advice as to the best type of financing to be 
undertaken, properly set the terms of a particular security so that it will appeal 
to the broadest segment of the investment market, and lastly, accurately meas- 
ure the amount to be paid the issuer so that the security may be publicly offered 
at a price designed to attract investors and provide a reasonable profit to the 
underwriter. Improper appraisal and judgment can lead not only to monetary 
loss to the underwriter but more importantly, to the loss of his sanding in his 
industry and the loss of his customers. 

The successful underwriter must have adequate capital so that he may enter 


into substantial commitments, must have a high standing in his industry so that 
he can readily interest other underwriters, must have the necessary experience 
and personne! to successfully conclude a complex transaction, and must be able to 
set in motion the intricate distribution machinery which is required for the mar- 
keting of a large security issue on a nationwide basis. 


THE ROLE OF A STOCK BROKER 


The committee has asked about our role as a stockbroker. Here again I am 
glad to answer any specific questions of the Committee especially if they concern 
our firm. Meantime, here are some overall comments: 

Throughout the ages and paralleling the advance of civilization and the cap- 
italistic system, the functions of brokers have touched upon almost every form 
of human endeavor. As a result, there is hardly an area of commerce that can 
do without the services of brokers who are specialists in, and more than knowl- 
edgeable about their particular field. EXvery basic commodity—cotton, wheat, 
sugar, rubber, etc.—has brokers to specialize in each. There are also real estate 
brokers, shipping brokers, insurance brokers, freight brokers, ticket brokers, and 
of course, one of the best known of ali, the stockbroker. 

Upon organization of the New York Stock Exchange in 1792, its objectives were 
defined as follows: 

“To furnish exchange rooms for the convenient transaction of their business 
by its members; to furnish other facilities for its members and allied members ; 
to maintain high standards of commercial honor and integrity among its mem- 
bers and allied members; and to promote and inculeate just and equitable 
principles of trade and business.” 

In the last hundred and sixty-three years, in order to carry out the principles 
enumerated, thousands of rules, rulings, and statements of policies were created 
designed to keep pace with changing times and to meet new problems as they 
arose. Up to 1934, the New York Stock Exchange membership was answerable 
only to its own governing body for such rules as it established. Since that date,- 
however, although still enjoying a high degree of freedom, it must, in many mat- 
ters, take cognizance of Federal legislation, particularly the Securities and 
Exchange Act of 1934. 


60650—55——_28 
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In studying the functions, duties, and obligations of a broker who is a member 
of the New York Stock Exchange, it is important to remember that since 1934, 
as well as previously, his fundamental responsibilities remained unchanged. 
He continued to buy, handle, or sell orders for his principal and earned his com- 
mission as soon as he bought or sold at the best possible price. In his capacity 
as a broker, it is not his province to question the wisdom of his customer in 
buying or selling a particular stock. He does not profit if the transaction turns 
out well, nor suffer a loss if it proves unwise. It is important to remember this, 
because, unfortunately, the impression still prevails in some quarters that the 
customer's loss is the broker's gain. 

With increasing public interest in the prosperity of American business, going 
back to 1840 and earlier, the practical functions of the stockbroker expanded. 
More and more people wished to invest in railroads, canal shares, traction com- 
panies, petroleum, gold mining, and manufacturing companies generally, but 
lacked the means of obtaining essential data on most companies. 

The stockbroker, therefore, in order to serve his customer, endeavored to obtain 
information on different companies which could be made available to his cus- 
tomers upon request. In time, purely statistical data was augmented by opin- 
ions based upon comparisons of one value with another. Still later, in order to 
provide essential services, the stockbroker assumed the responsibility of trans- 
ferring his principal’s shares from one name to another, holding the shares, 
collecting dividends, rendering periodic statements, ete. For the most part, 
despite the additional obligations assumed by the stockbroker, no extra charges 
were assessed. 

The modern stockbroker deals with a vast clientele owning thousands of dif- 
ferent securities of every type and in quantities ranging from a few shares to 
hundreds of thousands of shares. The sophistication or knowledge of these 
clients ranges from little to a great deal. Notwithstanding these extremes of 
knowledge, the stockbroker will perform his function in each case; i. e., he will 
endeavor to buy or sell at the best possible price and charge the same commission 
to the novice as he charges to the sophisticate. 

In my opinion, the stockbroker exerts little influence on market movements. 
It should be remembered that for every action on the part of a customer, there 
must be a counteraction by another customer through his broker. As a result, 
when the activities for any period are analyzed, we find that customers sold as 
much as they bought and vice versa. Last year, at Merrill Lynch for instance, 
our round-lot customers bought $1,724 million and sold $1,729 million. 

The enlightened stockbroker of today conceives it his duty to observe the 
following practices: 

1. To execute every order on the best possible basis in his client’s interest. 

2. To have available or endeavor to obtain if not readily available, competent 
information on any security in which his customer expresses an interest. 

3. To retain and safeguard in his custody customer’s securities if and when 
requested to do so. 

4. To credit promptly to the customer’s account or to pay out as directed all 
funds which he may receive for the customer. 

5. To render from time to time complete and accurate statements showing all 
moneys and securities due to or from the customer and securities held for the 
account of the customer. 

6. To call to the attention of the customer as promptly as possible important 
information affecting the customer’s holdings, provided the broker becomes aware 
of such information and believes it would be of interest. 

7. To make certain that the customer understands that a broker expresses 
opinions only, and cannot control or influence market prices in any manner what- 
soever. 


8. To have sufficient capital available at all times to assure protection to his 
customers. 

The securities listed on the New York Stock Exchange represent the outstand- 
ing business enterprises in the country. They are owned by millions of investors 
in every corner of the world who daily enter orders to buy or sell for various 
reasons unknown to any broker. 

Returning to the primary subject of inquiry, namely the rise of the stock 
market, I think brokers and underwriters have played only a minor role. I 
think this is as it should be. I do not mean that I think the role of the broker 
and investment banker is unimportant to the economy; but as affecting the 
market level, I think they play a very minor part. 
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My own view is that the proper function of firms such as mine is not to try 
to control or influence market levels, but to provide facilities for customers, to 
make available information on request, and to eliminate, so far as possible, all 
artificial influences. 


I will be glad to answer any questions the committee may ask about our firm. 

I thank you. 

The CHarrman. Tomorrow’s witnesses will be Mr. Marriner Eccles, 
of Salt Lake City and San Francisco, formerly Chairman of the Board 
of Governors of the Federal Reserve; and Mr. John J. McCloy, chair- 
man of the board of directors of the Chase National Bank. 

The committee will stand in recess until 10 o’clock tomorrow morn- 
ing. 

(Whereupon, at 1:10 p. m. the committee recessed until 10 a. m. the 
following day, Thursday, March 10, 1955.) 
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THURSDAY, MARCH 10, 1955 


Untrep Srates SENATE, 
CURRENCY ON BANKING AND CURRENCY, 
Washington, D. C. 
The committee met, pursuant to recess, in Room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 
Present: Senators Fulbright, Robertson, Douglas, Lehman, and 
Ives. 
Also present: Robert A. Wallace, Staff Director of the committee. 
The CuarrmMan. Will the committee come to order, please. Before 
we start with the witness this morning, I would like to introduce into 
the record a note that I received yesterday afternoon from Mr. Win- 
throp Smith, who was our witness yesterday. The note reads: 


DeaR SENATOR: I should have thought of HPT during the discussion this 


morning, regarding General Motors. Possibly the enclosure may be helpful. 
Sincerely yours, 


Winturop H. SMIra. 


I will insert in the record at this point the accompanying memo- 
randum, which I will not bother to read, but it does show that in 
1953 General Motors paid an excess-profits tax of $192 million, which 
of course did affect their per share earnings after taxes, resulting in 
a profit of $6.71 after taxes, compared to $9.08 after taxes in 1954. 
The percent of sales before taxes was 16.7 percent in 1954 and 16.5 
percent in 1953. Percent after taxes was 8.2 in 1954 and 6.5 in 1953. 

I am forced to say that I still do not think that this represents or 
indicates any vicious competition between General Motors and others 
for business, because I would call the margin of profit very satis- 
factory. I think that it is not inconsistent ‘with the theory that we 
dev eloped. However, I am very glad to have the information, be- 
cause it does complete the record. 

(The memorandum referred to follows:) 


General Motors 





| 
pr cemenes —_—__—_—— 
Net sales. _- | $9, 823, 526,291 | $10, 028, 000, 000 


Net profit after taxes before EPT 790, 000, 000 
TON I Oo Sica AT A cade oh Liha ee kee thew esse age ewese : 192, 000, 000 


598, 000, 000 
$6. 71 

16.5 

6.0 


Net after tax and EPT 
Net per share after taxes 
Percent sales before taxes. ..............--..--.-.-- utaliicbien mbaltecene-sen~ 
Percent sales after taxes 





432 STOCK MARKET STUDY 


The Cuarrman. This morning we have with us Mr. John McCloy, 
the president of the Chase National Bank. As everyone knows, he 
served the Government in a most distinguished manner during the 
war, and he really needs no introduction to either this committee or 
the country. We are very pleased, indeed, to have you, Mr. McCloy. 
Do you have anyone accompanying you that you would like to intro- 
duce to the committee ? 


STATEMENT OF JOHN J. McCLOY, CHAIRMAN OF THE BOARD OF 
DIRECTORS, CHASE NATIONAL BANK OF THE CITY OF NEW 
YORK 


Mr. McCoy. I have Mr. John Wilson, who is an official, vice presi- 
dent, of the bank. He is in general charge of our research and eco- 
nomic staff. 

The CuarrmMan. We are very glad to have him, and if at any time 
you wish to call on him, of course that is quite proper and permissible. 
You have furnished the committee with a statement, which I have 
read with much interest. Do you wish to read it or summarize it? 

Mr. McCoy. I think I will not read it. I have some comments I 
might make about it. 

The Crrarrman. I think in the interests of time, yours and everyone 
else’s, that would be quite satisfactory. You may proceed in your 
own way. 

Mr. McCoy. It was suggested to me by the staff that the commit- 
tee would particularly like to hear from me about the factors which 
enter into the determination of the investment of trust funds and 
pension funds and other funds over which Chase National Bank has 
some supervision. But first and foremost I would like to renounce 
any claim to being a market expert, or indeed an investing expert. I 
am not an economist. I have never traded in stocks. And in general 
my bank cannot, by law, buy or hold common stocks, except in con- 
nection with its fiduciary capacity. 

The Cuamman. You mean you do not know whether the market is 
too high or too low ? 

Mr. McCoy. I am afraid I do not. I am afraid I am a very poor 
witness as to that. I personally have very modest holdings myself 
in stocks and bonds, and I do not. know anything about the techniques 
of the market. 

The Cuamman. Who do you think does know about the market? 
Can you suggest anyone? 

Mr. McCoy. I suppose that people who have their entire experi- 
ence tied up with the market must certainly know a great deal more 
about it than I do. 

The Cratrman. Do you consider Mr. Winthrop Smith a man in 
that category ? 

Mr. McCtioy. I think he is about as experienced as anyone I know. 

The CHARMAN. He told us yesterday he did not know whether it 
was too high or too low. He would not venture an opinion. 

Mr. McCoy. I think that proves that he is an expert. 

The CHarrMAN. Would you say nobody knows whether it is too 
high or too low? 

Mr. McCoy. I think nobody really knows whether it is high or 
whether it is low. 


~ 
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The CuarrmMan. Mr. Wallace. 

Mr. Watiace. Mr. Chairman, during the Pecora hearings, J. P. 
Morgan was asked if he knew what the market would do, and he said 
yes. Everybody leaned forward and said, “Tell us, Mr. Morgan, what 
will the market do?” And Mr. Morgan said, “It will fluctuate.” 

The CuHamrMAN. You would agree with that? 

Mr. McCuoy. I would agree. Now, to be sure, I am here as a rep- 
resentative of a large commercial bank, and I do have some know ledge 
of the operations of a bank of that nature, and that includes a general 
knowledge of the investment of trust funds by the bank. And any 
gaps that I may have in my knowledge I am sure I can very quickly 
fill by reference to my investing staff. 

I think I have some knowledge or judgment on the part that com- 
mercial banks play in the overall investment picture. But I want to 
emphasize that I am not representing commercial banks as such, 
indeed, if I may be said to be representing my own. 

I have endeavored to comment on the suggestions which were put 
to me by the staff in the form of this prepared statement. But there 
are some things contained in it, although I will not read it, that were 

rather interesting and somewhat surprising to me and I thought I 
nigh comment on them. 

First, I was rather eeaprions to find, after examining our invest- 
ment record from September 1, 1953, to December 31, 1954, to which 
period I believe this inquiry is largely directed, that the Chase was 
a net seller by a slight margin rather than a net buyer. Now, that, 
I think, was due to very special considerations in regard to certain 
of our trusts. But I believe it is interesting to point this fact out, 
as it tends to stress the breadth of the market. Even though Chase 
as such had full confidence in certain values in the market and had 
a general sense of confidence in the economy of the country, there 
were special considerations which were at play which did result in, 
as I say, by a very slight margin, Chase being a net seller rather than 
a buyer. This was probably confined to the particular period under 
review, because there were switches going on during that period that 
might ‘not have been going on before or after and which were the 
result of special factors not related to the level of the market. Never- 
theless, during that particular time, the operating of these special 
factors continued with aetna investment in connection with our 
trust operations generally, resulted in our certainly not taking out 
or locking up a large segment of stock in so-called trust-fund 
investment. 

Another thing that was rather interesting to me, as was disclosed 
by our survey, is that our buying in the trust-fund field was not by 
any means confined to the so-called blue chips, as defined by the 
so-called favorite-50 stocks. I had rather the impression that the 
facts would disclose a different situation; that there would be a rather 
heavy concentration in a particular list of securities by the trust type 
of investment which we engage in. But it turns out that only about 
a third of our investments over that same period were in the so-called 
blue-chip or favorite-50 category, and two-thirds were in the other 
chips—chips of another color, shall I call them—although still high- 
grade stocks. 

The Cuatrman. Green chips, maybe. 
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Mr. McCrory. Maybe. But also it showed a rather wide range in our 
investing. During ‘that same period it seems that we were investing 
in some 200 stocks altogether, and our entire trust portfolio includes 
something like 1,200 stocks, many of them of course stocks that are 
closely held in connection with personal trusts. Nevertheless this is < 
rather wider diversity than I had realized or appreciated. 

I think also our inv estigation does show that the largest source of 
new funds available for investment for trust purposes is arising from 
pension trusts, and I have attempted to give some general figures or 
estimates in that connection. W hatever 1 may be the future situation 
in respect to these pension trusts, however, I think that the figures 
presently indicate that they are not at the moment, and I emphasize 

“at the moment,” a deeply significant factor. 

Another question which the staff asked me to direct my attention 
to was the effect of foreign purchases. Now, there is a substantial 
volume of foreign pure hases, but the net gain in 1954, I am told, 
probably amounts overall to something less than $100 million, and 
that. would include preferred as well as common stocks. This, of 
course, means some impact. But with foreign-exchange controls and 
the relatively limited amount of foreign funds that are available for 
investment in our markets, I rather doubt whether foreign purchasing 
in itself was a heavy factor in this recent market rise. In combina- 
tion with all the other factors, it might make a contribution, but I 
cannot escape the conclusion that it was apparently a minor one. 

I have gone into a little more detail in my statement in regard to 
foreign purchases, but I do not think I need to add anything to the 
summary which is stated there. 

I did think I might refer to the fact that there was a rise in other 
world markets. I have added a very simple chart which shows the 
rise in stocks in markets of certain other countries. I suppose this 
has already been supplied to the committee, or the facts have been 
supplied to the committee. I have added it only as an indication of 
what I think is the general spirit of optimism and confidence which 
existed in other countries as well as in this country. It was this same 
spirit of confidence and optimism which was a major factor here, ap- 
parently, and this spirit, together with some side effect of the war and 
postwar inflation, the generally favorable outlook for business and 
earnings, some shortage, perhaps, in new equity financing—but I think 
above all the general ‘feeling that we were arriving at a point of gen- 
eral confidence in sensing that the world tensions were a little less press- 
ing, the cessation of the Korean war, the general atmosphere, at. least 
at that time, of a prospect of peace—all this, I think, had a rather 
heavy effect on the market. 

I have also commented at the staff’s request, upon the interrelation- 
ship of the United States economy and foreign economies, but these 
only indirectly relate to the stock market, and I do not believe I need 
to add anything to what I have said in the prepared statement. 

I think that is all I feel would be worth while commenting on in 
regard to my statement, and if I can be of any value in answering 
questions, I would be very happy to do so. 

The Cuarmman. Thank you, Mr. McCloy. I am sure the members 
of the committee want to ask you questions. You may wonder why 
there are so few members present. U fortunately the rubber-plants 
problem came up this week. As you know, it is under a limitation of 
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time. If anything is to be done about the sale of the synthetic rubber 
plants it has to be done within a period of 60 days. A subcommittee 
of this committee must hear that. And a number of our members, 
much against their will, have to attend the meeting of that rubber 
subcommittee. 

I recognize the Senator from Virginia for 10 minutes, if he would 
care to ask questions. 

Senator Ropertson. Mr. Chairman, first I want to welcome an old 
friend before our committee. I have taken great delight in his 
achievements and his honors, the days when he was Assistant Secretary 
of War in charge of the training program in World War II, when he 
certainly did an outstanding job in that. I have every reason to 
believe that he will do as good a job in mobilizing the financial power 
of the country’s second largest bank. 

I notice that Mr. McCloy referred to the fact that banks are not 
permitted to invest in common stocks as a general rule. One of-my 
Virginia banker friends called my attention to the fact that securities 
offered at the present time to the investing public now exceed those 
in which banks can invest. Do you have any views as to whether the 
law relating to legalized bank investments should be liberalized in 
that respect ? 

Mr. McCoy. As far as laws relating to a bank’s investments for 
its own portfolio are concerned, I do not think they need to be liber- 
alized. But I assume you are referring to investments in connection 
with trust operations and institutional investors generally. In this 
regard, of course, there has been some liberalization, particularly 
with reference to insurance companies which are great factors in 
the investing field. Life-insurance companies, by the statutes of a 
number of States, now have been permitted to invest in common stocks. 
And although, generally speaking, I think the life-insurance com- 
panies have not taken advantage of that to any great extent, they are 
moving further into the field of equity financing as a result of that 
legislation. 

Although I think that equity investment does represent a new type 
generally for many institutional investors, and it may have real social 
consequences in the future, I think to a very large degree these new 
elements that are coming into the market at the moment are substitutes 
for other elements which no longer appear in the market. 

I do not know whether that answers your question or not. 

Senator Rorerrson. We have had before us a number of witnesses, 
heads of the exchanges, an operating partner of the largest brokerage 
firm, all of whom testified that they did not think the present market 
was unsound, Then we had a Harvard professor who said he thought 
some of the stocks were overpriced, and down came the stocks. A good 
many people have been charging that this committee has deliberately 
broken the market. Of course, this committee did not have any plan 
to break the market. As the chairman indicated, the purpose of the 
study is to find the technique of market operations and get the opinion 
of well-informed people as to whether the current market is the begin- 
ning of an unwise inflationary spiral. 

What was the general comment in New York, before you left, as to 
who broke the market ? | . 

Mr. McCrory. As a matter of fact, 'm afraid I did not pick up 
the rumors before I left. I was very busy yesterday. I was confined 
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ina meeting all day long. Someone came in and said during the course 
of the meeting that the market had fallen off, and there was some 
conjecture about whether this was the result of a new economy deriving 
from Harvard, but it was nothing but facetious comment. 2 

[ do not know really what the general attitude is. I did read in 
the paper this morning that Mr. Winthrop Smith, who testified here 
yesterday, felt there was no relation. But whether that represents 
the general attitude in New York, I do not know. 

Senator Roserrson. I would assume investors would pay more 
attention to experts in the market who did not express any alarm than 
they would to one college professor. And yet the market went down, 
both the day he testified and the next day. I do not know yet what 
it is doing today. I was just wondering if you had gathered any 
general comment in New York as to what that situation was. ; 

Mr. McCrory. I can say this. From the general comment I have 
heard around New York in responsible areas, certainly the feeling has 
been that this study—it is not an investigation, I am told—is worth 
while and timely and not viewed with any great apprehension. It was 
thought that we would get at some facts that might bear upon the 
actual elements which were responsible for the rather sudden rise in 
a rather short period of time which would only be beneficial. I do 
not believe—I would hope, at least—that the general condition in the 
country is not so jittery that it would be fearful that the facts would 
disclose a general situation which would result in an undue deprecia- 
tion of stock prices. 

Senator Roserrson. You are well posted, of course, on both national 
and international finance. You have kept track of what the market 
has been doing. Do you have any specific reeommendation to make 
to this committee that it should sponsor any particular regulatory 
law or measure at this time? 

Mr. McCoy. I have not come to any conclusions that would lead 
to my recommending at this time, I think, any particular piece of 
legislation. I have been following the hearings rather closely. I 
have heard a good bit of comment. But I believe I would like to hear 
more facts—and more discussion—before I would venture to recom- 
mend any specific form of legislation. 

Senator Roserrson. A few days ago I was asked by a reporter of a 
financial publication if our committee had any definite legislation in 
mind. I told him as far as I was concerned, and as far as I knew, we 
had no legislation in mind. I assumed that we would go through these 
hearings on the basis outlined by the Chairman, that we just want 
to find out what the facts are, and that as far as I was personally con- 
cerned, if the facts we developed indicated that there was some san 
in price inflation in the equity market, the Treasury Department and 
the Federal Reserve Board were fully prepared and able to take cor- 
rective steps, if they though those steps were necessary. 

You have no specific recommendation. 

Mr. McCrory. No; I donot. I share your confidence in the Federal 
Reserve Board. The Federal Reserve Board, I think, has done a very 
good job in helping to maintain stability in our monetary and eco- 
nomic affairs and I would place a great deal of confidence in their 
judgment. They have available all the facts that I think they need 
to have, acd I think the Board possesses men of good experience. 
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Senator Roserrson. Do you share my belief that the biggest cur- 
rent responsibility of the Congress is not to take of its own accord 
inflationary action, such as a major cut in revenue when we still face 
a known deficit and spending schemes that would far exceed budget 
estimates presented to us in January ¢ 

Mr. McCrory. I have always been a very strong adherent to the 
principle of sound Government financing. I recognize that during 
the course of the Nation’s history there are times when one must in- 
dulge in some deficits. But the sooner we get over them and the 
more we establish a level between intake and outgo, the better it is 
for the economy of the country and the public interest. 

Senator Roserrson. But if we did cut revenue by $2 billion, if we 
did exceed budget estimates by $2 billion or more, and then we had a 
stock market inflation at the same time, it all could add up to a dan- 
gerous inflationary spiral. 

Mr. McCuroy. Yes. 

The Cuarrman. The Senator’s time is up for the moment. The 
Senator from New York is recognized for 10 minutes, 

Senator Ives. Mr. Chairman, I too am very glad to welcome our 
distinguished witness this morning, and join in the reference made 
to him by the Senator from Virginia. I have a few questions here. 
I was very much interested in Mr. McCloy’s reference to trust and 
pension funds. I wonder if you would be willing to enlighten us a 
little bit more on those funds. In the first place, what particular 
funds are they? You say trust funds. I assume ther are funds for 
those who died—or maybe they are not dead, but the funds are left 
to the Chase National Bank to handle. Now, do you have cotrustees 
for the most part? 

Mr. McCrory. Sometimes. In the case of the personal trusts, which 
is a very large element of our whole trust business, we have in some 
cases cotrustees. Sometimes some of the beneficiaries are involved 
in the trust relationship with us. In other cases we have sole respon- 
sibility. In still other cases we merely are advisors, we are con- 
sultants. And we give trustees or others advice. They can take it or 
refuse it. In other cases we have very strict trust instruments that 
tell us exactly what we must do, what we must invest, how much we 
can invest in common stocks. 

Senator Ives. And the laws of the State—— 

Mr. McCrory. And the laws of the State may affect it as well. But 
apart from the laws of the State, if there is no particular provision 
in the laws, you will have a trust instrument which perhaps will carry 
the investment concepts of the settlor of the trust. They vary widely, 
the policies one must apply to the investment of the funds. And 
that has a relation, I think, to some of the facts that I referred to in 
my statement—because of the great diversity and change and alter- 
nating character of the trust funds, different investment policies are 
adopted. 

Senator Ives. In that connection, what percentage of your trust 
funds are invested in common stocks and what percentage in bonds 
and preferred stocks? Have you any estimate of that ? 

Mr. McCrory. I would have to be very rough in my estimates. I 
would say that at the present time a typical personal trust has some- 
where around 45 percent of its funds invested in common stocks. 
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Senator Ives. Of course the State of New York, under present 
law, allows you to invest in certain common stocks. 

Mr. McCroy. Yes; to a certain degree. And then, of course, the 
testator can give you the right to invest if he wants to. In the case 
of the pension trusts, which are becoming more and more important 
in this field, and which, as I said, are perhaps the most important 
new factor, the figures that the bank gave me before I left indicated 
that they held about 35 percent in common stocks. 

Senator Ives. In that connection, is the latitude or full discretion 
left with you in the investment of these pension funds? 

Mr. McCroy. No, they vary also. In some cases we follow very 
strict formulas. In many cases, however, we have complete authority. 

Senator Ives. Just what pension funds are they? I am interested 
in one aspect of that right now and so is Senator Douglas. 

Mr. McCrory. I would rather speak on general terms than specific 
ones. We have large corporations that have set up these pension 
funds for the benefit of their employees. They are scattered around 
the country. As you know, this has been a very large growth recently. 

Senator Ives. Well, how is their money being inv rested 2 Is it being 
invested largely in common stocks? 

Mr. McCrory. As I say, if our experience amounts to anything, I 
would say that it is somewhere around 30 to 35 percent in common 
stocks. But there is a great shift and movement in those pension 
funds. I have been interested in the comment that has been made 
generally that when the pension fund comes into the field, it buys 
a security, a blue chip, we will say, and then it is, so to speak, locked up. 
Although I think the buying does overweigh the selling generally, 
there is still a great deal of selling that is going on. I just ran some 
figures before I came down here which I thought would be repre- 
sentative. It was not in relation to any particular fund. It showed 
while we were buying more than $50 million in common stocks in the 
pension funds, we were selling an amount equal to about one-half of 
what we were buying. There is always a selective process going on, 
because we are looking for earnings and solidity of investment, and 
that means that you cannot go to sleep on the investment, that you have 
to observe the trends in that particular industry and that particular 
company in which you have invested, and it frequently results in a 
shift. And that shifting is going on constantly, as well as the buying. 

Senator Ives. Do you “have any pension funds from labor organiza- 
tions themselves ? 

Mr. McCroy. I think we do, ves. 

Senator Ives. Do you have full discretion yourselves in handling 
those, or is it divided between yourself and 

Mr. McCroy. I am afraid I do not know enough about it. I can 
get the information for you. But I do not know enough about the 
specific ones to know whether in that case we have full authority 
or whether we are subject to the dictates of the organization. 

Senator Ives. It is your impression, is it not, that { they are invested 
as well as the other pension funds? 

Mr. McCoy. Certainly they would be as well invested. 

Senator Ives. As far as you have anything to do with it. 

Mr. McCroy. As far as we have anything to do with it, we cer- 
tainly would invest as well as we knew how whatever the source of 
the funds. 
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Senator Ives. Would it be possible for you to submit, not for public 
record, but for our private record, a list of the labor organizations 
whose pension funds you have and the corporations whose pension 
funds you have where they are for the benefit of the workers? 

Mr. McCrory. Well, I would 

Senator Ives. You might hesitate to do that. It is confidential, I 
realize. 

Mr. McCrory. Because of the client relationship. And I would 
hesitate to do it also from the competitive relationships that we have. 

Senator Ives. I understand. 

Mr. McCrory. But perhaps we could give you general factors and 
elements that would meet your purpose as well as the specific defi- 
nition. 

Senator Ives. Well, I am branching out a little bit from this in- 
vestigation or study into another study we have. So I will go back 
to the main thought. How much in the aggregate do your trust and 
pension funds represent? Have youany idea? 

Mr. McCrory. Well, I don’t believe I mind giving that figure. I 
suppose our competitors would like to know. I think we have about 
$2 billion in trust funds, overall. 

Senator Ives. And 30 percent of that is in common stocks? 

Mr. McCrory. No, I would not venture to say that at the moment. 
All I would tend to say at the moment is that in the investing that we 
are doing now, 40 to 45 percent of the funds in a typical personal 
trust are in common stocks and 30 to 35 percent of our pension trusts. 

Senator Ives. There is one question I would like to ask before I 
desist. Is the capital gains tax, which we have heard so much about 
in these hearings, affecting in any way the trading in these stocks for 
your funds? 

Mr. McCoy. I think I am bound to say that I believe it does have 
a deterrent effect on the sale of securities. I head from so many 
sources that customers of investment houses rather resist the thought 
of selling even when they are advised to sell because of the tax situa- 
tion. So Iam inclined to think that it is somewhat of a deterrent fac- 
tor. I do not think it is the absolute factor. I think this is proven 
by the fact that some of the foreign stock exchanges are higher than 
our exchanges. Maybe they ought to have a Fulbright study abroad 
in some countries. But in those countries, in most cases, there is no 
capital gains tax, yet the markets are still high 

But I am bound to say from the evidence that I have been able to 
wather from investment sources that I think the capital gains tax 
does tend, at least in this situation, to deter somewhat the sale of 
securities. 

Senator Ives. The capital gains tax would affect you to some extent, 
would it not, in the handling of your trust funds. 

Mr. McCuoy. It does. 

Senator Ives. What I was trying to drive at originally in my ques- 
tion was to find out whether it deterred you from selling any. You 
apparently have sold more than you have bought over this period of 
time. 

_ Mr. McCoy. In this particular case, I want to emphasize that our 
situation, I believe, is a very special one. I will not go into the reasons 
for it, but it is a very special one. And yet we felt that we ought to 





440) STOCK MARKET STUDY 


take these steps, diversity, shift, as the phrase is, and we did it even 
though a capital gains tax was involved. 

Senator Ives. Would you have made other shifts if the capital 
gains tax had not been involved ¢ 

Mr. McCuoy. I think it depends on a number of factors. You have 
to take a look at all of them. The investor, and certainly the trustee, 
must take a look at the whole situation. He must consider what is to 
the best interests of his client. He must consider whether or not he 
can invest his funds better in another manner. And there is no doubt 
that the capital gains tax does enter into those considerations. You 
will see in my statement a list of the considerations which we apply. 
The capital gains tax is an element, but it is rather down toward the 
end than up at the top. 

Senator Ives. Then you would say finally that perhaps you have 
not made as many shifts as you would otherwise have made had there 
been no capital-gains tax. 

Mr. McCroy. Perhaps I am not trying to advocate anything in re- 
gard to the capital-gains tax. 

Senator Ives. I am not, either, one way or the other. I am trying 
to find out its effect. 

The CHatrman. The Senator from Lllinois is recognized for 10 
minutes. 

Senator Doveias. May I waive in favor of the junior Senator from 
New York? 

The Cuatrman. The Senator from New York is recognized for 10 
minutes. 

Senator Lenman. I want to express my great interest and satis- 
faction in listening to Mr. McCloy. I have often seen Mr. McCloy 
in operation, as our High Commissioner to Germany, and as a very, 
very active and useful Assistant Secretary of War during the last 
war. So that I hold his comments and his views in very great respect. 

Mr. McCoy. Thank you. 

Senator Lenman. I want to ask you one question which first does 
not refer to the immediate situation of the security markets, but I 
think may have a very great effect on the future economy of our coun- 
try. I think that this committee has a duty to take that into con- 
sideration just as much as the immediate situation. 

I have certainly no criticism of institutional buying. I do not op- 
pose institutional buying. I think it is a perfectly natural develop- 
ment of our economic sy vstem: But I think that the impact of insti- 
tutional buying may have a very great effect on the economy of this 
country. 

Mr. Funston, president of the New York Stock Exchange, testified 
here a few days ago as follows: 

Institutional holdings constitute 28 percent of the total market value of all 
shares listed on the exchange. 

In the institutional holdings I include insurance companies, banks, 
mutual-savings banks, pension funds, and personal trusts. That 28 
percent, of course, is very much larger, though I do not have the ex- 
act figures, that the holdings were in 1949. 

I do not think there is any doubt that the very large institutional 
purchases and holdings in most cases are not liquid holdings, but they 
are bought for a long pull. There is no doubt in my mind that they 
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are going to continue to grow. Beyond a certain point it seems to me 
that they may have a very great impact on the economy of the country 
as a whole, and even an impact on the institutions themselves, because 
the greater the accumulation of these securities in the hands of insti- 
tutions, the more the floating supply of securities is diminished. In- 
-titutions may find themselves with great holdings which would be 
very difficult, within any reasonable time, to liquidate. 

I feel it is an awfully important thing, and I want to ask you 
whether, to your knowledge, the institutions, the great insurance com- 
panies, the great banks, the fiduciary institutions, have taken any 
steps or are taking any steps to survey this situation, make a study 
of it, to see the effect, the impact—and it is bound to have a consid- 
erable impact—on the economy of the country and their own economy. 

Mr. McCoy. Let me just discuss the situation a little before I try 
to answer your specific question, if I may. 

It is quite clear that institutional buying has increased, and as I 
vathered, Senator, you are looking to the long range; you are not 
looking at the immediate situation as much as what the social conse- 
quences may be in the future. 

A great change is taking place, of course, and has taken place in 
the distribution of wealth in this country. For the needs of the 
economy and its expansion, you have to have a certain amount of 
capital available. There has been a certain drying up of some savings, 
particularly, I think, of investing by those who are in the so-called 
high income tax brackets. There is less money available for capital 
investment. There has been some distribution of income and wealth 
so that middle-income groups have received relatively more money, 
and that is finding its way into the insurance companies, into the pen- 
sion funds, and it is a new form of savings, and it also represents a 
new form of investment. It is well for the country, I think, that we 
have this, because we do need capital, and we need a constant flow of 
investment to take care of our increasing population and our expand- 
ing economy. 

It is possible that as time goes on, this may create a problem, but 
not at the moment. 

I have been interested to see in the portfolios that I have any con- 
nection with, or the bank has any connection with, what their attitude 
is toward the companies in which they have investments, to what extent 
they control them, to what extent they do exercise supervision over 
them. 

I think there is a general tendency, certainly at the present time, not 
to get tied up into any given situation too much, because by so doing, 
they may assume a far greater responsibility in respect of the manage- 
ment and supervision of that company than they would like to. Fun- 
damentally, they are only after the earnings and the stability of the 
security in which they invest. But if more and more capital does go 
into these institutional holdings in the future, I will admit that some 
social problem may be created. 

I do not think at the moment that it has any consequence, any 
serious consequence. But if this trend should continue, I think that 
might be an element that would require some study. 

I do not know whether it is possible to come to any conclusions as 
of this time, because I do not believe at the moment it is a dangerous 
situation. Butit might become one. 
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Whether there is a study—I do not know of any study, let us say, 
in my bank that is dealing with this matter. I have no doubt that 
some writers have discussed it. But how serious any analysis has 
been, I do not know. 

Senator Lenman. Thank you. I should have included in the list 
that I mentioned investment trusts. 

Mr. McCroy. Yes. 

Senator Lenman. Which play a very great part. I am glad you 
brought up this question of influence in or cuaeel by the institutions or 
industries or railroads. Do you not think there is a very great pos- 
sibility, through the accumulation of such large blocks “of stock, 
either in one or a number of more or less closely associated institu- 
tions, that the influence and even the control of some of our companies 
might be taken out of the hands of the people who are qualified to 
run the companies and placed in the hands of financiers? It seems 
to me that is a real possibility in the future—not at the moment. 

Mr. McCuroy. I think there is a possibility of that. I must say I 
am impressed at the moment, at least, by the efforts which are made 
by the pure investor not to control. He is looking for an investment. 
He is very diflident about how he handles the proxies. He is diffident 
about getting too much control in the particular company, because 
consequences, legal consequences flow from that. But at some point 
it may perhaps get beyond his power, because he has funds to invest 
and he may not find all of the avenues that he would seek. But I 
emphasize that I think at the present time it is still so small an ele- 
ment in the overall availability of securities that it has not become the 
problem that it might in the future. 

Senator Lenman. Just one more question. I am convinced that for 
a long time this matter of large institutional buying is going to be of 
very great interest to the country, to the economy of the country. So 
i believe that a study should be made and will be made. I am not 
sure who should make that study. I would like to get your judgment, 
whether it would be done best by the Federal Reserve banks, by the 
great institutions themselves, who are intimately interested in this 
matter, or by the Congress of the United States, or by State legisla- 
tures. Have you any feeling about that ? 

Mr. McCuoy. I think a great deal of study and survey should be 
undertaken by all these institutions. I think that you can then bring 
up to the surface the real problems that are involved. Personally. 
I would prefer that the Federal Reserve and the banks and the other 
institutions themselves should study it, work up the problems, so to 
speak. And then at a certain point, when they emerge, there might be 
a situation that Congress and the Government should deal with. 

There is one other thought that I have in connection with this. 
These investment trusts and the other so-called institutional investors 
are pretty good investors, they are pretty expert. After all, their 
motivation is to protect the people for whom they are beneficiaries. 
And it is a pretty intelligent type of investment. They look at the 
management, they look at ‘the flow of the industry, and to that extent it 
is a helpf ul factor in the economy. This type of investment keeps 
the economy competitive and it keeps the managements up — 
the bit. And if their interest is confined, as I am convinced that it is 
at the moment, at least, to the worth of the securit , and they are 
knowledgeable and capable in the determination of the worth of the 
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security, they render a real service to the economy of the country, 
because it is intelligent investing. 

Senator Leuman. I have no criticism of institutions and the man- 
ner in which they are operated. Asa matter of fact, I had a good deal 
to do with setting up a couple of investment trusts myself. 

Mr. McCoy. I have heard of that. 

The CuatrMan. The Senator’s time has expired. 

Senator Leman. I think this is a matter which very much should 
be studied. 

The Cuarrman. The Senator from Llinois. 

Senator Doveias. No questions. 

The Cuarrman. Mr. McCloy, I take it from what you have said 
previously that you do not think the recent rapid rise in the stock 
market is a matter of any particular concern, or do you? 

Mr. McCuoy. Well, if you will take the views of an “inexpert,” I 
would say that the steepness of the rise over a short period was a matter 
of caution, or denoted that a note of caution should be taken, or it is a 
matter of concern. 

The CHatrmMan. Let me say to begin with, I thought we had settled 
that business about experts, that there are none. We are all about the 
same in regard to this. So that your views about these matters are of 
great interest to the committee. Then you do think that it is a matter 
of concern, and therefore that a study such as we are conducting is 
justified under the circumstances. 

Mr. McCoy. Yes; I would say so. 

The Caarrman. What effect does news of peace or diplomatic crises 
or war scares abroad have on activity in the market? I thought this 
might be a phase in which you have special qualifications. 

Mr. McCroy. I think that they have a definite effect. Sometimes 
they balance out each other, and they usually do. There was, I think, 
at a given period, as I indicated in the comments to my statement, 
a sort of accumulation of confidence-inspiring news. You had indi- 
cations that the economy here was in good vigor, you had reports of 
good earnings coinciding to a very large degree with a sense of con- 
fidence in the diplomatic or the international field. The stability 
of Europe, I think, has also had a good bit to do with the sense of 
confidence which we sensed here. And all this, together with the 
other measures which made it apparent to scrutinizing investors that 
the situation was sound, all tended, I think, to accelerate the rise. 
It was the unanimity of opinion, it was the unanimity of confident 
feeling that had a good bit to do with it. 

The Cuarrman. This morning’s paper, at least the Washington 
Post, had an account that some were giving the tension in the Far 
Kast as an explanation of the uncertainty in yesterday’s market. Do 
you think that is as reasonable an explanation as any ? 

Mr. McCuoy. Yes, sir. The market place is a compendium of all 
sorts of points of view, It sounds very prosaic to say that. But after 
all, it is as close a composite, as concentrated a composite of opinion 
as T suppose you can find anywhere. 

Che Cuatrman. Do you feel there are any significant similarities 
between the present conditions existing in our financial market and 
the conditions in 1928 and 1927? 

60650—55——_29 
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Mr. McCvoy. I think in the main the conditions are quite dis- 
similar. 

The CuatrMan. Dissimilar, did you say ? 

Mr. McCrory. Dissimilar, I said. 

The Crairman. I would appreciate it if you would develop why 
you think so, what items are similar or dissimilar, for the benefit of 
the committee. 

Mr. McCrory. Well, there are so many things that have transpired 
since then. We have had so much legislation, in the first place, which 
I think dealt with practices that had something to do with the situa- 
tion in 1928 and 1929. You had great introduction of credit into 
that market situation, undue introduction of credit, which distorted 
the economy. There has been such an enormous expansion of the 
economy since then that I think all of the normal indexes that would 
enable you to compare one period with the other would indicate that 
we are in an entirely different situation. Yet, there are things about 
it that are the same. If people today, irrespective of all that has 
transpired, all suddenly decide they want to buy securities, and they 
get a certain hysteria or a certain urge and they all concentrate in 
a market where there is not enough securities to go around, you are 
going to have a market situation similar to the one you had then. 
There was an element of psychosis that was present in early 1929 
which I don’t think is present now. But in spite of all of the built-in 
security that we have I suppose there is no amount of legislation or 
no steps that you can take that would be a guaranty that at any given 
moment, if 2 million people wanted to buy, you wouldn’t have a rise 
in the market. Nevertheless, the credit relations are certainly much 
more stable today, and the very obvious situation in which we have 
the Federal Reserve Board today establishing margin requirements 
that are far more conservative than anything that occurred in the late 
twenties is an indication of a dissimilarity. 

The Cuarmman. Do T understand that this legislation you speak 
of that was enacted subsequent to 1929 was beneficial ? 

Mr. McCioy. | think a good many things were beneficial in it. 

The Cuamman. Are you endorsing now the New Deal’s legisla- 
tion here? 

Mr. McCviory. Oh, I wouldn’t go that far as a stanch Republican. 
Don’t press me. Certainly there are many elements in the post-1929 
legislation that I think were desirable. 

The CuatrmMan. This is strictly a nonpartisan hearing. 

Senator Dovetas. Mr. Chairman, weren’t you unduly kind in your 
question when you said post-1929% Should it not be post-1932% 

The Cuatrman. Yes. I don’t recall any significant ones between 
1929 and 1932. I really meant 1932. Perhaps I should put it in a 
different way. You said you didn’t wish to make a blanket endorse- 
ment. Would you point out some of those which you think were 
inimical to the financial health of the country ? 

Mr. McCoy. I'd rather put it the other way. Let me say I think 
the SEC legislation was beneficial. 

The Cuarrman. You favor that. How about the FDIC? 

Mr. McCroy. Yes, I would say that was beneficial. Isn’t that 
enough for you from a stanch Republican ? 














rs 










————————— 
om P ae ‘ 
























































































































STOCK MARKET STUDY 445 


The CuatrMan. We don’t often have you, you know, before a com- 
mittee like this. It’s a great temptation to ask you really what you 
think about the situation. 

Does the Senator from Illinois have a question ? 

Senator Dovenas. I was really going to say if you press Mr. McCloy 
too far he is likely to lose his union card in the Republican Party. 

The CuarrMan. I wouldn’t want him to do that. 

One thing you said, you called it a psychosis that might infect the 
market. Do you happen to know what Professor Galbraith said 
about that the other day? I think his language was “enthusiasm for 
capital gains overcomes the restraint,” and he also used the phrase, 
“if we hadn’t lost our capacity for self-delusion.” Would you agree 
with what he said about that aspect of the market ? 

Mr. McCoy. I don’t quite understand. I got the phrases but I 
didn’t see 

The CHatrmMan. You used the word “psychosis” as afflicting too 
many people. 

Mr. McCuoy. Yes. 

The Cuatrman. His theory was that as a market gets under way, 
the speculative market, there develops a kind of enthusiasm for capital 
gains, I believe he said, apart from reality. You lose touch—that is, 
the people participating in the market—with such things as the rela- 
tion of dividends, the income, the earnings, and the usual criteria that 
are used in this, and it feeds upon itself a certain enthusiasm, and the 
only thing that then becomes significant is the rise in the market the 
next day, so to speak. 

Mr. McCwuoy. I think that is an element. Again as an observer, 
as a rather remote observer, I seem to sense that that element from 
time to time does seem to operate on the market. 

The Cuarrman. It did operate in 1929, would you say? 

Mr. McCroy. It operated in 1929. 

The CuamrmMaNn. Have you noticed any signs of it at all during the 
last 18 months in New York? 

Mr. McCroy. I think to some degree, although the indices I think 
would indicate, and I am just getting this on hearsay, that we are far 
from any 1929 situation. 

The Cuarrman. I said 1928. I tried to put this back into the pre- 
ceding year. No one has testified that they believe we are on the verge 
of a collapse as occurred in 1929, but at the beginning of a speculative 
market. Would you agree to that? 

Mr. McCuoy. As I said, I think the sharpness of the rise, not the 
level, but the sharpness of it in a short period there denoted caution. 

The Cuarman. I believe, if I understood Professor Galbraith, that 
is what he was seeking to say. He would not say he thought the level 
of the market was too high. He said there was evidence of too much 
pene activity. Would you say that is an accurate description 
of it? 

Mr. McCoy. He would know more about it than I. 

The Cramman. You are too modest. He is sitting up there in 
Harvard. 

Mr. McCuoy. He is a professor of economics. He is writing a book 
about it. 

The Cuarrman. According to most reports, they have much less 
regard for professors or intellectual pursuits; they would have much 
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greater regard for your opinion, being president of the biggest bank. 
Is it the largest or not ? 

Mr. McCuroy. No; it isn’t. 

The Cuarrman. The second largest. 

Mr. McCoy. No, it’s not even the second largest. It would only 
be the second largest if and when a certain merger goes through. 

The Cuamman. Maybe I shouldn’t have brought it up. I thought 
it was. I have forgotten what I was about to ask you. 

[ think it would be significant if you should agree with that view. 
If you don’t I think it is also significant. I think your view, if I 
understand it correctly, approached the same view as Mr. Galbraith, 
and I think it is important whether or not you agree with him. 

Mr. McCrioy. Well, I didn’t have the advantage of reading Pro- 
fessor Galbraith’s testimony, but as you explained what his attitude 
was I think there is an element of agreement that I have with him. 

The Cuatrman. I thought so. 

Mr. McCoy. Yes. 

The Cuarrman. Really, when we pressed him, if my memory serves 
me at all right, he would not say at any time that the level of prices 
was too high. He said he believed there was too much speculative 
activity in the market during this past, we'll say, 6 to 18 months, dur- 
ing that period, and he gave many reasons—the increase in credit in 
the market, the increase in short-term trading, a lot of those things. 
He paid, of course, special attention to 1929. As you know, he is pub- 
lishing a book soon, and the similarities are quite striking, and also 
some dissimilarities as you point out. All of which adds up, not that 
we are about to suffer a collapse, but that there is good reason for cau- 
tion and concern at the present time, and that is about, I believe, the 
conclusion. You agreed with that? 

Mr. McCroy. I repeat, the sharpness of the rise provides a note of 
caution. 

The Cuatrman. That is right, and it had inspired this, he called it 
new enthusiasm for capital gain. Which perhaps raises a point that 
this is as good a time as any to explore, although I had it for later. 
This capital gains tax, you mentioned a moment ago you thought had 
some deterrent effect upon certain sales, which I can well imagine. I 
would imagine it would be a very difficult decision for Du Pont, for 
example, to dispose of its General Motors’ holdings at the present 
time. Could you guess what tax that would entail? 

Mr. McCroy. I just know it would be enormous. 

The CuatrMan. It has been estimated very roughly by the staff in 
informal conversation that it would be in the neighborhood of per- 
haps 700, 800, or 900 million dollars. Would that seem out of line? 

Mr. McCrory. No, I can understand that. 

The Cuatrman. In that case, that would present a difficulty. On 
the other hand, looking at the average everyday sales that go on in 
the market, if we abolish capital gains do you not think that would 
be an important incentive to this enthusiasm for capital gains? If 
you could get your profits on trading in the market without any tax 
at all, would that prove to attract more ordinary people into the 
market or not? 

Mr. McCrory. Again as a layman, I think it would attract people. 
There would probably be a countereffect in the greater disposition to 
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dispose of your stock; which one would balance out against the other 
1 don’t know. 

The CuarrMANn. Well, the difference, it seems to me, is that when 
Du Pont, just to use as an example, disposes of it, it’s just a one-shot 
operation. They can dispose of those 20 million shares only one time, 
can’t they, but the removal of taxes is continuing; and from now on, 
that is year after year, week after week, more and more people would 
be attracted into the market, wouldn’t they, especially as long as we 
have high income taxes. 

Mr. McCuoy. Yes. 

The Cuarrman. You retain, I daresay, very little of your salary 
at the end of the year, and it’s natural human nature that you would 
look for a way to retain a little more in some other way, wouldn’t you? 

Mr. McCuoy. Sure. 

The Cuatrman. This is a matter of laymen speaking. It isn’t an 
expert opinion ; it’s your opinion and my opinion as ordinary citizens 
seeking to make a living. How do you react? Don’t you think you 
naturally would be much more interested in pursuing a capital gains 
route than you are even now when there is a 25 percent tax! 

Mr. McCoy. Yes, I think you are driven into it by reason of the 
high brackets. 

The Cuarrman. That is right. I am quite willing to admit that the 
first impact would be people who have been holding back and they are 
willing now to get out of the situation where there has been a very 
high increase, so that that might well happen. After that I can’t see 
that this would tend to make a more restrained or lower market. It 
seems to me on the contrary you would get a bigger participation 
which would normally mean an inflationary market or an increase in 
speculation. Is that not true? 

Mr. McCroy. Well, I think its’s rather conjectural as to what would 
transpire if the capital gains tax was repealed. Whether more people 
would be attracted at zero than are attracted at 25, I don’t know. Let 
me philosophize a moment on my position about the capital gains tax. 

The Cuatrman. Id be very happy for you to. 

Mr. McCuoy. I don’t like the capital-gains tax. 

The CHarrman. Whose tax do you like? 

Mr. McCrory. And I was going to say, but I don’t like the ordinary 
income tax. 

The Carman. It’s hard to find one we like, isn’t it? 

Mr. McCoy. So I am very much disposed to bring about a reduc- 
tion in both if it can be effected, but I am aware also, having been 
responsible from time to time with the needs of defense and other pub- 
lic matters, that somebody has to pay the bill. Unless someone can 
show where we are going to get the money from, I should think it 
would be very unfortunate to take off the capital-gains tax and put 
the burden of the revenue that has to be raised on the shoulders of the 
already overburdened earner of income. I think that probably over- 
all, in respect to our income, the deterrent on the earner is quite as 
great a handicap as the deterrent that is represented by the capital- 
gains tax. So where I would like to see both reduced, I certainly 
wouldn’t want to advocate the reduction of the capital-gains tax at 
the expense of the earning taxpayer. 

Now, as to what would occur if we took off the capital-gains tax, 
and we had the budget otherwise cared for, I am inclined to think that 
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it would not have a great effect on the speculative character of the 
market. I think that you would have general balance between the 
seller and the buyer. I think other elements more than this would be 
the determinative factor in the creation of this psychosis or this delu- 
sion that Professor Galbraith was talking about. 

The CuatrMan. To put it in perspective, the president of the New 
York Stock Exchange advanced the reduction of the tax as one of the 
means to combat speculation and inflationary tendencies. I would 
judge, if I do understand your answer, you don’t think that would 
have that effect to any appreciable degree. It isn’t one of the tools to 
prevent a rise in the market or to control the market or to prevent 
speculation. Is that a correct interpretation of what you said? 

Mr. McCrory. Well, I don’t know that I would say that the elimina- 
tion or the reduction of it—it certainly would have, I think, as you 
indicated, a temporary effect. 

The Cuarrman. Temporary effect, immediate effect. But over the 
period, once that is looked into and is disposed of, then you have 
another pattern. 

Mr. McCuoy. Then I think other considerations would play back 
and forth. 

The Cuarrman. Then if I am clear, you are not in favor of repeal- 
ing or reducing the capital-gains tax at this time. 

Mr. McCoy. Taking everything into consideration, taking the 
necessity of revenues, I would want to have a whole lot more considera- 
tion given to the problem before I advocated it one way or the other. 

The Cuairman. The Senator from Virginia has 10 minutes to ask 
questions. 

Senator Rosertson. Mr. McCloy, you may recall when you were 
the Assistant Secretary of War, now called Army, responsible as you 
say for the training program and to help finance a big undertaking, I 
was serving on the Ways and Means Committee of the House that had 
to raise the revenue. During that period I happened to write 12 tax 
bills and gain some little familiarity with the tax structure, including 
the capital-gains tax. We reviewed it on a number of occasions. 

The claim has recently been made that the capital-gains tax is 
freezing the blue-chip stocks especially because those who hold them 
aren’t willing to pay the tax. I think it’s quite significant that for 
3 successive days this week, Monday, Tuesday, and Wednesday, the 
capital-gains tax didn’t freeze anything. On the contrary, on Mon- 
day 2,600,000 shares were offered at a discount, the average discount 
being 2.8. On Tuesday, 3 million shares were offered at a discount, 
the average discount being 7.7. On Wednesday, 4,500,000 shares were 
offered at a still further discount, the average for that date being 4.2. 

Nobody could say that there were not enough stocks to go around 
at the current high level. There were plenty of them who were 
willing to sell, tax or no tax; isn’t that a fact? 

Mr. McCrory. Well, there certainly were plenty of stocks available 
apparently the first part of this week. 

Senator Roperrson. It has been testified to us by Mr. Funston that 
there were 200,000 families with incomes of $2,000 or less who own 
stocks. Certainly they wouldn’t be worried about a capital-gains tax. 
They probably wouldn’t be subject to any tax at all. If any, it would 
be the normal 20 percent income tax, which would be 5 percent less, 
and you can treat capital gains as straight income if you prefer. Then 
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he said that 45 percent of the shareholders earn from $5,000 to $10,000. 
Well. if there is a family of 4, with a family income of $5,000, they 
certainly wouldn’t pay more than the normal 20 percent, so that 
would be less than the present capital-gains tax. So we have had in 
3 days an illustration that it wasn’t the capital-gains tax that was 
interfering with the movement and sale and exchange of stock. 

You may be gratified to know that while you were testifying stocks 
had been going up. The market opened strong with Bethlehem 
Steel, for instance, opening two points above the previous low. Yet, 
on Monday, when Mr, Smith, managing partner of the biggest stock 
exchange, was giving the stock market a pat on the back, stocks went 
down. Then on Tuesday, when one of your alma mater professors 
gave a gloomier view of the picture, they went down again; and 
they went down on Wednesday. Now they have gone up. But you 
will be followed by a distinguished former Governor of the Federal 
Reserve Board who is going to recommend that the margin be in- 
creased to 75 percent, and we will wait with interest what happens 
there. 

Mr. McCrory. Just one correction for the record. My alma mater 
is Amherst, not Harvard, but I did have a contact 

Senator Roperrson. I thought you were a Harvard law graduate? 

Mr. McCrory. I was a law graduate from Harvard. I use alma 
mater in a different connection. I have great affection for Harvard, 
too. 

The Cuarrman. I don’t think we ought to malign Harvard. They 
will be asking for equal time. 

Does the Senator from Illinois wish to make a comment? 

Senator Doveias. No comment. 

The Cuatrman. Since that matter was raised, I am not sure that 
the record is clear about margins. Would you oppose any increase 
in margin requirements or not at this time? 

Mr. McCroy. I have thought about that and I don’t know. I have 
this strong feeling about it, as I said a little earlier. I have great 
confidence in the capacity of the Federal Reserve Board to make such 
decisions as that. As I say, they have all sorts of considerations at 
their hand and evidence available to them. They’ve got experience; 
they’ve got a good record. I would be disposed to yield my judgment 
to theirs, and their judgment would be so much more valuable than 
mine that I just don’t feel that I have the right to express a view on it. 

I would say this, that I think the total elimination of credit in 
the purchase of equities is unsound if it can be avoided, if there are 
no other alternatives that could be better. How much it should be, 
as I say, I would prefer to leave to the Federal Reserve Board. 

The Cuatrman. Then if the Federal Reserve Board should increase 
it to 75 percent or any other amount, you presently would have no 
objection ¢ 
Mr. McCrory. I would be impressed by their judgment ; yes. 

The CHarrMaNn. You are willing to accept their view about it? 
Mr. McCroy. I’d be inclined to accept their judgment. 

The Cuarrman. Do your trust accounts buy stocks on margin ? 
Mr. McCrory. No. 


rhe Cuamman. Does your bank make loans on securities? 
Mr. McCoy. Yes. 





450 STOCK MARKET STUDY 


The Cuamman. Would you care to tell us, has there been any in- 
crease in the lending of your bank on securities during the past 18 
months ¢ 

Mr. McCoy. Yes. In our so-called brokers’ loans—I suppose this 
is referred to. We have different categories. We lend on securities, 
and we also have brokers’ loans, loans to the actual brokers which 
are secured. Our brokers’ loans have increased since September 1953 
by some 50 percent. 

The Cuarrman. Fifty percent? 

_Mr. McCuoy. Yes; over the last 18-month period. I forget the 

xact totals but it’s in that order. 

~The Cuamman. In addition to brokers’ loans, you make loans on 
securities ? 

Mr. McCuoy. Yes. 

The CuarrMan. Has that increased a comparable amount ? 

Mr. McCroy. I don’t have at the moment the comparison with the 

sarlier period in respect of security loans. They have increased but 
they have leveled off in the last few months to a greater degree than 
the brokers’ loans have. The brokers’ loans were steadily going up 
at the end of the year, whereas the secured loans to others for the 
purpose of purchasing securities have leveled off, but they certainly 
represent a substantial increase over the earlier ‘period, although I 
do not have that figure. 

The Cuatrman. While you don’t have the figure, could you say it’s 
comparable ? 

Mr. McCrory. I would say it was comparable. 

The CuatrmMan. About 50 percent ? 

Mr. McCrory. About 50 percent, or in that area, probably a little 
more. 

The CHarrmMan. Has there been any change in the interest rates you 
charge on the loans either to brokers or to others for securities? 

Mr. McCoy. Generally speaking there has been no great change. 
However, in the spring of 1954 we made a downward adjustment 
of one-fourth of 1 percent on certain types of brokers loans to meet 
a competitive situation. 

The Cuarrman. Are you controlled by the margin requirements in 
those loans? 

Mr. McCrory. Yes, depending upon the purpose of the loan. If the 
loan is to purchase stocks on a registered exchange, we are controlled 
by the margin requirement provision. 

The Cnamman. But not all securities. 

Mr. McCoy. Listed stocks. 

The Cuarrman. You can lend any amount on unlisted securities! 

Mr. McCroy. We can lend any amount we wish on unlisted securi- 
ties, providing the funds are not to be used to buy listed stocks. If 
the latter is the case, however, the margin requirements prevail. 

The Cuatrman. What do you use as a basis for policy with regard 
to how much you lend on unlisted securities ? 

Mr. McCroy. General lending wisdom, general credit considera- 
tions, including of course the price at which the unlisted security has 
been selling. 

The Cuarrman. You don’t impose a margin policy of your own, I 
mean no more than 50 percent? 








STOCK MARKET STUDY 451 


Mr. McCoy. No, we take a look at it. Depending on the individual, 
for example, you may have a smaller security provision than if ‘you 
have—it varies according to the credit consider: ations surrounding 
the company represented by the security, the price of the security, the 
credit position of the individual, and so on. T was trying to get a 
reading on that the other day, and it looks as if we h: id quite a wide 
range, from 75 to less than 50 percent, depending on what the credit 
situs ition was. 

The CuarrMan. You mean you take into consideration the personal 
responsibilities of the borrower in addition to the secur ity ? 

Mr. McC Loy. That is right. 

The CratrmMan. If you eliminated the personal responsibility, do 
vou have any policy? Do you have your own margin policy with 
regard to unlisted securities? 

Mr. McCrory. We have our own policy with respect to unlisted. 
Usually on the unlisted you have to take a closer look at the corpo- 
ration that is involved. It’s a general credit problem as well as a 
market problem. 

The Cuatrman. On your non-purpose loans, has using stock as 
collateral increased ? 

Mr. McCrory. They have increased somewhat but to a much lesser 
extent. By that I understand you mean where we have loans which 
are secured by collateral but not for the purpose of buying securities. 

The Cuarmman. That is right. A man comes in and uses his stock, 
but he wants to buy a house or a car. 

Mr. McCoy. That is right. 

The Caamman. What happened to those? 

Mr. McCioy. They have gone up somewhat but not greatly. 

The Crarrman. It’s fair to say that all of this class of loans can 
have some influence upon the speculative activity in the market. It 
isn’t entirely unrelated, is it? It’s always difficult for me to make 
a distinction between purpose and nonpurpose loans, loans made for 
the purpose of buying the stock, because the man obviously could 
sell the stock and buy a house if he wanted to, but he doesn’t choose to. 

Mr. McCuroy. Yes. 

The Cuarrman. I mean it has an influence to some degree on the 
market, wouldn’t you say ? 

Mr. McCtoy. It’s conceivable. I mean he could come in and borrow 
money from us to buy a house and take the money to buy securities. 

The Cuameman. You don’t follow it up or check it, do you? 

Mr. McCrory. We take his statement. We try to test his bona fide 
as to whether or not he really wants something for other than secur ity 
purposes, and then we lend it to him. 

The CrHarrman. If his enthusiasm for capital gains gets the best 
of him after he leaves your front door, you don’t know, do you? 
He may go around the corner and buy stocks and that’s the end of it. 

Mr. McCrory. We may not know. Sometimes we would know quite 
clearly, however, that what you suggest is not the case. 

The Cuarrman. Since I brought it up, your own stock is an unlisted 
stock, isn’t it? 

Mr. McCoy. Yes, it is. 

The Cuamman. Are you forbidden to loan money on your stock 
as collateral ? 

Mr. McCuoy. Yes, we cannot use it. 
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The Cuarrman. Do you think if there is a serious setback in the 
stock market that it would affect our overall economy ? 

Mr. McCoy. I think the overall economy is going to be affected 
by confidence, and if anything should happen to the stock market 
that would really induce general lack of confidence and make people 
apprehensive, certainly it would have an effect. It would certainly 
be one of the elements. I think the stock market could go off, as the 
saying is, without our economy being affected, but I am talking about 
a very severe—— 

The Cuatrman. That is right, I said a serious setback. It is true, 
isn’t it, that many responsible people feel that one of the serious 
defects of our economy in the past has been its capacity for very wide 
fluctuation, and that one of our aims ought to be to minimize the 
extent of the fluctuaions in our economy. Would you say that is 
correct ? 

Mr. McCoy. Yes, the more stable the economy is, I think the better 
off we are. 

The CrHatrman. Therefore, we are coming back to that original 
question. I mean if we can minimize or prevent a serious setback 
and have a number of smaller adjustments as we go along, it would 
be far healthier. Would you agree with that? 

Mr. McCrory. Yes, I would agree with that. 

The CHamrman. We read yesterday a statement by one of the— 
I think it’s considered an important security house in New York, 
that this final sort of orgy of speculative activity is inevitable, that 
it has always been that way for a hundred years, and we can look 
forward to it and there is no way we can correct it except to have 
a final blowup. I read it in these communications they sent me. You 
wouldn’t subscribe to that, would you ? 

Mr. McCuoy. Certainly, it seems to me, we ought to do everything 
we can to moderate that. 

The CuamMan. It isn’t inevitable in your opinion; if we are wise at 
all we can avoid it? 

Mr. McCoy. Certainly we should attempt to avoid it. It’s like 
war. 

The Cuamman. You wouldn’t class it quite as difficult as war. 

Mr. McCuoy. My point is that if you said war is absolutely inevita- 
ble, and therefore you should do nothing to prevent it, you’d be rather 
stupid. 

The Cuarrman. Since you raise it, there are a number of people who 
seem to proceed on the theory that it’s inevitable and therefore we 
might as well get on with it. 

Mr. McCuoy. Maybe I shouldn’t have raised the subject after all. 

The Cuarrman. I would interpret some of the speeches I read to 
that effect. 

Mr. McCrory. Well, I will stick to my analogy. Perhaps I shouldn't 
have made it. But the mere fact that this disastrous situation has 
occurred in the past and might occur again, and human nature being 
what it is that is no argument for not doing everything you can to 
try to avoid its recurrence. 

‘The Cuatrman,. I think that is an excellent statement to which I 
certainly subscribe. That is what we are trying to do, however feeble 
our effort may be. 
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One other observation or opinion I'd like from you regarding mar- 
gins. I am not trying to assume this is your position but for the 
purpose of illustrating this point, assuming that something should be 
done, at least in a minor way, if you like, to curb speculative activity, 
would you not agree that increasing margin requirements would be 
both more effective and desirable than increasing interest rates? 

Mr. McCioy. You mean than increasing interest rates generally ? 

The CHarrman. That is right. 

Mr. McCoy. I think the increase of interest rates generally has such 
a wide effect that if you could take a step which would confine itself 
to the operation of the stock market, it would be a wiser thing to do. 
[t’s like taking a 12-inch gun to use on a minor target. 

The CuarrMaANn. Well, that point has been made. I am very inter- 
ested in your opinion on that because we have had testimony from 
some important people who felt it would be discriminatory to rely too 
heavily on margin requirements. That this burden of restraining in- 
flation or speculation should be over every one ; therefore, interest rates 
isa fairer way todoit. If I interpret you correctly 

Mr. McCrory. I said my judgment would be 
given this the study I should. 

The Cuatrman. I think you have. I didn’t mean that. I am only 
clarifying, not arguing with you. 

Mr. McCuoy. My feeling is that the alteration of the interest rates 
would perhaps cover an unnecessarily wide field. I think I would 
stick to that. 

The CHairman. Well, if I had the qualifications to express an 
opinion, I would, too. It makes sense to me but I wanted you to 
develop it because we had had contrary testimony. It seems to me 
that might be unnecessarily depressing upon segments of the economy 
that are not inflated. Is that not so? 

Mr. McCuioy. That is true. 

The CHatrman. Whereas, if the speculative fever appears in the 
market, it would be much wiser to rely on margin requirements. I feel 
that way myself but I wanted your opinion on it. 

Mr. McCloy, do you detect any soft spots in our economy today? 

Mr. McCoy. I suppose, yes; there must be some. There are soft 
spots ; at least I think there are soft spots. 

The Cuamman. We'd be interested in knowing your views of where 
they are. 

Mr. McCrory. Well, we talk a lot about credit. Now that you bring 
up the subject, I think maybe there may be too much credit in other 
aspects of our economy. This is a rather ticklish subject, and as I 
say I am not an economist and I venture my opinions with some 
hesitation, but although it isn’t directly related to the stock market, 
to be sure, 1 believe the amount of the mortgage debt and the methods 
of financing homes have some elements of concern in them. Perhaps 
the general level—I don’t say it’s a soft spot—but I am constantly 
wondering whether the general level of consumer debt is healthy. I 
suppose those are the two main considerations that I have in mind. 

‘The Carman. Do you happen to know what the consumer debt 
level is and what has happened to it in the last 18 months! 

Mr. McCuory. Do I happen to know what has been happening to it? 

The Cuatrrman. Yes; how much it has increased. 
Mr. McCoy. I don’t know what the percentage is. 
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Senator Roserrson. I think it increased last year $9 billion. 

The Cuarmman. Do you remember from what level to what level? 

Senator Roserrson. I think they were the figures recently furnished 
to me by the Federal Reserve Board. 

The Cuarrman. That must be a very healthy percentage. 

Mr. McCoy. Isn’t it your impression, Senator, that it has not 
increased materially over the last year, but up to the last year? 

Senator Rosertson. My recollection, and I included them in a brief 
speech I made on the floor of the Senate against the proposed tax 
cut, was that there had been a tremendous increase in private mortgage 
debt and a tremendous increase in consumer debt. 1 don’t remember 
the exact figures but tremendous in the last year. 

Mr. McCrioy. Even in the last year? 

Senator Roserrson. That is correct. 

The Cuamman. Mr. Wallace has before him the publication Eco- 
nomic Indicators issued by the Joint Committee on the Economic 
Report. I with you’d read into the record the figures from that pub- 
lication at this point. 

Mr. Wauzace. Mr. Chairman, total consumer credit for the year 
1953 at the end of the period was $29.5 billion, and in 1954 it was 
$30.125 billion. The most recent figure for December of 1954 was 
$30.125 billion, a very slight increase. 

The Cuarman. The increase came in 1953 rather than 1954; is that 
right, the largest? 

Mr. Wauuace. Yes. 

The Cuarman. When you say soft spot, I take it you mean a rather 
overextended increase. 

Mr. McCoy. Yes. 

The Cuarrman. In New York, are you ever concerned about the 
state or health of agriculture? Does that ever filter through up to 
New York? 

Mr. McCrory. You know, New York is one of the greatest agricul- 
tural States in the Union. Isn’t that true, Senator? 

The Cuairman. Cotton and rice and tobacco are in a rather dif- 
ficult position. 

Mr. McCroy. It seeps up. 

The CuatrmMan. You have heard about our problems in the cotton 
industry ? 

Mr. McCroy. We make very many cotton loans, as you may know, 
in our bank. We make a good many loans that cover Arkansas cotton. 

Senator Roserrson. New York produces more apples than Virginia, 
and we are right proud of our apple production. 

The Cuatrman. What I should have said was New York City. I 
meant Wall Street really. 

Mr. McCoy. You’d be surprised—I know you wouldn’t be sur- 
prised because you are a banker yourself—to know what extent New 
York City is involved in the agriculture of the country and what 
financing Wall Street does in respect to the agriculture in the country. 

The Cuatrman. If you are aware of it, how could you help men- 
tioning that agriculture is a soft spot? By that, I mean a depressed 
spot, a spot where the conditions are not booming at all. You know 
that to be a fact, don’t you? 
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Mr. McCrory. Well, I know that in some areas of the country agri- 
culture is not as booming as it was. I didn’t mean to cover all ‘the 
situations in the country , which are a little less than desirable. 

The CHamreman. We would like to have at least a little sympathy, 
you know, if we haven’t anything else in the agricultural area. We 
are faced with some very serious problems in it. We have now the 
drastic cuts in acreage which will mean, of course, production, and 
one of the reasons that we are disturbed in all the areas outside of 
the official territory is this increasing disparity in the level of activity 
and prosperity, if you like, of the industrial centers, particul: arly au- 
tomobiles, and agriculture. While you can say, “Well, that is your 
problem,” yet that is one of the similarities that existed in the 
twenties that impresses me very strongly, that there you had a great 
disparity in the agricultural areas which accounts for a a part 
of the consumption 1 of this country and your industrial are I think 


it could be a very serious element if it isn’t corrected. Would you 
agree with that? 


Mr. McCroy. I would agree. 

The Cuarrman. You have some difficulties, I think, in the coal in- 
dustry that I read about, great efforts being made to do something 
about that. The only point I wish to make is that there are other 
reasons than the speculation and fever itself and the credit situation 
which fortifies your views, and others, that this is the time for some 
caution. Is that not correct? 

Mr. McCuoy. I agree with that. I think I ought to make just one 
little comment about the consumer loan business. 

The CuarrmMan. We would welcome it. 

Mr. McCoy. The consumer loan figure is high, and as I say it 
creates some caution or concern on my part, but it is a fact that we 
haven’t had any difficulty in the collection of consumer loans. They 
seem to be well-maintained and it isn’t because people seem to be 
getting hard pushed at the moment, although perhaps, as you point 
out, they weren’t hard pushed in 1929 either. But the general level 
of debt, to me personally, is a matter of some concern. 

The Cuairman. Mr. McCloy, I think you have a very special quali- 
fications for this kind of question. Do you think Government deficit 
financing is inflationary and adds to the speculation in our markets? 

Mr. McCuroy. Deficit financing is certainly inflationary, and it may 
be, as I said earlier, that the connection with the speculation i in the 
market is present, although rather remote, but if it were continued 
and deepened it might be reflected in an unsound investing. 

The Cuatrman. Do you approve of the deficit financing policies of 
the present administration ? 

Mr. McCroy. I believe that the present administration has made a 
very substantial and praiseworthy attempt to bring things into bal- 
ance. I think it has given indication of what objectives it wishes 
to achieve. I believe that it has faced some difficult situations, where 
the necessity of some deficit financing or the necessity of some deficits 
has arisen, but I believe their general approach toward a balance is 
in the right direction, and it is sound. 

The Cuarrman. Do you think their reduction in taxes of over 7 . 
billion last year was in the right direction of balancing the budget ? 

Mr. McCoy. As I say, I think the overall direction: of the present 
administration is obviously toward an eventual balancing of the 
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budget. I think that at the point at which we were last year with 
the economy that the argument that the reduction of taxes would 
stimulate it and thus bring about a better chance of the eventual 
balancing of the budget was, as I say, a sound one. It helped im- 
prove business, and to that extent it was leading up to a situation 
where I would hope the Government would eventually find a basis 
upon which the bud ret could be balanced. 

The Cuarrman. Well, it helped improve business on Wall Street, 
didit not? That is clear. 

Mr. McCoy. No; it helped improve business generally. 

The Cuamman. In Detroit and in certain industrial areas. It did 
not help agriculture. 

Mr. McCrory. Well, it helped the business of the country generally, 
and I think if it had not been for that, the agricultural situation might 
have been more serious. 

The Cuarrman. How do you reach that conclusion ? 

Mr. McCrory. Because the general prosperity of the country is 
beneficial to the farmer, just as the general prosperity of the farmer 
is beneficial to the general economy. 

The Cuarrman. It depends on how general it is. If it is confined 
to the highly industrialized areas it will have some effect, but it was 
not very well spread out, was it ? 

Mr. McCoy. Well, in my judgment it was a well-designed policy. 

The Cuarrman. Tell me, do you think these inflationary policies, 
that is, deficit financing, tend to turn people from bonds to stocks in 
their investment policy ? 

Mr. McCroy. Sore deficit financing tend to drive them into stocks / 

The Cuarrman. To take them out of bonds and put them into stocks. 
In other words, if people know, as they do know, that the budget is 
unbalanced, and it has been and continues to be, and there is every 
prospect it will continue to be. 

Mr. McCoy. A continuation of deficit financing certainly would 
raise questions as to the value of Government or other bonds relative 
to common stocks. 

The CHarrman, It does what? 

Mr. McCoy. It would certainly tend to raise questions as to the 
worth of holding fixed obligations of Government or corporations in 
comparison with holding stocks. 

The Cuarrman. If it raises those questions, would not the inevitable 
tendency be for a man seeking an investment to go to common stocks 
rather than bonds? Is that not commonsense ? 

Mr. McCroy. Yes, I think that is so. 

The Cuatrman. Just for the purposes of the record, can you recall 
the last time the budget was in balance and there was a surplus? 

Mr. McCoy. You better remind me of it. I may make a bad guess. 

The Cuatmman. Was it not in 1948? 

Mr. McC toy. I think it was. 

The Cuamman. There was a small surplus in 1948 and a small one 
in 1951. Is that not correct? 

Mr. McCoy. We are getting a little perhaps—I do not know what 
your judgment is—far afield, but let me say this: I think that what 
is more important really, and at least just as important as any con- 
sideration that you bring out, is the fact that there has been a general 
cessation of the inflationary spiral, let us say, with the Eisenhower 
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Administration. I think the stabilization of prices was a very im- 
portant factor. I am not trying to argue as between one administra- 
tion and another. 

The CHarrMan. It is perfectly proper to. This is all public matter. 
We are all citizens, and we are all interested. You should not feel 
any embarrassment about it. 

Mr. McCoy. I think the leveling out of prices and the cessation 
of the inflationary rise was a very important factor in the stability 
of the economy. 

The Cuarrman. If you are distinguishing between the stock market 
and general price level I think you will find that leveling out of 
prices started in 1951, at the time the budget was brought into balance. 
[f my memory serves me right, that was a short time before the begin- 
ning of this Administration. We have before us, for example, the 
wholesale prices in the same Indicator. You are familiar with this 
Indicator. It is considered, I think, reputable. These figures are 
based upon the sources such as the Department of Labor and the 
Council of Economic Advisers, and so on. This is not made up by the 
Democratic National Committee, I may say. It is well established. 
The prices leveled out very clearly. Here is the chart on page 4. 
Beginning in January, February, and March in 1951 is where they 
started down. As you can see, some have gone down and even the worst 
is level. That is other than farm products, and it is true they have 
maintained that level, but it did not come about after 1952. It started 
in 1951. 

If this deficit financing is continued, it will have an inflationary 
effect, but you said “far afield.” I would like to say, I do not quite 
agree. 

Mr. McCuoy. I was trying to say I was maybe getting far afield. 

The Cuareman. I do not think you are. I think this subject is 
extremely significant to the action of the markets. You are well aware 
what happens if governmental fiscal policies result in inflation, and 
undiesditadlie, as I think your testimony has already shown, and that 
of others, there has been a shift into common stocks. That, of course, 
helps add to the speculative field, does it not, with the demand for 
stocks ¢ 

Senator Roperrson. Mr. Chairman, do you yield there? 

The Cuaran. I think it is a very pertinent subject for discussion 
here as to whether or not it has tended to shift investment from bonds 
to stocks. Do you not agree with that? 

Mr. McCroy. Yes, I think it is pertinent. 

The Cuarrman., It is not far afield? 

Mr. McCoy. It has pertinence, yes. 

The Cuatrman. I yield to the Senator from Virginia. 

Senator Roperrson. In deference to the witness’ statement that he 
felt that the fiscal policies of the present administration had had a 
tendency to stabilize pease I think that is correct—in all due 
deference to him we should remind him of the fact that the experts 
of the stoek-market claim that stock prices had lagged far behind 
commodity prices and in recent months they had merely been catching 
up. That was their opinion. 

Senator Lenman. Will the Senator yield for a question ? 

The Cuarrman, I yield to the Senator from New York. 
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Senator Leuman. Mr. McCloy, in 1952 when the tax bill was 
enacted—— 

Mr. McCrory. When which bill? 

Senator Lenman. The tax bill—the two main elements causing a 
loss of revenue to the Government were the repeal of the excess-protits 
tax and the authority to invoke accelerated depreciation. The justi- 
lication for those two and other measures that were adopted in the tax 
bill was that it would stimulate consumption and that it would in- 
crease production. I think it is perfectly evident that those 2 taxes 
being removed, or those 2 measures, certainly did increase the earnings 
of a great many large corporations. Of course, it increased the earn- 
ings, ‘among other things. I think it contributed to the very great rise 
in the stock market. I do not think there is any doubt about that. 

At least witness after witness has testified to that effect, and I think 
it is self-evident. But in your opini and you, of course, are in 
close contact with a great many of the large corporations—do you 

see any indication that it increased consumption in this country and/or 
that it increased production by these measures? I have seen very 
little evidence of that, but I was wondering what your judgment was. 

Mr. McCuoy. I do not think it has been reflected in increased pro. 
duction or increased consumption ? 

Senator Lenman. I do not think it has been reflected in increased 
production to any substantial degree, and that was one of the justifica- 
tions that was given for these tax cuts, which certainly were very sub- 
stantial and which at least in part, or considerable part, contributed 
to the existing deficit and to succeeding deficits. 

Mr. McCioy. Well, I think that the effects of the increased produe- 
tion would be delayed. It may be a little early to see the full effect of 
it. But with the earnings which these companies, as you point out, 
made, they do have greater funds available for expansion and for the 
development of their production. Maybe it is a little too early to 
judge the effect of the repeal of the excess-profits tax or the accelerated 
depreciation. I would certainly think, however, that the availability 
of those funds for expansion and improvement in plant would ulti- 
mately be reflected in increased production. 

Senator Leuman. A substantial part of those increased earnings 
were paid out in dividends. 

Mr. McCoy. Some in dividends. 

Senator Leuman. Which would benefit a certain number of stock- 
holders, but I do not think the record will show that any substantially 
large percentage of the earnings of these companies was plowed back 
into the comps nies themselves a as in prev ious years. 

Mr. McCroy. I think a substantial amount was plowed back, but 
even that which went out in the form of dividends may eventually 
find its way back, because as you point out it may have had an 
effect upon the value of the stocks. Thus, it might very well induce 
or create further means of raising capital, which in turn would be 
applied to plant and generally meet the needs of the expanding econ- 
omy of which this country is so representative. 

Senator Roserrson. Will the Senator from New York yield? 

Senator Leuman. The chairman has the floor. 

Senator Roperrson. Mr. Chairman, I read the weekly reports of 
production from at least six different agencies. Production has greatly 
increased over 1954, and the present ‘estimate is that it will closely 
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approach at the present rate the production of 1953. The most 
notable increase has been in construction, new houses. Stocks are now 
running at an alltime high. Steel has jumped to 86 percent of capac- 
ity. Automobiles have jumped from a low in the early fall of 1954, 
probably in part due to changeover in models, to an alltime high 
in January, for instance, at the rate of 8 million units a year, which 
nobody believes can be sold in a full year’s time. All those things 
have totaled up to a very marked increase in production in the 
Nation. 

Mr. McCoy. I would figure an increase of 5 percent. 

Senator Leuman. May I pursue this? 

The Cuarrman,. Is that production or plant expansion ? 

Mr. McCoy. Increase in production, up 5 percent; and the gross 
national product is now at an annual rate of about $370 billion, 
which is the same as it was in 1953. 

Senator Leuman. The figures that-the Senator from Virginia was 
giving were, of course, comparisons with 1953—the figures he has 
given with regard to production of steel and other basic commodi- 
ties—but I wonder what they were in comparison with 1951 and 
1952. 

Senator Roserrson. The Senator from Virginia has not had the 
occasion to make those comparisons. He has just been noting the 
weekly reports. Of course, it has a bearing on appropriations, tax 
cuts, stock-market boom, and everything else related to the overall 
picture of the economy of the Nation. 

The Cuarrman. If I may interject, I think you are probably talk- 
ing about two different things, one about plant expansion and the 
other about overall production. We started off talking about plant 
expansion. Were you talking about plant expansion / 

Mr. McCuroy. I started off with that, but then I came on around to 
production. 

The Cuareman,. I think we were talking about different things at 
one point there. 

Senator Roserrson. The Senator from Virginia is talking about 
both. Four new plants started in Virginia in the last 6 months, and 
certainly that is expansion and very good for us. 

‘The CHarrman. Has the Senator from New York completed his 
questioning ¢ 

Senator Lenman. Yes. 

The Cuatrman. Mr. McCloy, I am not sure I got the final answer— 
I do not wish to pursue it if you do not wish to go any further into 
it—as to whether or not you did approve of Government deficit 
financing. 

Mr. McCroy. As a general thing, I do not. I think it is something 
to be avoided. 

The Cuarrman. I did not mean as a general thing. I mean under 
conditions existing now. 

Mr. McCoy. Well, as conditions now are, I cannot say that I dis- 
approve of the present fiscal policy of the present administration. I 
think that under all the circumstances, considering our defense posi- 
tion and other such considerations, that I would very much hesitate _ 
to criticize their present policy even though it represents a deficit. 

60650—55—30 
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The Cuamman. Mr. McCloy, would you say that your experience 
last year with regard to selling slightly more than you bought in your 
trust accounts is an unusual one or a normal one? 

Mr. McCroy. I would say that it is not usual. I would say that is 
not typical. I would guess that it is not typical. 

The Cuamman. Did you give the total in personal trust funds in 
your bank? 

Mr. McCoy. I gave the overall total. 

The Cuamman. Two billion overall? 

Mr. McCuoy. Yes. 

The Carman. Would you care to break it down as to how much 
is personal ? 

Mr. McCoy. I would prefer not to. I think our competitors 
would like to have it. I would be glad to give it to you 

The Cuamman. I do not know if it is very significant. We will 
pass it for the moment. The only point I am getting to was—that 
was only its background—do you vote as trustee in the elections for 
directors, and so on, the common stocks which appear in the port- 
folios of the trusts in your bank? 

Mr. McCoy. Yes, we usually respond to the proxy requests. 

The Cuatrman. What is the normal procedure in case of a proxy 
fight for control of a corporation? Do you consult the beneficiary of 
the trust or not ¢ 

Mr. McCoy. It depends again upon the trust instrument. It de- 
pends on what our authority is. If we have a cotrustee, naturally we 
would have to consult him. If the beneficiaries are responsible adults, 
we might talk to them, although we are under no obligation to do so. 

The Citarrman. Do you? 

Mr. McCroy. I think as a practical matter we sometimes do. We 
keep a pretty close touch and study of the management ourselves. 
We know pretty much the individuals that are involved and their 
reputations and their records, and on the basis of that we make up 
our minds what our duty is as a fiduciary. 

The Cuamrman. As a practical matter, would you say that in nearly 
all cases you vote the stocks in your trust as you think wise? 

Mr. McCoy. Yes. 

The Cuarrman. Of course if you consult the beneficiaries you ad- 
vise them as to what your view is. In normal cases I would assume 
they would take your advice, otherwise they would not have their 
trust in your bank? 

Mr. McCrory. That is right. And in the last analysis, if we are 
the fiduciary, the trustee, we have to make the ultimate decision even 
though the beneficiary may differ. 

The CHarman. Under your trust indentures you do have that 
authority ¢ 

Mr. McCroy. In some cases. 

The CHarmman. Generally? 

Mr. McCrory. Generally I should say we have the right to vote the 
management. 

The Cuarrman. I believe you did participate in the proxy fight 
for control of New York Central, did you not 
_ McCrory. We did not participate in that. It grew around our 
reads, 
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The Cuarrman. What happened ? 

Mr. McCrory. We were a trustee there, and everybody was trying 
to get that stock to vote one way or the other way, and we held out 
until we could get legal and judicial-advice as to what. we ought to 
do, and finally we were impelled—as a matter of fact, a court action 
took place and we acted in accordance with our rights as they were 
determined. But we did not participate in the proxy fight at all. 
We held entirely aloof from it, tried to be as neutral as we could. 

The CuatrMan. Did you have authority to vote that stock any way 

you wished or not? 
' Mr. McCuioy. Yes, we could have voted the stocks generally. We 
had authority to vote the stocks generally. That was the way it 
was set up. ‘The vote was in the Chase so as to separate it from the 
other railroad interests under the Interstate Commerce Commission 
decree. We were anxious to get a determination of the problem in 
this particular situation as to what were our rights oad duties as 
regards voting these shares. And finally we did get into court so 
that we were protected. 

The CHarrMan. The point I think is pertinent is that here is a 
development that is rather a new one, due to the growth in size of 
trusts, and so on. The effective control—although theoretical con- 
trol is still in the lowly stockholder with 10 shares—may end up in 
your hands whether you like it or not. Is that not right? 

Mr. McCrory. Yes, that is right. In that case it seemed as if this 
block of stock was going to be the particularly decisive factor. It 
turned out not to be so, as a matter of fact. 

The CuatrmMan. But until the final count was looked at, everybody 
thought it was? 

Mr. McCoy. Everybody thought it was. 

The CHArRMAN, It was about 800,000, was it not? 

Mr. McCoy. Yes, but it turned out they had enough without that. 

The CHatrman,. It was sold, I believe, to the gentleman from 
Texas, and of course that was considered an important element, was 
it not? 

Mr. McCrory. That is right. 

The Cuarrman,. That is an important question, this control of cor- 
porations, because in so many of our big ones effective control is 
often 10 percent, is it not? 

Mr. McCoy. Yes, it sometimes is.as low as that. It depends upon 
the situation in the particular corporation, but frequently a small 
proportion is a working control. That was, of course, a very unique 
situation. As I pointed out to the Senator from New York in my 
observation, in the exercise of these rights by trustees they are very 
unxious to avoid exerting control over the companies in which they 
have investments. They do not like the idea of having too much in 
one corporation, as I say, because it introduces responsibilities. 

They like to keep out of these proxy fights. They would prefer to 
invest on the basis of the earnings oneal and dividends record and 
the company’s general prospects. They would prefer to dispose of 
their securities, assuming the market price was adequate, if they 
did not have confidence in the management rather than participate 
in an active campaign to unseat any management, unless it were a 
situation in which they could not avoid the responsibility. 
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The Cuarrman. I take it you are speaking for yourself now and 
not all trust companies ¢ 

Mr. McCioy. I think I can speak not only for the bank but for such 
trust portfolios in which I have any connection, such as foundations 
and universities. 

The CHarrmMan. It could well be that someone with a more ambitious 
and aggressive nature could well take advantage of these trusts and 
control a great many corporations ¢ 

Mr. McCoy. Theoretically, he could if it was not a violation of 
the trust. 

The Cuarrman. And dictate to the directors, could they not? 

Mr. McCrory. They could, again assuming it was not a violation of 
the trust. 

The Cuarrman. It has created a situation that did not exist, that 
is, to any great extent, until the growth of these great pension trusts 
that you have described, which T will not go into further. 

Does the Senator from Virginia have any questions ? 

Senator Ropertson. No more. 

The Carman. I would like to ask just one last question. I am 
not sure whether you would like to answer it or not. Do you think 
there has been too great a concentration of financial power in New 
York City? 

Mr. McCoy. Well, I do not happen to think so. I think that such 
concentration of financial power as there has been in New York City 
has been exercised in the main for the benefit of the country as a 
whole. I think that in every area as we are constituted in this world 
there is one section that is apt to accumulate more human beings 
than any other. In other words, there is apt to be a metropolis in 
every State and every country, and there are accumulated in that 
area naturally because of the accumulation of the population cer- 
tain resources which can be administered from that area more con- 
veniently than if they were scattered. I feel that the accumulation 
of capital in New York City and its flexibility has had a very bene- 
ficial effect throughout the country. The extent to which—— 

The Cuamman. Throughout the country ? 

Mr. McCuoy. I say throughout the country. There may be here 
and there areas that have not received the financial help that others 
have, but when you take the Northwest, the Southwest, the Middle 
West, the Southeast, the extent to which all of them have benefited 
by the accumulation of apits al, partly in New York City but not 
exclusively in New York City—the venturesomeness, the knowledge, 
and the progressive aspects of the metropolitan capital—I think they 
have all been very helpful in the development of the economy of the 
country. To be sure, the energies of each area are the fundamental 
basis for its dev elopment, but they have been assisted to a very marked 
degree by the savings that have been accumulated in places like New 
York Cit y. 

The Cuarrman. Are there any statistics that you are aware of 
that would indicate about what percentage of assets of the country 
are concentrated in New York City? 

Mr. McCioy. I am sure that there are statistics. I do not think 
I know them offhand, but I think I know the trend. I think that 
today the other areas of the country are drawing away some of these 

















STOCK MARKET STUDY 463 


assets from New York City, which I think up to a point is a healthy 
thing to do. 

The CuarrMAN. You think that is a good thing? 

Mr. McCrory. Yes; I think that too complete a concentration is not 
wise, but to have reservoirs of wealth to which people can look to 
when their particular locality itself may not possess sufficient resources 
is a very desirable thing. 

The Cuamman. Would you tell us as a final thought by what prin- 
cipal means this wealth has been brought to New York ¢ ‘ity? Rela- 
tively, what have been the major methods which they use? 

Mr. McCuoy. I suppose it goes back fundamentally to geography. 
New York City happens to be situated on the east coast, which was 
in the early days closer to Europe. It has happened to be on good 
water transportation, readily accessible. I imagine that was the fun- 
damental thing that made more people gather in 1 that particular cross- 
roads, including water as well as roads, and that from then on its 
evolution developed in terms of the imponderable balance between 
East and West, and the general accessibility to it of a network of 
railroads and the hike. That must have been the fundamental basis 
for the origin of New York City’s heavy population and its incidental 
accumulation of financial strength. 

The Cuarrman. Mr. McC loy, I appreciate very much the trouble 
you have gone to and the time you have taken to come down here and 
give us your views on this very important matter. If you have any 
further suggestions that you w ould like to give the committee, I hope 
you will not hesitate to give them. I am sure we have overlooked 
some important questions that you could testify about. 

Mr. McCoy. I cannot think of anything this morning, but if any- 
thing occurs to me during the course of these hearings, if I could 
communicate with you 

The CHarrMAN. We would welcome any further information about 
the problem, or suggestions. I thank you very much. 

Mr. McCoy. I may say for my part how much I appreciate the 
courtesy which has been shown me this morning. I hope I have con- 
tributed a little. 

The CHarrMan. You have contributed a great deal and fortified 
our resolution to a great extent. 

Mr. McCioy. I have enjoyed it very much. 

The CuarrMan. Thank you very much. 

The next witness is Mr. Marriner Eccles, the former Chairman of 
the Board of Governors of the Federal Reserve System. Mr. Eccles, 
would you care to come forward and begin your statement and go 
until 1, or would you prefer to recess and come back earlier? It 
is now a quarter past 12. What would suit your convenience ? 
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Mr. Eccixs. Whatever suits the convenience of the committee. 

The CuatrMan. I think we might as well go ahead until 1 o ‘clock. 
I am sure you have an interesting statement. Everyone knows that 
Mr. Eccles has spent many years here with the Federal Reserve Board, 
and we appreciate very much your coming down to give the com- 
mittee the benefit of your mature wisdom. 
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Mr. Eccies. I do have a prepared statement. It is a short one, 
and without the benefit of a Federal Reserve staff I have had to labor 
harder than I used to have to work on these matters. I will undertake, 
if I may, to read this statement as a basis for discussion. 

Members of the committee, in appearing before you I do not ‘pose 
as a stock market expert. However, because of my long experience 
with the Federal Reserve Board and my present varied activities in 
private financial and business affairs I have continued my interest in 
the relationship of monetary credit and fiscal matters to the economy 
as a whole. In this connection I recognize that the behavior of the 
stock market may have an important influence on the trend of eco- 
nomic developments and vice versa. My intention in this statement 
is to present only the briefest summary of the economic situation as | 
see it and some suggestions on dealing with the problems. 

I think it is agreed that the objective of our Government is to bring 
about and maintain maximum production and employment on the 
basis of economic stability. And there is increasing evidence that 
the booms and depressions of the past need not occur under peacetime 
conditions. By now the Government should have learned by hard 
experience to use intelligently the tools of monetary and fiscal policy 
in a compensatory manner so as to avoid the excesses of these evils. 
While the business cycle cannot be abolished entirely, the control of 
cyclical fluctuations is much better understood. 

We have today the paradoxical situation of a booming stock market 
and an excessive construction activity, especially in the field of hous- 
ing, and an automobile production at the rate of 8 million cars a year 
which cannot be maintained. While in the economy as a whole I see 
no inflationary developments. On the contrary, the cost of living as 
shown by the Consumer Price Index is slightly ‘less than a year ago. 
The wholesale price of all commodities is likewise practically un- 
changed. There is also more than 3 million unemployed, and unused 
capacity in almost every field of production. Furthermore, the index 
of industrial production at a 132 in February 1955 is 5 points below 
the high of 1953. It is estimated the national product for 1955 will 
approximate that of 1953, whereas with the increased labor forces and 
increased productive facilities, as well as productivity, the national 
product should exceed that of 1953 by $15 to $20 billion without in- 
creasing inflationary conditions. 

I believe, under conditions referred to, it would be a serious mistake 
for the Federal Reserve to adopt a further restrictive monetary and 
credit policy. Likewise, I do not feel at this time that the Treasury 
in its debt-management program should refund its maturing debt 
largely held by commercial banks into long-term securities. This 
action has the effect of being deflationary by reducing the money 
supply as these bonds are largely purchased by the savings and 
investment market. 

At the same time, however, I recognize there are elements of real 
danger to the economy from overbuilding of homes made possible by 
excessive easy mortgage terms: as well as the rising stock prices 
supported by brokers’ loans and bank loans on securities. 

Very briefly, the outline of a program I would suggest under present 
conditions and some of the reasons therefor, are as follows: 
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HOUSING 


Program: 1. More restrictive appraisals in the case of all FHA 
and particularly GI loans. 

2. Require not less than 5-percent down payment, increasing this 
amount if necessary, and not more than a 25-year maturity on all GI 
and FHA loans. If this cannot be done by regulation, the needed 
Jegislation should be promptly enacted. 

3. The elimination of the open-end mortgages on the FHA and 
GI loans. 

Reasons: 1. Housing starts in 1954 were 1,200,000. Estimated 
starts for 1955 are 1,300,000-1,400,000—this is practically double the 
estimated family formation. 

2. Home mortgage debt incurred in 1954 was $9,300 million. 

3. Growth of mortgage debt exceeds available investment funds, 
therefore increasing amounts are financed directly or indirectly by 
commercial banks. 

This is unsound under present conditions. 

The basic danger of the present housing boom is that while it is the 
greatest support to the economy, it is largely sustained by a rapid 
growth of debt of the middle- and low-income group. I believe a 
point of saturation is fast apprensling with serious economic conse- 
quences to the economy as a whole. 


STOCK MARKET 


Program: 1. Federal Reserve should prom 
requirements on loans on securities made by 
least 75 percent. 

2. If the value of stocks continue to rise, the margin requirement 
should ultimately be increased to 100 percent. As a matter of fact, 
they should never have been reduced in February 1953, when a 
restrictive monetary and debt management policy was being pursued 
by the Federal Reserve and the Treasury. ‘That was a reversal of the 
general monetary and fiscal policy. It looks as though the stock 
market was being favored. 

3. Congress should consider passing legislation to increase the 
holding period from 6 months to 1 year, and replace the 25-percent 
capital gains tax by a tax starting at 20 percent after 2 years and 
graduated downward according to the length of holding until a 
tax-free status is ultimately reached, 

4. Consideration should also be given to legislation dealing with the 
over-the-counter market, which is now entirely unregulated and could 
no doubt be improved in the public interest. 

Reasons: 1. The reduction in or elimination of the use of credit 
for the purpose of buying stock greatly reduces speculation. It would 
deter but little, if any, the real investors. 

2. The rapid increase in the price of stocks generally during the 
past year, supported by a growth in brokers’ loans of about $800 mil- 
lion, indicates the need for further control of stock-market credit. 

3. There cannot be a perpetual bull market, and to the extent that 
excesses are permitted to develop unchecked just so much more painful 
the decline will be, with adverse effects on the economy in general. 


ptly increase the margin 
anks and brokers to at 
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1, As to the suggested change in the capital-gains tax law, the real 
investor need not be disturbed by increasing the holding period, but 
would be encouraged by the reduction and eventually elimination of 
the tax. Only the speculator would be deterred by the measure. Nor 
do I believe the Government would lose much, if any, revenue by such 
a change in the tax law, and it would assure the availability of the 
most desirable securities at realistic prices. 

The housing program referred to and possibly the restricted credit 
on stocks would be deflationary in effect and must be compensated by 
other measures. The most important of these should be a large and 
extensive highway development long overdue. One has already been 
proposed. The program should ultimately be paid for largely by 
those using the highways through toll roads where financially feasible, 
increased “gasoline taxes, and increased charges on all commercial 
vehicles. 

I would like to put in here for consideration the question of finan- 
cial assistance in the building of the very necessary schools. We 
have, as we all know, a tremendous problem in that field, and that 
is one place that could be used in offsetting the deflationary effect of 
a hneandiane program. 

Some reduction in taxes would bring relief to the great mass of con- 
sumers, would produce an increased purchasing power, and would 
tend to lessen the need for consumer and mortgage credit, which is 
growing. The proposed $20 tax cut has been criticized as a political 
move. As to the justification of this accusation, I do not wish to pass 
judgment. But, as one intelligent step under present conditions 
designed to create more buying power to help absorb the surplus goods 
and labor, I believe it is economically sound. The temporary loss 
in revenue will be more than made up when the economy has taken 
up the present slack. A Government cash deficit is dangerous only 
when it is inflationary in effect. A balanced budget can “be brought 
about only under conditions of maximum employment and produe- 
tion. As the national product increases tax revenues will also increase 
and the cash deficit disappear. I would favor such a tax reduction, 
however, only on condition the housing mortgage terms are restricted 
as suggested and further credit curbs : applied | to the stock market. 

If there is objection to such a tax reduction or the proposed sub- 
stitute of $100 merease in individual tax exemptions on budgetary 
grounds, then, rather than not pass such a tax, it would be economi- 
cally sounder to close up some of the tax loopholes and repeal the 
dividend credit to make up for any resulting loss in revenue. 

In closing, I should like to point out that as a result of the popula- 
tion growth and the technological development that is taking place, 
we will have to increase our total production by 3 to 4 percent a year 
if employment is to be maintained. This will require a similar growth 
in our money supply as well as its use. The responsibility of bringing 
about this condition in a functional manner largely depends upon the 
monetary and credit policy of the Federal Reserve and the debt man- 
agement and taxation program of the Treasury. 

The Cuarmman. Thank you very much, Mr. Eccles. That is a very 
imaginative and original statement, which is extremely interesting to 
the committee, and I know we will like to ask you some questions. I 
will begin by asking the Senator from Indiana if he would like to ask 
some questions. 
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Senator Carpenart. Mr. Eccles, on page 2 you say: 

Furthermore, the index of industrial production at 132 in February 1955 is 5 
points below the high of 1953. It is estimated the national product for 1955 will 
approximate that of 1953, whereas with the increased labor forces and increased 
productive facilities, as well as productivity, the national product should exceed 
that of 1953 by $15 to $20 billion without increasing inflationary conditions. 

Do you not think the reason that the national product is dragging by 
$15 to $20 billion is due to the low farm prices? 

Mr. Eccies. No. I think that low farm prices might to some ex- 
tent be because the national product is $15 to $20 billion behind. 

Senator Carpruart. Let me ask you this question. 

Mr. Ecctes. I do not mean to say that if the economy was operating 
without slack that there would not be certain surplus farm products, 
but with increased purchasing power there are certainly some forms 
of products that would find a wider and a larger market. 

Senator CarenAarr. How can you come to that conclusion when 
farm prices are about 20 to 25 percent below the general price level, 
and the farmers are getting 20 to 25 percent less than they did 2 years 
ago? 

Mr. Eccues. Well 

Senator Carenart. Is that not a loss to the economy ! 

Mr. Eccies. Yes; that isa loss. That is correct. 

Senator Carenart. How do you account for the fact 

Mr. Eccies. But you have less farmers. You have a technological 
development on the farm, whereby the productivity of each worker on 
the farm is substantially increased, which tends to reduce labor on the 
farm, makes it available elsewhere, and it makes possible a lower cost 
of production on the farm. 

Senator Caprnarr. You evidently do not know the facts, because 
the cost of production on the farm is up and the selling price is down. 
One is up and the other is down. Of course, you say that you do not 
think it is having any effect on it whatsoever. 

Mr. Eccres. I did not say that. 

Senator Carrnarr. My best judgment is that it is the one thing that 
is dragging at the moment, that is, the difference between the general 
price level and the farm price level. My position is that unless you get 
those two closer together you are going to get into economic trouble. I 
do not see how farm prices can drag some 20 to 25 percent below all 
other prices for many more months without getting into trouble. You 
do not seem to agree with that, do you ¢ 

Mr, Eccrxs. I think that it would have a stimulating effect if farm 
prices were higher, so far as the farmer is concerned. The effect of 
that, of course, would also be to reduce the purchasing power to the 
people as a whole to the extent they had to pay more for food that 
they buy. 

Senator Carenarr. Let me ask you this question. Is not the price 
index of food within just a few tenths of 1 percent of the alltime high ? 

Mr. Eccirs. I do not know. I know that the cost-of-living index is 
approximately the same as it was a year ago. Asa matter of fact, it 
has been for a period of 4 years within 2 points of the same figure. 

Senator Carrnart. Which isan alltime high for the Nation. There-_ 
fore, general retail prices or food prices have not been reduced in pro- 
peerar to the price the farmers are receiving for their goods, have 
they ? 
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Mr. Eccuixs. That is correct. But there are, of course, as you know, 
other elements in the cost of the food as it is delivered to the consumer, 
which reflect taxation, which reflect the cost of transportation and 
things generally. So that for the farmer to be getting—well, the 
farmer could not get the same price for his products in the same rela- 
tionship as the retail price of food with these increases that have taken 
place without, of course, I suppose you would say subsidy. 

Senator Carruarr. You say in your statement here on page 2: 

Whereas with the increased labor forces and increased productive facilities, as 
well as productivity, the national product should exceed that of 1953 by 15 to 20 
billion dollars without increasing inflationary conditions. 

Mr. Eccries. That is right. 

Senator Carenart. Why have we lost that 15 to 20 billion dollars if 
we have not lost it through the farmers? How have we lost it? 

Mr. Eccies. Well, I think one of the ways that we have lost it is 
that in 1953, at the very beginning, starting in January, a very tight 
or hard-money-policy program was undertaken, as well as a restric- 
tive-debt-management program. That resulted in a period of 6 months 
in a contraction in the supply of money, commercial bank deposits 
and currency, of about $414 billion, and of course it brought about an 
extremely tight credit situation. I believe that tended to start the in- 
ventory liquids ition downward, the housing program and other activi- 
ties down. There was no reduction in taxes in the year 1954, that is, 
the fiscal year from July of 1953 to July of 1954. "The net result is 
_ at the Government contributed practically nothing to take the _ e 

‘to compensate for the deflationary credit contr: ction, because as I 
reaadl the budget picture for fiscal year 1954 was nearly a Sideibed 

cash budget. L think there was maybe only a $150- million deficit. So 
that that in my opinion tended to bring about the deflation or the reces- 
sion that has taken place. 

That policy, of course, was reversed by an easy-money policy and 
certain tax reductions and by this excessively easy housing program. 
Those were compensatory factors that would tend to bring back the 
economy to where it was in 1953. But it is a difficult thing when a 
downturn takes place in a dynamic economy like ours, when there is no 
inflation, to keep that economy going at the rate in which our popula- 
tion is growing, that is, our increased labor force and our increased 
productivity. 

Senator Carenarr. My question is, What does keep holding it down 
by $15 to $20 billion this year, as you state? 

Mr. Eccrzs. Well, it is a lack basically, I think, of consumer buying 
power and ability of the masses of the public to buy what we are able 
to produce. That is cer tainly one of the important factors. If the 
farmers, of course, were given enough throug subsidy to bring their 
purchasing power up to the 20 or 25 percent that you say it has 
declined, and that was provided by a budgetary deficit on the part 
of the Government, that would be introducing that much new money 
in the spending stream. 

Senator Carrmartr. We have the greatest production in the history 
of this Nation. I am sure you know, of course, that we have the 
highest metal prices in the ‘history of the Nation and that metal 
prices are going up. We have the greatest employment in the history 
of the Nation, and the consumers’ index is about at the top in the 
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history of the Nation. We only have one flat spot, have we not, and 
that is farm prices ¢ 

Mr. Eccries. Well, I would not say that that is the only flat spot 
we have. I would say that whereas we have high metal prices, we 
have low other prices, so that the wholesale commodity index is 
virtually the same as it has been for 3 or 4 years. The price of all 
wholesale commodities has not changed, and after all it is not what 
happens in one price field so far as the economy is concerned; it is 
what happens throughout the economy as a whole. 

In the metal situation, that is a special situation, especially in the 
case of copper, due to strikes and due to the falling off of importa- 
tion of copper from Chile, and also strikes in our own country and 
an increased Western European demand. 

The Cxuatrrman. How do you account for steel being at the highest 
price in the history of the Nation; and no strikes in steel ? 

Mr. Eccies. You mean the finished steel ¢ 

Senator Carrnarr. Finished steel. 

Mr. Eccties. Well, I do not know that it is the highest. 

Senator Carenarr. Will you take my word for it? 

Mr. Eccrixs. If you say so, yes. 

Senator Carenart. The reason I know is that I have been checking 
up on it. 

Mr. Eccres. If you take the whole item of all steel prices, I do not 
think there is very much difference over the period of the last several 
years. One of the reasons, of course, for the price of steel—and you 
can pick out other prices, but I do not think that it is important 
unless it is reflected in the index of the cost of living and in the whole- 
sale prices generally. 

Senator Carenartr. Do you agree that we can keep out of trouble 
und maintain a sound economy with a general price level far above 
the farm price level ? 

Mr. Eccuirs. I think the thing that determines the soundness of the 
economy is the cost of living of all of the people, rather than the prices 
of any commodity or any group. I think that due to technological 
developments prices are maintained at lower levels than would be the 
ease if we did not have this increased productivity. The technological 
development has taken place, and we continue to have wage increases. 
We have had, you know, very substantial increases in practically all 
wages the last—well, ever since the war, and that has been overcome 
insofar as the price level is concerned pretty largely through tech- 
nological development and our increased productivity. 

Senator Carenart. Mr. Eccles, the reason I am asking you these 
questions is because I have great respect for your knowledge and 
your experience and your judgment on these matters. I am very 
much concerned and worried about the dragging farm prices in com- 
parison to the general price level of everything else. I for one believe 
that we cannot maintain a sound economy over too long a period of 
time if that condition exists. I would like to find some way, if there 
is a way, to correct it—and I do not have the way at the moment—be- 
cause I think unless we do correct it we are going to get into trouble. 

I believe my 10 minutes are up. Thank you, Mr. Chairman. 

The Cuairman. Mr. Eccles, of course I would agree with the Sena- 
tor from Indiana that agriculture has not been keeping up with in- 
dustry and the stock market during the last 18 months. 
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Mr. Eccties. So would I. 

The Cuarrman. But the problem at the moment in my State and in 
the South I think is not so much the level of prices but the fact that 
production is severely and drastically curtailed under the provisions 
of the law pertaining to allocation of acreage. Just for the record, 
the parity ratio, according to this Economic Indicator which I re- 
ferred toa moment ago, “issued by the Joint Committee on the 
Economic Report, is 86 in January 1955, compared to 100 in 1952. So 
that it is substantially down. But even more important, as I say, 
in many cases is the planting restriction. 

Mr. Eccixs. What figure did you say ? 

The CHarrman. Eighty-six. 

Mr. Ecctxs. From one hundred ? 

The CHatrmMan. Well, in 1952 the monthly average was 100. It 
was 92 in 1953, it was 89 in 1954, and in January 1955 it was 86. That 
is the parity ratio. As I say, much worse in my State is this severe 
and drastic reduction in the number of acres they can plant. They may 
face bankruptcy even though there is no further reduction in price. 
In many cases they will. 

I wonder if I could bring you back to the stock market for a few 
minutes before we recess, and then we will come back at 2: 30. 

Do you think that this study by this committee has had an in- 
fluence upon the market activity in New York? 

Mr. Eccuxs. I do not think so. If so, I think it would be minor. 

The Cuamman. Do you think during the past 18 months there has 
been too much speculative activity in the stock market? 

Mr. Eccies. Well, I think I would confine it to the past year. The 
market went down in 1953, from the beginning of 1953, as I recall, 
down to September. There was some decline, not serious, but some 
substantial decline in the market at that period. That without 
question, I think, was influenced by the restrictive monetary policy 
to some extent. At that time, when the Government bonds were 31/, 
percent, bonds were put out at par, and when some of the 214’s went 
down to as low as 90, and other bonds, municipal bonds and other 
high-grade bonds, went down rather drastically, I think they became 
a buy. With the easy money policy adopted in the summer of 1953, 
and reserve requirements of the banks reduced $1.2 billion, and open 
market operations were carried out, putting reserves into the market, 
and the discount rate was dropped, it certainly made credit easy and 
readily available, and there was certainly some business in the market 
at the time. Now, that is based on earnings of the corporation per 
share, as well as the dividend income per share. 

During the past year, particularly the past 6 months, the market has 
been increasing. Stocks have been increasing in price at a very rapid 
rate, and there has not been a substantial change in the earning pic- 
ture of the corporations during that time. Well, there has been I 
suppose with some. The decrease of the excess-profits tax I am sure 
helped some of them, but the earnings per share and the dividends per 
share have gone down in the case of a great many of the blue chip 
stocks to a greatly reduced rate. 

I am sure there has certainly been considerable speculation in the 
market during the last 6 months. There has been an increasing 
growth in stock market credit. Brokers’ loans have increased dur- 
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ing the past year from $1.7 billion to about $2.5 billion. Total loans 
by brokers and banks are over $7 billion. 
’ The Cuarrman. What is that figure? 

Mr. Eccries. About $7 billion. 

The CHaiRMAN. What does that include? 

Mr. Eccies, That includes all loans on securities, all loans by banks 
and brokers on securities. That is the whole thing. Out of those, of 
course, you would have to take about $3 billion of what is spoken of 
as nonpurpose loans, and then, of course, there are loans on securities 
that are not regulated in that list. 

The growth of $800 million, of course, in credit is not large in re- 
lationship to the credit structure as a whole, but possibly in relation- 
ship to some of the available stocks it may be substantially larger 
than it would appear to be. However, it is my observation that the 
buyers of securities on margin are playing for the rise in order to get 
the benefit of capital gains, that is, the larger investors. 

I think maybe with the smaller ones it is an easy way to trade and 
a chance of a profit, the gambling instinct—everyone has a little of 
it—and the idea of making a little easy money causes them to go to 
the brokers and place orders. And it is usually on margin. I do 
not say that all cash purchases are investment, but I do say that most 
of the purchases on margin from brokers in speculative, and it is 
done for the purpose of making a quick turn and a profit. That is 
why I indicated that at this time to the extent that these loans are being 
made, I believe it advisable to stop or to reduce or restrict that type 
of credit by a selective credit control, rather than a tightening of the 
overall money market when you still have a lot of idle facilities and 
unemployed people. 

The Cuarrman. Mr. Eccles, you are familiar with conditions in 
1928 and 1927, are you not? 

Mr. Eccues. Yes, I was around then. 

The CHarrmMAN, You were around then or you have read about it 
since. Do you think there is much similarity in our situation and 
economic conditions, and especially the stock market, now and say 
1927 or 1938? 

Mr. Eccies. I would say very little; very little. The conditions 
at that time before the SEC bill was passed and before the power was 
given to the Federal Reserve to control the stock margin credit, and 
when loans were available on low margins in the market—you do not 
have that same situation now at all. 

The CHarrman. Did you happen to notice Professor Galbraith’s 
testimony of a few days ago? 

Mr. Eccres. I read a review of it inthe paper. I would agree with 
Mr. Galbraith to this extent: That the position that we are in now, 
insofar as the price of stocks is concerned and the volume would be 
more related to the situation in 1928—that is, the price and the vol- 
ume—than in 1929. And certainly stocks could go very much higher 
if margin credit was available. I am not too much concerned about 
how high the stocks go if it is not based upon credit. You can have, 
at least for a time, an advancing stock market while you have got an 
economy turning downward. I think that is what we had in 1929, 
Our economy was turning downward, and in some areas the downturn 
started a year beforé the market break. 
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The Cuatrman. Do you think that is a good thing for the country 
and a good ne for our economy / 

Mr. Eccres. I do not think so, but I think if individuals have money 
and they want to buy real estate or they want to buy stocks or they 
want to buy bonds, whatever they want to buy with their own funds— 
I think it is pretty difficult to control them. 

The CHarmman. We are not trying to control that. Do you think 
we ought to encour ange them to spec ulate on the market ? 

Mr. Eccus. No; I donot think so. I certainly donot. I certainly 
think that they should not be encouraged at all, and they should be 
educated to know what investment values are. I think that is very 
important. 

The Cuatrman. I am glad to hear you say that. This is an educa- 
tional project, as you know. 

Mr. Eccrxes. A study? 

The Cuaran. A study. 

It is 1 o'clock, and if it is agreeable to you we will recess now unti! 
2:30, and then we will come back and continue this discussion. 

(Whereupon, at 1 p. m., a recess was taken until 2: 30 p. m.) 


AFTERNOON SESSION 


The CuarrMan. Will the committee come to order. Mr. Eccles, will 
you come forward, please. With further respect to the point we were 
talking about on farm income this morning, have been handed a doc- 
ument, The Farm Income Situation, issued by the Agricultural Mar- 
keting Service of the United States Seernens, of Agriculture, and 

] 


it has a paragraph that it might be well to put in the record at this 
int. It confirms one of the speculative assertions that was made a 
little earlier this morning. It reads as follows, on page 5: 

Present prospects are for some further decline in cash reecipts from farm 
marketings in 1955. Prices of farm products are expected to remain close to 
present levels on the average but the total volume of marketings will probably 
be a little smaller than this year’s record volume. Smaller wheat and cotton 
crops are in prospect as a result of acreage restrictions. The support price for 
1955 crop wheat is moderately lower, and the 1955 corn market, mostly for this 
year’s small crop, will also be down. 

So the official forecast confirms what we were saying. 

Mr. Eccles, you commented earlier about the effect of credit in the 
housing field and others. Do you know and can you give the com- 
mittee the total amount of credit, for which I assume the Federal 
Government has a contingent liability, outstanding in the housing 
field ? 

Mr. Eccurs. At the end of the year, the total amount of mortgage 
credit was $75 billion. The Government does not have a contingent 
liability for all of that. That is the total. 

The Cuaman. Private and public. 

Mr. Eccres. That is right, and that, of course, includes the FHA 
and the GI-insured loans. 

The Cuatmman. I understood you to say that the terms of the 
present Housing Act are too—what shall I say?—too loose or too 
generous, or what is the proper word ? 

Mr. Eccies. They are too liberal. 

The Cuarrman. You think they ought to be tightened up? 
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Mr. Eccres. Yes, I do. I think the no downpayment and the 30- 
year maturity, which are the terms for GI loans, are responsible at 
the present time for the big boom in housing. The FHA terms are 
not quite so liberal. I think the downpayment may be as low as 5 
percent, and I think they can go 30 years. 

The Cuairman. Do you attribute the increase in housing produc- 
tion that you mentioned earlier to the provisions of the Housing Act 
of 1954 or to an excess of mortgage money which competes for avail- 
able mortgages ? 

Mr. Eccres. I think it is due almost entirely to the liberal terms. 
There is not any excess of mortgage money competing for mortgages. 
As a matter of fact, the 414-percent guaranteed GI mortgages are 
-elling at a discount and have been doing so for some little time. 

The Carman. Then there is not any competition for the 
mortgages. 

Mr. Eccies. That is right. As a matter of fact, there is a consid- 
erable amount of bank credit gomg into the mortgage field, both di- 
rectly and indirectly. At least one insurance company is borrowing 
and has arranged a very large bank credit line in order to take up or 
in order to continue to make their housing mortgages. So that the 
amount of savings for mortgage money at the present time does not 
seem adequate to finance the demand for mortgages without a sub- 
stantial use of bank credit. 

The Cuatrman. What company was it, I noticed in the paper the 
other day, that it overcommitted itself by $300 million on mortgages. 
It was some big insurance company. Is that Prudential ? 

Mr. Ecotes. I think it was Prudential. 

The Cyarrman. Is that an illustration of what you mean? In 
other words, they were short. 

Mr. Eccixs. What I am pointing out is that the savings funds of 
savings banks, insurance companies, and investors generally have not 
been adequate to take care of the mortgage demand. 

The Cuarrman. Mr. Eccles, is there an inconsistency in the Gov- 
ernment’s proposed new road program and inflationary housing pro- 
gram, while the Treasury and Federal Reserve are adopting an in- 
ceasingly restrictive debt management and credit policy ? 

Mr. Eccries. Well, it certainly seems to me there is. You have one 
agency of Government, or instead of one agency you have the Treas- 
ury and Federal Reserve, adopt a more restrictive debt management 
and monetary program on the one hand, while you have the Housing 
Administration and the Veterans’ Administration carrying out an 
excessively easy program of insuring home mortgages. It would 
seem to me to be much more consistent to reduce the demand for mort- 
gages by restricting the terms than it is for one agency of the Gov- 
ernment to tighten the money market so as to make less money available 
than there is a demand for. Reduce the demand for the mortgages 
instead of the supply of credit or money available to carry them, 
because you are going to need, if you are going to carry out a road 
program—which is certainly a very essential and necessary program, 
no matter how it is financed—a lot of investment funds to carry the 
cost of such a program. 

The Cuarrman. Will you describe to the committee what you mean 


by the restrictive debt management policies of the present administra- 
tion, 
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Mr. Eccies. The commercial banking system is the largest holder 
of Government securities. There is a tendency or a desire on the part 
of the Treasury to refund those securities which are lar gely the short- 
term securities into long-term securities which will be purchased by 
the nonbank investors. Now, the effect of that is to reduce the supply 
of money. I would say close to maybe half, or certainly a very large 
part of the demand deposits of the banks results from credit to the 
Government. That is where the supply of money has largely come 
from. And as those securities are sold outside to nonbank investors, 
the bank is therefore paid off. The effect of that is deflationary. 

It seems to me that Government financing has two sources, broadly 
speaking, for the money that they need. One is from the commercial 
banking system, which creates new money when they sell their securi- 
ties to commercial banks. The other source is the institutional and 
individual investors. 

If the supply of money needs to be increased, then the refunding 
or the new financing should be done through the banking system, be- 
cause that creates money, and short-term securities should be offered. 
If there are surplus investment funds available that need to be put 
into circulation, then the savings and investment funds of the indi- 
viduals in the institutions should be tapped, and in that case you would 
put out long-term investment securities. 

And there is a question in my mind whether those long-term secur- 
ities should be eligible to the banks, whether there should be the cross- 
over of selling by nonbank investors to the banks, because in one case 
you create new money and in the other case you merely put into cir- 
culation existing funds. 

So the question of debt management gets down to this—do you want 
to reduce or increase the supply of money; do you want to tap the 
bank money market and create new money or do you want to tap the 
savings market. 

The Cuatrman. Why do you think this present administration is 
shifting from the short-term to the long-term? What is the reason 
that they give? Isit supposed to be to control inflation ? 

Mr. Eccies. That is right. 

The Cnatrman. Do you think there is any inflationary tendency 
the economy other than the ea market at the moment ? 

Mr. Ecctes. No. I do not. I do not think there is any inflationary 
tendency. The evidence to me of inflation would be an increase in 
the cost of living, which there is none, or it would be an overemploy- 
ment situation, shortages. Now, we have neither shortage of labor 
nor goods nor productive facilities. And so there is no evidence or 
indication—— 

The CrarrMan. Well, the only goods we have a shortage of are 
stocks, ace orweng to what we have been hearing lately. 

Mr. Eccies. I don’t think that is an indication of inflation. I 
do not think that the stock market, like the housing field, can be 
developing an unsound situation without it influencing or affecting 
the great mass of people through their cost of living or their 
employ ment. 

The Cuamman. What I meant is there has been testimony, at least, 
that because of the rise of the large trusts, the pension trusts, and so 
on, and also the effect of capital gains, they have taken out of the 
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market large amounts of common stocks so that there is a shortage 
to satisfy the demand. Would you agree to that? 

Mr. Eccies. I suppose it depends on the price level. It would 
certainly appear that based on prices that are being paid, there was 
a shortage at prices that previously existed, and the demand is ex- 
ceeding the supply, and that is, of course, why the market has gone 
up. But, as I indicated this morning, I think there is considerable 
speculation in the market. I do not think that it is entirely due to 
the investment of pension funds, trust and other funds. 

The CuarrmMan. As a matter of fact, Mr. McCloy testified that they 
had sold more than they bought last year in his overall operations, 
in their trust funds. One other thing, Mr. Eccles. Do you remember 
in February 1953, when they started to tighten credit generally, at 
the same time they lowered the margin requirements, did they not ? 

Mr. Eccres. I think it was in February that they lowered the 
margin requirements from 75 to 50. In January a restrictive mone- 
tary policy was undertaken. The Federal Reserve banks were, I 
think, heavy sellers of Governments during the spring. There was 
a big gold outflow during the first 6 months, which was deflationary 
in effect, and that was not offset. The net result of the Federal 
Reserve’s policy during the first 5 or 6 months of the year was to bring 
about a contraction in the supply of bank deposits and currency of 
about $4.5 billion. 

The CuarrMan. But an easing of the margin requirement. 

Mr. Eccies. There was an easing of the margin requirements. 

The CuamrMan. Would that indicate any partiality toward the stock 
market on the part of this administration ? 

Mr. Eccies. Well, it would indicate that. Whether there was or 
not, of course, I could not say. 

The CuatrMan. Well, we judge only by their actions. I did not 
mean to go into their motives. But as far as those actions are con- 
cerned, it indicates a partiality to the stock market, does it not? 

Mr. Eccies. Certainly the action in reducing margins was the 
opposite to the general credit- and debt-management program. 

The CaarrmMan. Which affects business. 

Mr. Eccurs. That is right. 

The Cuarrman, Especially little business, does it not? 

Mr. Eccies. A tight-money market affects the whole economy. 

The Cuatrman. That is right. It affects people who borrow for 
business purposes, interest rates, does it not? 

Mr. Eccies. Well, instead of credit growing, it contracted. 

The CuamrMan. It contracted. 

Mr. Eccies. And that would tend to reduce production and employ- 
ment. Contraction of credit will always tend to reduce production 
and employment, which under inflationary conditions, of course, is 
the thing that should be done. 

The Cuamrman,. Do you think that under all conditions the budget 
should be balanced, the cash budget ? 

Mr. Eccixs. No, I certainly do not. I do not think the objective 
of the economy should be primarily to balance the budget. I think 
that the objective should be getting maximum production and employ- 
ment. Only under conditions of that sort can you balance the budget. ° 
The budget must be balanced out of the ability of collect taxes. 
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The ability to collect taxes depends upon the state of the economy 
as a whole. And the higher the national product, the more likely 
the Government can balance its budget. I think the conditions of 
the thirties prove d that. The Government is not like an individual in 
a budgetary sense. It could have budgetary balance, maybe at times 
a budgetary surplus, if inflation is developing. If you have shortages 
of labor and shortages of goods, certainly the best way to prevent 
the growth of inflation is to balance the budget or to create surpluses. 

The CHairman. As of the present time, do you think that the 
major problem is one of production in this country or of distribution 
and consumption ¢ 

Mr. Eccres. I think the major problem is one of distribution and 
consumption, I think that production will always follow demand. 
The source of demand, of course, is the public generally. And I do 
not believe we have shortages, generally speaking, in any field of 
production today. 

The CuarrmMan. Do you think it is legitimate governmental practice 
to change tax laws from time to time to encourage either consumption 
or production ? 

Mr. Eccres. I think that the two most important tools that the 
Government has in maintaining production and employment, if in- 
telligently used, are the monetary and credit policy that can be exer- 
cised by the Federal Reserve, and the fiscal, which is the tax program 
of the ‘Treasury, and the debt management of the Treasury. I think 
that the use of those tools is basic, ‘and taxes should, it seems to me, 
be modified or altered possibly from time to time as the monetary and 
credit policy should be to meet the economic conditions prevailing. 
And if you find that a reduction of taxes’ that would affect mass pur- 
chasing power is needed, there is nothing as important as using that 
instrument. On the other hand, if you have an inflationary develop- 
ment because of a shortage of goods and the mass purchasing power 
exceeds the supply, then consumer and other taxes that reduce the 
purchasing power of the masses will be called for. 

The Cuamman. Let’s see if we can apply what you said as a general 
principle to the present situation. You agree, T believe, that at the 
moment the more critical problem is that of consumption and dis- 
tribution. In other words, there is no shortage of goods. So the 
immediate problem is that. Do you think that ‘the credit policy, the 
policy that you just described, debt management, and the easing of 
the terms for margin trading is a wise solution to that problem—the 
present policies of ‘the Government. 

Mr. Eccies. Let me get that straight. 

The Cuairman. I believe we agreed that as of the moment the more 
diflicult problem confronting us is consumption. That is the thing 
we ought to do, try to increase consumption and use up the surplus 
productive capacity. I believe we are agreed on that. 

Mr. Eccries. Yes. 

The Cruarrman. I am asking you—are the present policies of this 
Government designed to ace omplish that purpose, that is, the ones we 
have just mentioned, the easing of margin requirements, reduction 
from 75 to 50. It is true that it has gone back to 60. And also the 
tightening of credit in the business field outside of poe. Is that 
designed to solve the problem of consumption? We might mention 
the other policies of last year’s tax program, that is, the amortization 
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provisions, the dividend credits and so on. Were those designed for 
this particular set of circumstances ¢ 

Mr. Eccuzs. I do not think so. 

The Cuarrman. That is what I wanted to know—if you think it 
was wisely done. Are we pursuing the right policies in this field. I 
know of no one better qualified to judge than you are. You spent 15 
or 20 years on this very problem, did you not ¢ 

Mr. Eccues. I was here 174%. I came when the income was $40 
billion and I Jeft here when it was over $300 billion. So I saw quite 
an evolution. Of course, there was some inflation in the meantime, 
due to the war expenditures, 

The Cuarrman. If you could eliminate the inflation, or if you 
calculate out the difference, the effect upon that monetary amount you 
have expressed, what proportion would it be? Was there as much as 
50 percent inflation during that period ¢ 

Mr. Eccies. The purchasing power of the dollar, I think, in the 
beginning of the war—lI do not know how the comparison would be 
with 1932 or 1933, but from the beginning of the war up to the present 
time the dollar decreased in purchasing power, I think, around 47 or 
{8 percent. In other words, the present dollar is worth about 53 or 54 
cents as compared with the dollar in 1940. 

The Cuatrman. What 1 wanted to say is that making allowance for 
the inflation, the figure for the gross national product you mentioned 
was still enormously increased during that period. 

Mr. Eccies. It doubled. 

The Cuatrman, That is right. I yield to the Senator from New 
York for some questions. 

Senator Lenman. Mr. Eccles, I want to ask you some questions. I 
think you may have been in the room this morning when I asked Mr. 
McCloy a question regarding the tax program of 1952 in which taxes 
were repealed or allowances made which cost the Treasury of the 
United States I think approximately $3.5 billion or $4 billion. The 
justification for that was that by repealing the excess-profits tax and 
giving the right to accelerate depreciation and other things, the pro- 
ductive capacity of the country would be substantially increased and 
employment would also correspondingly increase. 

There is no doubt in my mind at all that the things that were in- 
cluded in that tax bill, the elimination of the excess-profits tax and 
the other things, were helpful to some corporations, very greatly 
helpful to the corporation and its stockholders, and had an effect on 
the market value of the securities. But I wonder whether to any 
extent they increased the productive capacity of the industries of this 
country and did as a matter of fact give substantially increased 
employment, 

Mr. Eccies. I do not think anything in the proportion to the re- 
duction. The tax reductions that you refer to were in 1953. 

Senator Lenman. Yes. I said 1952—it is 1953. 

Mr. Eccies. Unemployment went down, of course, commencing in 
1953 and through to the latter part of 1954—that is, the employment 
down, unemployment increased. And production, or the national 
product, likewise declined. And, of course, we had a substantial re- . 
cession. That situation has been or was reversed during the latter 
part of 1954, and T think the thing that brought about the reversal in 
the downturn was the compensatory actions that were taken, primarily 
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the excessively easy money policy that the Federal Reserve put into 
effect in the summer and fall of 1953 and carried through most of 1954. 
But the thing that helped the recovery mostly, I think, was the exces- 
sively easy ¢ redit and terms on housing. The business funds, working 
capital, have continued to increase with the growth of the economy. 
Especially the larger concerns have not been short of working capital. 

Now, while this housing credit has been going up, consumer credit 
has likewise been going up, and business loans are several hundred 
million less than they were a year ago at this present time. 

The favorable tax, that is, the accelerated depreciation, did reduce 
the Government revenue, because that is an item of expense, as you 
know, and the greater the depreciation, the less the revenue of cor- 
porations would be by reason of that. 

Senator LenmMan. Well, not the speed. If you increase the speed 
of depreciation, it certainly in the long run decreases the revenues 
which the Government will obtain. I am not quoting exact figures, 
but if the current annual rate of depreciation, let us say, is 5 percent 
on machinery—I do not know whether it is 5 percent or some other 
figure—-and you double that, certainly it must necessarily affect the 
revenue, in my opinion, of the Government. 

Mr. Eccirs. Well, yes, of course it does. There is no question but 
what while funds are being spent on new plant and facilities, it is in- 
flationary; while they are being charged off through depreciation, it 
has the opposite effect. The Government will collect less revenue as a 
result of an accelerated depreciation than they would otherwise, and 
it will, therefore, tend to add to the budgetary deficit. 

Senator Lenman. That is exactly w hat I was driving at. May I 
quote from your statement, which I read with great interest. I was 
not here when you presented it. On the first page, third paragraph, 
you mention just two activities in which you believe there is ere 
production. One is housing, to which I will refer in a minute. I do 
not agree with you on that, but I can see that there has been : an increase. 
And the other one is the production of automobiles, the i increase in 
production at the rate of 8 million at the present time, if that is the 
correct figure. 

Mr. Eccixs. That may include trucks, too. That is a temporary 
situation. 

Senator Lenman. I am quoting your figures here. 

Mr. Eccries. That is a temporary situation. 

Senator Lenaan. Which I do not think had anything directly to do 
with the fiscal situation, but which came about because of a demand, 


and also because, to some extent, of a vacuum that had occurred. But 
then you go on to say 


Furthermore, the index of industrial production at 132 in February 1955 
was 5 points below the high of 19538— 


which was the year, as you pointed out, that the tax bill was enacted. 


It is estimated that the national product for 1955 will approximate that of 
1953, whereas with the increased labor forces and increased productive facilities, 
as well as productivity, the national product should exceed that of 1953 by $15 
billion to $20 billion without creating inflationary conditions. 
If the index of industrial production in February 1955 was 5 points 
below the high of 1953, and there still remained approximately the 
same number of unemployed as of that time, it would not seem to me 
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that the tax measure was justified only because of the hope of increas- 
ing production, but which unquestionably created an additional 
deficit in our fiscal situation. I am quoting your own language and 
your own figures, of course. 

Mr. Eccres. Yes. Well, the point I meant to make there is this. 
We have no inflationary development taking place at the present time, 
in spite of the fact that we are building houses at practically twice 
the speed of the family formations, and, of course, such construction 
cannot be maintained with safety; that we are producing automobiles 
at a much greater rate at the present time; that even under those con- 
ditions, we still have 3 million unemployed ‘and we still have idle facili- 
ties and surpluses. So it seems to me that we are not justified under 
those conditions—and the cost of living has not gone up, it is slightly 
less than a year ago—— 

Senator Lenaan. I am correct, am I not, or justified in quoting 
your figures that the index of industrial production in February of 
1955, this very year, last month, was still five points below the high 
of 1953. 

Mr. Eccies. That is right. 

Senator Lenman. I am not going to discuss automobiles, because 
it would look to me very difficult 

Mr. Eccixs. Well, I am speaking of that only as a factor. 

Senator Lenman. You do mention housing, and I wanted to discuss 
that for a minute, because that is an activity which does come within 
the jurisdiction and purview of this committee. 

You say housing starts in 1954 were 1.2 million and estimated starts 
for 1955 are 1.3 million to 1.4 million. That is practically double the 
estimated family formation. 

We have had a great deal of testimony here to the effect that about 
2 million new units are necessary to take care of the new family forma- 
tions and to make up the backlog of perfectly inadequate and in many 

cases unliveable housing. It is estimated that while 2 million are 
required, only 1.2 million new starts had been taken last year and it 
probably would not be substantially larger this year. 

I wonder whether it is fair to use the figure of housing needs, use 
the figures of estimated new family formations, as the test of what is 
needed in housing. We have only just started our slum-clearance 
programs in every large city. Of course I know more about the New 
York program than that of other parts of the country. Whole, great 
areas of slums should and must be cleared, new housing must be found. 

Mr. Eccres. That is not the FHA and the GI mortgage housing 
that I am referring to here. The housing that is being done in con- 
nection with the slum-clearance program is largely known as public 
housing, which, of course, is an extremely smal part of the picture. 
The real problem, it seems to me, in our housing is the speed with 
which we are trying to get caught up. As TI pointed out, bank credit 
s being used to an increasing degree. Government bonds are being 
sold to take over mortgages. And the savings, investment funds, 
seem to be exceeding today the demand for funds. And housing is 
one of the biggest factors in the investment market. 

Last year, 1954, mortgages rose to about $9 billion in the 1 year. 
This year they are expected to even exceed that. And as a result, 
they are selling at a discount, a 414 percent mortgage. 
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I would like to see a restriction on the speed with which these houses 
are being built so that at least the supply would not greatly exceed 
the market demand from the investment or savings funds. 

There is also, of course, investment opportunity or demand for 
funds for schools and other public activities of cities, counties, and 
States, that must be taken care of, and, again, we are talking of a 
huge road program. And it seems to me that it would be a better 
balanced situation to put this housing development on a sounder 
credit basis, the private housing development, than to get the mass 
of our people in debt to the extent they are going in debt on a no-down- 
payment 30-years-to-pay basis. 

{ am very much in favor of a housing program, but I think the 
housing program has got to be related to other activities in the econ- 
omy. And I think that part of it is out of balance. And the Fed- 
eral Reserve, in order to curb the expansion of credit going into the 
housing field and possibly into the stock market, are adopting a more 
— ictive monetary policy. 

I do not like to see that kind of policy adopted while we have still 
got 3 million people out of work and we have still got a national 
product maybe 15 to 20 billion below what it ought to be. 

Senator Lenman. Well, in the first place, 1 do not think you can 
completely separate the FHA activities from the private investors’ 
activities so far as housing is concerned. A large part of the 1,200,000 
new starts last year were FHA-guaranteed mortgages. 

Another thing which confuses me very much, which I cannot quite 
follow you on, is this: For a very long time, certainly ever since I 

came to Washington 6 years ago, I have been told that the answer 
to inflation and higher prices is more production instead of less pro- 
duction. 

Mr. Ecorxs. That i - right. 

Senator Lenman. I do not know why that should not apply to 
housing, in which there is still a very great unsatisfied demand, as 
well as to other demands. 

Mr. Eccies. Of course housing is a reflection of a specialized opera- 
tion in the building field. And if there is any activity where there 
possibly is not surpluses, it is in some of the housing materials, and 
those are the ones that have advanced considerably the last 6 months 
the cost of housing, because of the huge demand, and the demand is 
created by the no-downpayment. The demand would be far less if 
there were a required downpayment. Iam sure that the demand for 
automobiles, if there were no downpayment and a longer time to pay, 
would likewise be much greater. I think unless you have a real de- 
flationary situation, the no-downpayment is rather unsound financing. 

Senator Leaman. You suggested as a substitute the building of 
roads. 

Mr. Eccies. That is right. 

Senator Leuman. That would have to be almost 100 percent Gov- 
ernment financed. And when I say “government,” I do not mean 
necessarily the Federal Government alone. It would have to be either 
through the Federal Government or the States and so forth. But 
it would all be governmental. 

Mr. Eccrzs. But the Securities may well be sold to the investment 
market, just like the mortgages ages on houses are sold to the investment 
market. So the source of the funds, unless it is a public deficit, would 
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come from the investment market, whether they are housing or road 
securities. ‘ 

The road program would be paid off over a period of years, of 
course, by levying a tax on, as I suggested, gasoline and commercial 
vehicles and possibly toll roads, where possible. The road situation, 
it seems to me, is way behind our housing situation. We need much 
better roads to help to take care of these huge housing developments 
that are taking place in the suburban areas. Our road construction 
is way behind in that field. And I am somewhat concerned in this 
housing field about reaching a point of saturation, at least temporarily, 
and an unsatisfactory reaction developing because of the fact that 
so many purchasers have no equity in their properties. 

Now, what has been happening is that the FHA starts are not the 
ones that are growing. The real starts are the GI loans. In January 
of this year, on the no-downpayment 30-year loans, it is estimated 
that they account for about two-fifths of all the GI loans, and they 
account for one-eighth of all mortgage loans. 

Certainly I am not talking here about cutting back on housing 
drastically. 

The Carman. Will the Senator yield right there on housing? 
Is it not true that we have had this terrific impetus given to housing 
that you have mentioned and even to roads in the past but none to 
the building of schoolhouses, certainly by the Federal Government? 

Mr. Ecctxs. I am willing to add schoolhouses. 

The CHArRMAN. Would it not be wise to substitute that for a while? 
There is where the much greater need is in the building field; is it 
not 

Mr. Eccxes. I think you need schoolhouses very badly, that and 
roads. I would like to see housing cut back on a more sound financial 
basis to where it is, say, 1 million units or 1.1 million instead of 1.3 
million or 1.4 million. Just that difference, I think would take off 
the supply of housing or reduce the supply of housing mortgages more 
nearly to the market, more nearly to the funds that 1 may be available 
for investment. But I think it is unsound to have a market, such as 
we have got today, where a 414 percent insured GI loan is sold at 
a discount, at 96, 96.5, 97. And the natural effect cannot help but 
be to greatly i increase the cost of Government financing, because bonds 
held by the Government are likely to be increasingly shifted into 
mortgages, and that creates a further discount in Government secur- 
ities, increases the interest rate the Treasury is required to pay for 
its financing, and particularly any long-term financing. 

Senator Lenman. I agree with you as to the necessity of roads, 
I certainly have always supported any program to that end. I also 
very strongly feel the necessity of more schoolhouses. I hope we will 
be able to pass an adequate bill to provide money for the construction 
of schoolhouses. The bill that has now been under discussion a long 
time, which was suggested by the President, in my opinion is entirely 
inadequate. 

But we were all right on these GI loans until the Secretary of the 
Treasury issued this billion dollars of bonds at 314 percent, which I 
believe was an arbitrary jump of one-half of 1 percent. I think that. 
was about a year ago. That, of course, meant that every other loan, 
particularly mortgage loans, ‘went up. -We in Congress increased the 
limit on GI loans, I think, "from 4 to 41% percent at that time. It 
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would not have been necessary in my opinion if it had not been for 
the issuance of this billion dollars worth of bonds which affected the 
entire bond market, the entire mortgage market, and I think brought 
about a good deal of dislocation. 

The Cuarrman. I wonder if the Senator would object to getting 
off the subject of housing to something else for a little bit. 

Senator Lenman. I will get off that. I was only trying to get a 
little more light on what Mr. Eccles said. 

The Cuarrman. You will not convince him, I guarantee you. You 
cannot change his mind, if that is what you are looking to. 

Senator Leaman. I have brought up the question of institutional 
buying, and pointed out that today 28 percent, according to the testi- 
mony before us, of the listed securities were held by institutional in- 
vestors, which I explained was various kinds of institutional buying. 
‘That apparently is going up. Certainly it must have had a great 
impact on the market already. Are you worried about that at all in 
the future, the impact of an increasing accumulation of securities 
through institutional purchases? 

Mr. Eccres. No, I am not worried about it. It seems to me that it 
is inevitable with the growth of the economy, with the growth of our 
savings and our insurance institutions, and with the trend toward the 
setting up of pension funds by an increasing number of corporations. 
Those funds, of course, are savings funds. Some of them are what 
you may term “voluntary savings” and others are enforced savings. 
Insurance is voluntary, savings is voluntary, building and loan is vol- 
untary; the pension funds are a form of enforced savings. Those 
savings, together with the retained earnings of corporations, plus the 
depreciation taken, which is also savings, must find their way back 
into the economy or you get oversavings. They must find their way 
back into the financing of the building of homes, municipal financing, 
industrial, capital financing of all kinds, and also the financing of the 
public debt. That is the use, then, of these savings funds. 

Now, in a growing economy we must have and should have a 
growth of these savings funds. You may reach a point where the 
growth of savings funds becomes excessive and they become greater 
than the need for capital expansion. In that case, it would mean a 
shift in taxes that would tend to reduce savings and increase consump- 
tion. There are certain taxes that help consumption. There are other 
taxes that help savings. If you get too much in savings, through these 
institutions that you have indicated, it would mean a shift in the taxes. 

I think the whole problem can be met through fiscal debt manage- 
ment and monetary policy. I think it goes right to the heart of the 
whole problem of whether or not we have excessive savings or a short- 
age of savings. 

Senator Lenman. 28 percent of all the securities listed is a pretty 
substantial percentage, is it not? 

Mr. Eccres. Well, maybe the companies had less depreciation or less 
retained earnings; they would issue more securities, they would raise 
more money in the capital market, either in equity form or in debt 
form. But a great portion—maybe it is too great—of corporate fi- 
nancing is done out of retained earnings and accelerated depreciation, 
end they do not have to issue enough new securities to absorb some of 
these funds that you have indicated. 
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The Cuarrman. Mr. Eccles, on page 4, where you state your pro- 
posal with regard to the capital-gains tax, I wonder if you would 
describe that a little more, and how do you think it would increase 
the supply of stocks. 

Mr. Eccies. How it would what? 

The CratrmMan. I understand you said this morning you thought 
it might increase the supply of stocks, or at least it would not lock in 
the stocks as has been alleged. 

Mr. Eccies. Well, my proposal is, as you note, to lengthen the hold- 
ing period. 

The CuatrMan. To 2 years. 

Mr. Eccres. To 1 year, from 6 months, and then not to reduce the 
eapital-gains tax until after 2 years. 

The CruatrmMan. I understood after the end of 1 year, and then for 
the next year it is 25 percent. 

Mr. Eccres. That is right. 

The CuatrmMan. And then the next year 20 percent. 

Mr. Eccres. Then the next year it would be 20 percent, and then it 
would be reduced over a period of time, whether it is over the next 
5 years or the next 10 years. But at least the point I was making here 
is that that in no way of course would be of any help to the speculator. 
It would really help the real or the true investor. 

For instance, anyone today who has a farm or a home or a personal 
business or a little stock in a family company which has always been 
an investment with them and their means of a livelihood, if they get 
to the point of selling it, they have to pay 25 percent, no mattér how 
long they have held it. And certainly that is true of stocks in larger 
companies that have been held by groups for a great many years. And 
they go into estates, anr they pay no capital-gains tax as they go into 
an estate, because then the beneficiary of the estate takes over the 
security of the estate. And there is a great hesitancy to sell any asset 
where there is a substantial capital gain. 

I think that it would make available assets generally of all kinds 
if this capital-gains tax was gradually eliminated. I think that if it 
did make available stocks and other assets that had been held for 
investment, the effect of that, it seems to me, would be to tend to reduce 
the shortages. 

The Cuatrman. It has been proposed here by some other witness—- 
I do not remember which one—that the time should be shortened 
rather than lengthened. You would be opposed to that? 

Mr. Eccrxs. I think if you shorten it, all that does is help the 
speculator. I mean it increases the activity in the market, the turnover, 
and the shorter the holding time the greater the inducement to specu- 
late. 

The Cuatmrman. Then you would say if you shorten the period, it 
would add to the speculative element in the market. 

Mr. Eccres. I think it would add to the speculative element in the 
market and it would have a tendency to increase prices under present 
conditions. 

The Cuatrman. What would be the effect if it were eliminated al- 
together and there was no tax on capital gains. 

Mr. Ecctxs. I would not take off the tax altogether on capital gains: 

The Cuarrman. What would be the effect if that were done? 

Mr. Eccrxs. I doubt if it would have very much of an effect. 
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The Cuamman. Would it increase—— 

Mr. Eccres. If it were taken off altogether, I think the Govern- 
ment would lose, of course, substantial revenue. There are a lot of 
holders of stocks that would sell if they had no capital-gains tax to 
pay. It might increase the supply. But on the other hand, the fact 
that there was no capital-gains tax to pay might likewise increase 
the demand. So that one may well offset the other. It is not a one- 
way street. Certainly those who would be induced to sell may be off- 
set by those who would be induced to buy because of the lack of capital 
gains, 

The CuArrman. Do you think that speculative purteipnians in the 
stock market would be increased by removing all capital-gains tax? 

Mr. Ecctxs. I think it would increase the activity; I certainly do. 

The Cramman. Speculative activity? 

Mr. Eccties. I think so. I think it would increase the speculative 
activity if you reduced the capital-gains tax, and likewise it would 
increase it if you reduced the holding period. 

The Cuarman. Last week we heard that the stock market was 

rimarily a mirror reflecting general business conditions. This week 

Profesnée Galbraith pointed out that the market frequently goes its 
own way, especially when speculative activity gathers momentum. 
How do you regard the stock market in the light of the current busi- 
ness situation ¢ 

Mr. Eccres. Well, I think the stock market is a reflection of both 
the business situation as well as a speculative opportunity. I think 
that yOu cannot ignore certainly the business situation. With a real 
business downturn, the stock market would respond, if not immediate- 
ly, ultimately. There was a business downturn beginning in 1928, 
and the stock market went counter to the downturn. It was very mild, 
unemployment increased some, and there began to develop surpluses. 
The cost of living as well as wholesale prices were receding the entire 
period of 1929 while the stock market was going up. And I think the 
stock market, when it collapsed, was certainly a reflection in part of 
the general downturn in business. But it did not immediately follow. 
And I think it can go counter, but only for a reasonably short period 
of time. The more credit that is available in the market, the more 
speculation that can be generated. And of course speculation can 
gain a certain amount of momentum for a time. 

But I do not think the situation today is comparable to the situation 
in the twenties, because the amount of credit in the market is extremely 
small, the opportunities for borrowing on the slim margins that were 
borrowed on at that time are no longer available. The rules and regu- 
lations of the exchange are entirely a different matter than they were 
then. So I do not think the same dangers are at all inherent in the 
situation. 

The Cuarman. Let us compare with 1945. Do you recall what 
happened to stock prices in 1945-1946? First, were you chairman of 
the Board of Governors of the Federal Reserve in 1945-1946? 

Mr. Eccurs. Yes, sir. 

The Cuarmman. Do you remember what happened to the stock 
prices in 1945-1946? 

Mr. Eccres. Well, only generally. I think they went down in 
anticipation — of the time and then they turned around again. It 
seems to me they went up in 1946. 
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The Cuamman. I will refresh your memory. Standard and Poors 
combined index shows 480 stocks rose 42 percent from January 1945 
to May 1946. That is comparable, is it not, to the rise of last year. 

Mr. Eccrxs. That is right. 

The CHatrMan. Our economy generally was comparable to the 
present economy, more so, at least, than 1928, was it not? 

Mr. Eccues. I do not think it was comparable to either 1928 or now. 

The Cuareman. I mean it was a large, expanded economy, we had 
a large gross national product and soon. It was not a small, restricted 
economy. 

Mr. Eccrtxs. There was an abundance of money and credit avail- 
able due to the price controls and restrictions during the war, and due 
to the huge amount of war financing which had been done, which 
created this abundance of money. 

The CuamrMan. What did you do to influence the stock market in 
1946, as Chairman of the Board of Governors of the Federal Reserve ? 

Mr. Ecctes. Put 100 percent margin on. 

The Cuamman. Why do you not think it would be wise to do it 
now? What is the big difference between 1946 and now? 

Mr. Eccies. I do not think the situation is as inflationary as it was 
at that time. I think there were shortages in every field of activity 
at that time with a huge surplus of funds. There were shortages of 
goods. 

The Cuamman. I am not talking about general credit. I am talk- 
ing just about the market. The increase in the market was very simi- 
lar, was it not? 

Mr. Eccies. Well, when: 

The CuarrMan. Why did you become so disturbed about the mar- 
ket itself ? 

Mr. Eccrxs. Well, the conditions were very different. And at the 
present time I would not hesitate, if the market continues to grow 
and credit continues to go into the market, to put on a 100 percent. I 
said so in the statement that I gave this morning. 

The CHamrMAN. You would go to 75? 

Mr. Ecctes. I would recommend 75 percent at the present time, and 
if the market continued to rise and credit continued to go into the 
market, I would increase it to 100 percent. 

The Cuatrman. You do not think the increase from 50 to 60 per- 
cent represents any timidity on the part of the Federal Reserve, do 
you’ 

Mr. Eccies. Well, no; I do not think that. I think that the Federal 
Reserve possibly felt that they would indicate to the market their 
displeasure with the speed with which the market was going up and 
the amount of credit in the market, with the hope that there may be 
some correction as a result of that indication. Very often action by 
the the Federal Reserve can have an important psychological effect. 
Certainly in the case of increasing the discount rate, in the case of its 
open market operations, it has often an influence which is significant 
beyond the effect of the action itself. 

The Cuarrman. Would it be fair to say that they did not intend it 
as any actual restriction but as a gesture of disapproval of the rapidity 
of the rise, as a suggestion as to what they hoped the participants 
would do voluntarily? Do you think that is fair? 
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Mr. Eccies. I think so. I think that may well have been certainly 
an important factor in the action they took. 

The Cruatrman, I would think a very justifiable thing to do if they 
judged at that time there was no need of very serious restriction. 

Mr. Eccixs. I think it was a proper action to take. I am only say- 
ing that inasmuch as the market continued to advance rather rapidly 
and credit continued to grow that another increase of 15 percent would 
be calle d for. 

The Crainman. I see. The Federal Reserve Board’s margin re- 
quirements limit the amount which any bank can lend for the purpose 
of purchasing or carrying listed stocks. The same does not apply to 
unlisted stocks. Can you tell us if there is any good reason for this 
differential ? 

Mr. Ecc rs. Well, except the practical job of controlling unlisted 
stocks. In the case of unlisted stocks, you do not have such a market 
as to be able to determine what the margin should be. That is one of 
the reasons. 

The Cuarman. What would be difficult in administering a pro- 
gram that said as to unlisted stocks the bank’s loan could be no higher 
than a certain percentage of what the borrower paid? 

Mr. Eccues. How is that again 

The Crrarman. Take the price that the man who is borrowing paid 
for the stock as its value and say they shall not lend more than 50 
percent of its value. Tt does seem like an anachronism that on un- 
listed stocks a bank can lend any amount it wishes and only a certain 
amount on listed stocks. That seems a rather odd difference. Why 
could you not say they would lend no more than a certain percentage 
of its purchase price ? 

Mr. Eceies. Of course, on the unlisted stocks I think that most of 
the borrowing on unlisted stocks is done directly from banks, and— 
I may be wrong—I think your brokers’ loans, your margin trading, 
are done primarily in the case of listed stocks. 

The CuHarrman. That.is correct. Tagree with that. I do not think 
a broker is authorized to lend on a margin on unlisted, is he? 

Mr. Eccues. I do not know. 

The Carman. I think not. 

Mr. Eceres, I do not know whether they are. 

The Cratreman, In any case, I was thinking of the banks. I think 
they are the only ones who lend on them. 

Mr. Ecctrs. Yes. The difficulty with that is that you have unlisted 
stoc “ks of very small companies that are owned by a very few people, 
and there is no way of really determining what the market price of 
the stock is. And also they may have been held for a good many 
years so that the determining of what the purchase price of the stock 
was to the borrower would be rather difficult or impractical. 

The Cuatrman. Tsee. So then the only reason is just the practical 
one of applying it? 

Mr. Ecctes. That is the principal reason. T think it is. 

The Cuarrman. I asked some other people and they could not think 
of a reason. TI thought perhaps you might know one. It seemed a 

rather odd difference existing. 

We hear from time to time that nonpurpose loans spill over into 
securities trading. Is that correct from your knowledge and observa- 
tion? 
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Mr. Eccies. How is that again ¢ 

The CHairman. Nonpurpose loans, loans made by banks—not for 
the purpose of purchasing stocks, but where they very often use 
stocks for collateral, that still finally find their way into the securities 
markets. Is that true or not, or do you know ¢ 

Mr. Eccues. It is very difficult to follow a loan made on a listed 
stock. 

The CHairmMan, Yes. 

Mr. Eccies. A person may have funds in the market, and they may 
borrow on a listed stock to pay taxes or for other purposes, whereas 
you could say that the loan was to buy stocks because if they had not 
bought stocks they would have had enough money to pay taxes. 

The Cuamman. That is right. 

Mr. Eccies. So it is a very difficult thing to follow, and all you can 
do with the borrower if he is borrowing on listed stock is to sign a form 
that is provided, and if he says that he is not borrowing for the purpose 
of buying listed securities there is nothing you can do about it. 

The CHamman. Did you at any time in the Federal Reserve make 
any check upon what actually was done with these just to find out? 
Did the Federal Reserve ever do that that you know of 

Mr. Eccies. Not the Board. I think the examiners, the national 
bank examiners— 

The Coammayn. I just wondered if there were any studies made of 
that. 

Mr. Eccres. I think the national bank examiners, when they go in 
and cheek a bank, check all loans, and loans 

The CuairmMan. No, what I meant was, Has anybody ever taken the 
trouble to study, to follow through and ask the people after the loans 
were made, to find out if there was much diversion of this type of loan 
into the securities market? You do not know of any such study ¢ 

Mr. Ecctxes. No, I do not. 

The CHamMan. In your own banks—I understand you are in the 
banking business—have you ever done that ? 

Mr. Eccies. No. 

The Cuainman. Do you do it asa practice ? 

Mr. Ecctes. We do not. 

The CHarrMan. Well, what procedures, if any, do commercial banks 
follow in mocking such loans? Do they have any procedures? 

Mr. Eccnes I do not think they do, and I do not see how they can. 
If you havea good customer who comes in and wants a loan and offers 
a listed security and says it isn’t for the purpose, I do not think you 
can do anything about it. 

The CHatrmMan. Well, perhaps you could not. I thought you might 
be curious to know whether these people actually did what they said 
they were going to do. 

I believe you i have engaged in business for a long time in Utah. Is 
that not correct? 

Mr. Eccres. Yes, sir. 

The Cuarrman. You still have interests in Utah ¢ 

Mr. Eccres. I have. 

The Carman. Are you familiar with the deevlopment of the 
uranium business in Utah ? 

Mr. Eccxies. Well, I am familiar to a certain extent. I am not in 
the business. 
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The Cuarrman. Have you participated in it? 

Mr. Ecctes. I have not. 

The CuarrmMan. Have you underwritten any securities by the 
uranium companies? 

Mr. Eccres. I have not. 

The Cuarman. What do you think of this present boom in 
uranium stocks? Is it sound? 

Mr. Eccixs. Well, I think that it has been pretty unsound in most 
instances. Well, let me put it this way: It is very premature, of 
course, to determine what success most of these uranium companies 
will have in discovering uranium. The difficulty is that a great many 
of the uranium stocks—I suppose most of them—have been issued on 
the basis of claims that they have covering a certain area of land 
in districts where uranium has been discovered. But that does not 
indicate at all that most of them are going to find uranium. 

The public, of course, in buying uranium stocks I think as a general 
rule are doing it on the basis of hopes that uranium will be discovered. 

The Carman. Is that not the reason they buy lots of stocks on 
stock exchange, too? In hopes they will go up? 

Mr. Eccies. Except the stocks on the stock exchange do have real, 
tangible assets 

The Cuarrman. I did not say that they did not have. 

Mr. Eccries. Back of them, and earnings. 

The Cuarrman. I said hopes they would go up, not that they did 
not have value. 

Mr. Eccries. Of course, I will admit I think there are a lot of 
uranium stocks that are purchased with the hope they will go up, 
and the holder does not expect to hold them until they find uranium. 
It is an easy means of speculating or gambling. 

The Cuarrman. Do you think it would be an exaggeration to say 
that it is likely that more money will be spent on the uranium stocks 
and lost than will be made from the actual uranium discovered and 
refined ? 

Mr. Eccies. Well, unless uranium is different than the gold-mining 
booms and some of the oil operations, that would certainly be true. 

The Cuarrman. Is it your understanding that that is true in oil? 
That more money has been put into the ground than 

Mr. Ecctes. I do not think that is true of the big companies. 

The Cuarrman. I do not mean any individual. I mean overall. 

Mr. Eccres. No, I do not think so overall. I think possibly overall 
maybe there has been more taken out than put in—a good deal. I 
was thinking of the individual investors in oil, not in the big oil 
companies. I mean inoil development. There has been lots of money 
put in by individuals, and possibly much more than they have gotten 
out. I could not prove that. 

The CuarrMan. Have you not often heard that their excuse for the 
depletion allowance is that oil is such a hazardous business and that 
experience has proved that there has been more money lost, put in the 
ground, than has been taken out? That is why they must have the 
depletion allowance. 

Mr. Eccixs. That is the individuals and not the big companies. It 
certainly is not true of the big companies. 

The Cuairman. Well, it is not advanced as being true of Standard 
of New Jersey. It is advanced as being true of the industry as a 
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whole—that is, the wildcatters and the people who discover oil. That 
is, taking all of the exploration, all of the dry holes, and comparing 
that cost to what is recovered, including the big companies, that you 
would have more put in than is taken out. That is what the oil people 
themselves have argued. 

Mr. Eccies. I do not have any figures on it, but—— 

The Cuarrman. You have heard that argument made, have you 
not ¢ 

Mr. Eccies. Yes; I have heard it, but I was not too impressed 
with it. 

The CuarrmMan. You did not believe it? 

Mr. Eccues. I had doubts. I had doubts that that is true. 

The CuatrmMan. This may not be pertinent to our inquiry, but if 
that is true, then what excuse is there for the depletion allowance ? 

Mr. Eccues. I think depletion in the case of oil and in the case of 
minerals is supposed to be comparable with depreciation that is taken 
on a plant and facilities, and after you have recovered your capital, 
depreciation stops. But after you have recovered your capital in 
mining and in oil, of course, you can continue to take it. 

The Cuarrman. I mean it is not comparable to depreciation. They 
do not pretend it is. They really base it upon this factor: That it is 
so extremely hazardous and much money is lost. I have heard them 
say it in arguing with me to support it. Of course, I have a number 
of oil people in my State, and I have supported the depletion allow- 
ance on that basis. If I am wrong and Rovt been misled about this, 
I want to know about it. I have been under the impression that what 
they said about depletion was correct, because I have supported deple- 
tion in the case of the oil industry, and not on the basis that it is equiva- 
lent to depreciation at all. 

Mr. Eccies. It may be that if the depletion allowance were discon- 
tinued after the capital were recovered that there would be a good 
deal less development and maybe not enough development to supply 
our needs. 

The Cuarrman. That is exactly the argument. 

Mr. Eccixs. That well may be true that depletion allowance is a 
big inducement for the speculator or even the investor to undertake 
to put their money in oil and maybe there would not be enough go 
in if that did not exist. I do not know. 

The CHarrman. That is what they say—that there would be little 
wildcatting if there was no depletion allowance. 

I only meant to make the point with regard to uranium that it is a 
highly speculative business and whatever good may come of our ob- 
servation is simply to induce a little caution on the part of the inno- 
cent. It is usually the most innocent who fall for that type of penny 
stock; is it not? You do not find many experienced investors buying 
these penny stocks ? 

Mr. Eccrxs. No, no. 

The Cuamman,. You find it is the poor people, generally speaking. 

Mr. Ecctes. It is the little people who are the-—— 

The Cuamman. You do not have any of those penny stocks, do you? 

Mr. Eccrzs. I do not. 

The Carman. I did not expect you would have. 

Mr. Eccrxs. I would not object to going into the development of 
uranium on a basis of a direct development. But I certainly would 
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not want to go into it through the purchase of penny stocks through 
these promotions. 

The CuarMan. I understand that. That is all I meant. 

There are just one or two other questions. You have notice, I think, 
that recently a number of our large corporations, the best corporations 
in the country, have shown a substantially larger earning after taxes 
last year on a smaller volume than they had in 1953. They had larger 
earnings than they had in 1953 on smaller volume. Of course, one 
of the things is the excess-profits tax, but that is not so in all cases. 
Even with the excess-profits tax, do you think that that situation indi- 
cates that we have a really vigorous competitive system in this coun- 
try? 

Mr. Eccuirs. Well, generally speaking we certainly have. There 
may be some exceptions. But I think generally speaking we have. 
The competition, of course, always gets keener with increased sur- 
pluses or deflationary conditions. 

The Cuamman. Would you not have thought that a considerable 
part of the excess-profits tax might have shown up as a decrease in 
prices rather than all, or practic ally all, of it in profits and therefore 
it having its effect upon the stock market ¢ 

Mr. Eccies. No, I would not have thought so unless the competitive 
situation required prices to be cut in order to get markets. I think 
that a decrease in the normal tax, which is 52, the surtax, to 47, would 
be much more likely to be reflected in the price structure, because that 
tax is paid by everyone, every corporation, out of its earnings, and in 
a market of surpluses I think that a decrease in that tax would reflect 
itself in prices in a great many instances, 

The tax of 52 percent is pretty well, I think, added in to costs today, 
and to the extent that tax is reduced it would reduce what would be 
considered costs. And in goods that are relatively competitive I think 
that tax cut would be reflected in lower prices. But the excess-profits 
tax, of course, was paid by comparatively few companies in the aggre- 
gate, and in a good many instances they are companies that would 
not have to pass that on to the consumer in order to get the market for 
their product. 

The Crarmman. Well, then, I guess it is fair to say that there is not 
very much pressure. 

Mr. Eccies. There were defense 

The Cuarrman. There is not much competition now. You mean 
if times got hard and a buyer’s market turned up there might be some 
competition ¢ 

Mr. Eccres. Well, the excess-profits tax, I think, was reflected to 
a considerable extent in what is known as the defense industries, and a 
great many of those industries are specialized industries. It was not 
reflected certainly in the utilities. It was not reflected in the real- 
estate industry. It was not reflected in the food industry. I do not 
think it is reflected in the textile and the clothing industries. It is 
pretty largely in the specialized industries where the excess-profits tax 
was largely being paid. 

The Cratrman. In those companies where there was no excess- 
profits tax—and I think there were a number of them—that would 
indicate a lack of real competition? What I mean is, there has been 
a seller’s market in the last year ? 
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Mr. Eccues. Yes. Yes, there was certainly a seller’s market. 

The Cuamman. I might ask you this question with regard to the 
concentration of monetary and fiscal power in New York, as | expect 
vou are one of the few who come from any area out west. Do you feel 
that there has been an undue concentration of monetary power, influ- 
ence, in New York, control of our credit and of money in this country $ 

Mr. Eccies. Well, I do not think so at the present time. I think 
there was a time when there was a very great concentration. 

The CuarrmMan. When was that ? 

Mr. Eccies. It was certainly true in the 1920's. 

The CuatrrMan. In the 1920's? 

Mr. Eccres. I think that with the Securities Exchange Act, with 
the Banking Act of 1933, the Banking Act of 1934, the Banking Act 
of 1935, those acts made some very, very basic changes in the whole 
control of money and banking and securities markets. Cert: uinly in 
the case of the Federal Reserve, with which I am the most familiar, 
the power over the banking system and especially over the Federal 
Reserve System was |: argely transferred from New York to W ashing- 
ton with the Banking Act of 1935. 

The Cuarra@an. Is that one of the reasons, among those reasons you 
mentioned, why you have greater confidence in the stability of our 
economy than you would otherwise have had ¢ 

Mr. Eccies. That is right. I think that the powers are in the Gov- 
ernment. I think the Government today has far greater powers than 
they had at that time, and they have much greater knowledge as to 
how to use those powers. 

The Caarrman. And in addition to that, would you say that there 
has been substantial decentralization of the control of money aside 
from New York? In other words, have there grown up pools of capi- 
tal in other parts of the country ? 

Mr. Eccies. That is correct. I am very well acquainted with the 
banking situation in the West, in the 11 Western States, the 12th 
Federal reserve district, as an example. In each of those States they 
have statewide branch mani and they have some very large finan- 
cial institutions in those area 

In California, San Francisco in particular, has become a very much 
more important financial center than it was 20 years ago or 30 years 
ago. And I am sure that is likewise true of C hicago and I think 
other cities, such as Los Angeles, Seattle, throughout the country. 

The CHarmman. Why do you overlook Houston and New Orleans? 
‘The South is still in this Union. Do you not think they have done the 
same thing? 

Mr. Eccies. Well, I am not so well acquainted with New Orleans. 
1 think that I am a little better acquainted with Texas. 

The Carman. I'd say Houston has made tremendous gains. 

Mr. Eccirs. I think that Dallas and Houston have made very great 
progress in looking less to New York for their financing. 

The Cuarrman. That particular characteristic lends stability to our 
economy and at least to some extent minimizes the danger of a specu- 
lative orgy in the stock market, does it not? 

Mr. Eccrxs. Well 

The Cuarman. Or does it? I am asking you. I do not know. 
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Mr. Eccres. I do not know that that is the factor that would reduce 
the speculation in the stock market. 

The Cuatmman. No; I said minimize its effect. I mean you could 
have speculation in New York and it would not have a disastrous 
effect as it did in 1929. 

Mr. Eccies. Yes. Yes, I see. 

‘The Cuarrman. That is all. 

Mr. Eccies. Yes, I think that is right. I think that is right. 

The Cuamman. We are not, in other words, as dependent on New 
York as we were in 1929. Is that not correct? 

Mr. Eccies. Other markets 

The Cuamman. I am not arguing with you. I am just asking you. 

Mr. Eccies. Other markets are more important and more active. 

The Cuarrman. And a disaster in New York would not immediately 
be felt to the same extent in the rest of the country as it was in 1929? 
Is that not correct ? 

Mr. Eccres. That is right, and would be less likely to happen. 

The Cuarrman. Yes, also I think less likely to happen. 

Do you have any other suggestions you would like to give the com- 
mittee for its guidance? 

Mr. Ecciers. No, I think I covered my suggestions in the statement 
that I put out this morning. I only hope that the importance of the 
stock market will not get out of perspective in its relationship to the 
economy asa whole. It is not nearly so important, I think, as maybe 
the public thinks of it. 

The important thing to look at as a barometer here is what is the 
employment picture and what is the trend of the national product. 


Those are the aoe factors. The stock market is one segment 


of the picture, and maybe not the most important. 

And I would hope a restrictive monetary and credit and debt 
mangement policy, increasingly restrictive at least, would not be 
carried out or that the Federal Reserve and the Treasury would 
not feel that they were forced to carry out such a program because of 
credit developments in this housing field. And I can well understand 
their position. They do see terrific growth of mortgages and the 
possibility of a like growth in consumer credit this coming year. 
That is, a substantial growth. And in general, bank credit. There- 
fore, not being able to reduce the demand for mortgages—not because 
they do not in any way control the terms upon which mortgages are 
granted—they get at it indirectly throught an overall tight, re- 
strictive monetary policy. And that seems inconsistent to me with 
one agent of the Government tending to create an unsound situation 
and another agent of the Government feeling constrained to stop 
that or to curb or to control. I think they ought to get together. 

And likewise I think that the need of the economy for highways and 
for schools and for other things is terribly important and that we 
can with profit slow up in this housing field. 

I think so far as the stock market is concerned I would like to see 
the use of credit going into that market stopped if that market con- 
tinues to become increasingly speculative and continues to increase in 
price, because that will signify at some time a downturn that might 
be more serious than we desire. That likewise can be true if you 
reach a point of saturation in the housing field. I would like to 
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reserve some field as a place for compensatory action if we get into 
a depression or a deflation. 

That is all I have. 

The Cuarrman. Thank you very much, Mr. Eccles. I appreciate 
your taking time to come all the way from the west coast to assist us 
in trying to understand where we are at the present time in both our 
economy and with respect to the market. 

Mr. Eccies. Thank you. 

The CuHarrMan. Tomorrow we have two witnesses, Gen. Robert E. 
Wood, director and chairman of the finance committee of Sears. 
Roebuck & Co., of Chicago, Ill.; and Mr. Benjamin Graham, chair- 
man and president of Graham-Newman Corp., New York City. 

The committee is in recess until 10 o’clock tomorrow. 

(Whereupon, at 4:20 p. m., the committee recessed until 10 a. m. 
the following day, Friday, March 11, 1955.) 
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FRIDAY, MARCH 11, 1955 


Untrrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D. C. 

The committee met in room 318, Senate Office Building, at 10 a. m., 
Senator J. W. Fulbright (chairman) presiding. 

Present: Senators Fulbright, Robertson, Capehart, and Bricker. 

Also present, Robert A. Wallace, staff director of the committee. 

The Cuatrman. The committee will come to order. This morning 
we have General Wood, chairman of the finance committee of Sears, 
Roebuck & Co. and chairman of the board of trustees of the Sears 
saving and profit-sharing pension fund. 

General Wood, we are very happy to welcome you to the committee 
and are looking forward to your testimony with a great deal of interest. 
We all know about you. I think it is hardly necessary to introduce you 
to the committee. Do you have anyone associated with you that you 
would like to introduce to the committee # 


STATEMENT OF GEN. R. E. WOOD, CHAIRMAN OF THE FINANCE 
COMMITTEE OF SEARS, ROEBUCK & CO., AND CHAIRMAN OF THE 
BOARD OF TRUSTEES OF THE SEARS SAVINGS AND PROFIT SHAR- 
ING PENSION FUND 


General Woop. I would like to introduce Mr. Charles E. Humm, 
who was formerly vice president and comptroller of Sears, and who 
is a fellow trustee of mine. 

The Cramman. General, you have prepared a statement, and if 
you care to read that to the committee, we would be very interested, 
or you can do as you please—comment on it or read it. It is very 
short. We would be glad to have you read it, if you care to. 

General Woop. I made one correction, Senator, that I gave your 
assistant. It is just in one paragraph. Shall I read it now? 

The CHairman. Yes, sir. 

General Woop. The savings and profit-sharing pension fund of 
Sears, Roebuck & Co. employees was instituted in 1916 at the instance 
of Mr. Julius Rosenwald and Mr. Albert Loeb. 

The purposes of the fund are threefold : 

1. To permit employees to share in profits; 

2. To encourage the habit of saving; 

3. To provide a plan through which an employee may provide a 
retirement fund for himself at the close of his active business career. . 

Under the plan each member deposits 5 percent of his compensation 
up to a maximum of $10,000 per year, or a maximum deposit of $500 
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per year. For over 30 years it was $5,000. The company contribu- 
tion initially was 5 percent of its profits before Federal income taxes. 
This has been gradually increased to a schedule providing for a maxi- 
mum contribution of 10 percent of company profits before taxes. 
In the last 5 years the company contributions have amounted to $157 
million, or an average of $31,400,000 per year. 

The fund is managed by five trustees appointed by the board of 
directors of the company. Responsibility for the ‘administration 
and operation of the fund rests in these trustees. Only 1 of the 5 
trustees, Mr. Crowdus Baker, is both an officer and director of the 
company. The other trustees are Mr. C. E. Humm and myself, who 
are directors but not officers of the company, and Messrs. S. D. Noble 
and W. W. Langeloh, who are employees of the company but not 
officers or directors. Mr. Noble is the executive director of the fund. 

The stock held by the fund is voted by proxy on direction of the 
trustees. 

There is an advisory council in connection with the fund, consisting 
of 19 nonsupervisory employees who represent the attitudes and wishes 
of the general membership of the fund. They are elected for 1-year 
terms by vote of the fund membership and meet with the fund 
trustees twice a year. No amendments are made to the rules governing 
the fund without the advice and recommendation of the advisory 
council. 

The growth of the fund from both the standpoint of membership 
and value has been remarkable. At the close of the year 1916 there 
were 6,064 members in the profit-sharing fund, and the total assets 
were $554,000. At the close of the year 1954 there were 123,800 em- 
ployees in the fund and the total assets were $633,596,766. ‘In 1916 
at the close of the year there were 2,473 shares of Sears stock in the 
fund; at the end of 1954 there were 6,331,814 shares of stock. 

In the 38 years the fund has been in existence the employees have 
put in $191,536,061 and the company has contributed $312,268,568. 
Through these 38 years members have withdrawn $351,165,749 in 
stock and cash and this, together with the balance of, $633,596,766 
in the fund at the end of last year, equals $984,762,515, or over five 
times what the employees put in. You can see that the return to the 
employees has been very large. As a matter of fact, if you figured it 
another way, they put in $191 million and they have taken out $351 
million and they have still got $633 million left. 

With the possible exception « of the American Telephone & Telegraph 
Co. fund, I think the Sears fund is the largest of its kind in the United 
States. 

The investment committee of the fund, appointed by the trustees, 
consists of Messrs. C. E. Humm, Crowdus Baker, and myself. 

Since the inception of the fund the rules have provided that insofar 
as practicable and advisable the fund will be invested in Sears capital 
stock, so that members may in the largest measure possible share in 
the success of the company. The trustees, however, in their discretion, 
may invest in capital stock of other corporations, bonds, mortgages, 
and other investments. I would like to emphasize that the investment 
of the fund in Sears stock to a very large extent is responsible for 
the phenomenal growth of the fund. This policy of investment in 
Sears stock has the wholehearted approval of the fund members, and 
frankly many of them are disappointed because a larger percentage 
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of the fund receipts in recent years have not been invested in Sears 
stock. . : { 

For some 25 years the earnings of the fund were invested only in 
Sears stock. Beginning in 1941 a portion of the fund assets has been 
invested in interest-bearing obligations. Sears stock was purchased 
by the fund on the open market and from members withdrawing from 
the fund because of retirement, death, or leaving the employ of the 
company. Purchases were also made from the Rosenwald family 
who over a period of 20 years have been selling their stock. A certain 
amount has been purchased from banks offered to us through their 
trust departments. 

In the last 3 years the supply of floating stock has been so limited 
that even moderate purchases tend to cause the price of the stock to 
rise. As the objective of the trustees is naturally to purchase the 
stock at as low a price as possible for the benefit of the employees, it 
has become more and more difficult to purchase the stock on this 
basis. 

The total receipts of the fund in 1954, resulting from company con- 
tributions, employees’ deposits and fund income amounted to $77 
million. Cash withdrawals by depositors amounted to about $16 
million, leaving $61 million, of which $14,800,000 was used to purchase’ 
stock from withdrawing members. The remaining balance of $46,- 
200,000 was left for investment. 

Last year when the assets in the fund outside of Sears stock rose to 
over $140 million, the trustees decided that they would invest a portion 
of the fund in stock of companies other than Sears. As of ies 
ber 31, 1954, the fund had $76,700,000 in cash, $10,062,000 in United 
States Treasury bonds, $1,100,000 in promissory notes, $34,975,000 in 
mortgages and notes, $11,200,000 in miscellaneous stock investments, 
and $10,163,000 in Sears installments accounts, a total of $144,200,000. 

In my opinion, purchase of stock by pension and profit-sharing 
funds unquestionably has had a cumulative marked effect on the stock 
market in recent years. During the past few years, purchase by the 
Sears profit-sharing fund of Sears stock on the market has been de- 
creasing. The fund’s purchases on the market in 1954 amounted to 
only 154,000 shares of Sears stock out of 750,000 traded, or approxi- 
mately 20 percent. Under present conditions the Sears fund alone: 
does not have a significant effect on the stock on the stock market. 

The Carman. That is a very interesting story, General Wood. 
We will have a few questions now, if you don’t mind. There is one 
question I would like to ask. What is the total number of shares of 
Sears outstanding ? 

General Woop. Twenty-four million. 

The CuHarrman. Twenty-four million ? 

Mr. Hum. That is 24,845,000. 

General Woop. It represents about 26 percent of the ownership of 
the company, which in a large company means control. 

The Cuamman. I recognize the Senator from Virginia for 10 
minutes. 

Senator Roperrson. General, the last time I had the pleasure of 


seeing you was at a meeting of the advisory council of the Depart- 
ment of Commerce at Hot Springs, Va. 


General Woop. I remember it very well, sir. 
Senator Ropertson. You may remember then that you and I at that 
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time had a slight difference of opinion about the farmers’ stake in 
foreign trade. 

General Woop. Yes, sir. 

Senator Rorerrson. You know, of course, that for many years the 
Sears, Roebuck catalog has been welcome literature in homes of the 
rural section of Virginia. 

General Woop. Yes. 

Senator Roperrson. In recent years you have opened a lot of city 
stores. At the present time, how do your city sales compare with your 
rural sales, which at one time were certainly the bulk of your sales? 

General Woop. Well, you see, we started the stores in 1925. That 
was my idea. ‘Today the stores do about 75 percent of the business 
and the catalog 25 percent. 

Senator Rosrerrson. The catalog business, then, is still largely in 
the rural areas. 

General Woop. To a lesser extent. In the rural areas, but instead 
of being farmers, there are a lot in small towns. For instance, in 
North Carolina and South Carolina, we have a very large catalog 
business from mill towns. 

Senator Ropertson. When we were together over there at Hot 
Springs, the farm income was going up by leaps and bounds, and 
you felt that they were doing pretty well. You are aware, of course, 
that for the last 3 years the net cash income of our farmers has been 
falling. A Virginia farmer told me today that while stocks were 
going up, hogs were going down, and he thought we could do more 
for the country if we would investigate the hog market. What do 
you think about that ? 

General Woop. Well, I don’t know. I do know, of course, origi- 
nally this firm was founded on the farmer. But there is one thing 
that I think that is not generally noticed. While the farm income 
has been going down the last 2 or 3 years, the number of farmers 
has decreased very greatly. So that the average per capita income 
of the farmers all over the United States is not very much lower than 
it was. You have an enormous decrease in the number of farms and 
farm employees. So whatever you have of farm income is divided 
among fewer people. 

Senator Rorerrson. Well, that may be true. But still, if you take 
just the number left—many of the httle fellows have been squeezed 
out because they just could not get the necessary equipment to effi- 
ciently operate. 

(General Woop. That is true. 

Senator Rorertson. For instance, the average farmer in Virginia 
is still operating only 90 acres, and a 90-acre farm cannot afford 
$25,000 or $30,000 worth of machinery. 

General Woop. That is true. 

Senator Ronerrson. And yet to efficiently farm these days, you have 
got to have tractors and combines and all the labor-saving devices 
that you can get. Rural electrification has been a great boon to the 
Virginia farmers, and at the present time the percentage of farms 
electrified in Virginia is right at the top of the Nation. We are proud 
of that. But the fact remains that even on a reduced number—you 
say the share is a little larger because there are fewer to share—the 
percentage of the total produced income of the Nation that goes to 

-our farmers is the smallest of any group in the Nation, working group. 
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General Woop. The percentage has gone down tremendously, but 
so has the number of farmers and farm employees. 

Senator Ropertson. The per capita has gone down also, General. 

General Woop. Well, I do not have the figures with me on that. 

Senator Rosertson. It dropped from 738 on 1951 to 645 in 1954. 
One other question that I want to ask you, General, and it has nothing 
in the world to do with this investigation, but there have already 
been some questions asked that had nothing to do with it, so I can ask 
one more. I have heard that your splendid company is planning to. 
make available to American sportsmen a fine double-barreled shotgun 
called Aya, is that correct—a Spanish shotgun. 

General Woop. I have forgotten the name, but we purchased about 
4,000 of those Spanish shotguns last year. 

Senator Roperrson. Well, you can use me as a witness on that 
because I have one of them and I can testify they are very good. 

General Woop. I have one, too. 

Senator Rosertson. That is all. 

The Cuarrman. The Senator from Indiana. 

Senator Carrenarr. First, I want to congratulate you, General 
Wood, on your fine statement and also your fine company and the 
great success it has had under your able management. But there is 
one question. I was just getting some information here on this farm 
business. I am very much interested in it. I do not quite understand 
your argument that was used here yesterday by Mr. Eccles regarding 
the relationship between the fact that we have fewer farmers and the 
price that the farmer receives for that which he sells. We have a 
situation today where the general price level is high and the farm price 
level is low. 

General Woop. That is true. 

Senator CapEHart. Now, what is the relationship between a few 
less farmers and the fact that hogs at the moment are selling for 
15.5 cents a pound, or some such figure ? 

General Woop. Of course, we do not like a drop in farm prices 
because it does reduce our income from the catalog. On the other 
hand, what you see is progressive mechanization of farms—and while 
a price drop reduces the total income, you have so many fewer people 
share that income that——— 

Senator Carenartr. Yes. But if you are selling at a loss, it is a loss 
whether it is being shared by one or a thousand. 

General Woop. Wait a minute, it is not a less necessarily. It is 
a loss to the small farmer—the farmer Senator Robertson described. 
But it is not a loss necessarily for the man who has the equipment. 

Senator Capenarr. Well, are you farming today ? 

General Woop. I have a farm down in Georgia, which is my wife’s 
home. 

Senator Capenarr. In Georgia. 

General Woop. It has always been good for a loss. 

Senator Carrnart. [ still do not see the relationship between fewer 
farmers and low prices—your point being, I presume, that if the total 
farm income is a million dollars and you have a million farmers, it is 
$1 each, and, if you have 500,000 farmers, it is $2 each. I am just 
usng that as anexample. But I presume, then, when they start losing’ 
money, that it will work just in the reverse; is that it? I do not quite- 
get the relationship. 
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General Woop. Well, it is this: It is just as in manufacturing. We 
see that with better machines, better equipment, you can reduce the 
number of employees, and yet you can pay those fewer men bigger 
wages, and your costs, due to the machines, would go down. 

Senator Carenart. That is providing you get the proper price for 
that which you sell. 

General Woop. Yes. But you can afford to sell for less. 

Senator Carenartr. You might and again you might not. It 
would depend upon the price you were selling it for. The relation- 
ship is the price times the number of units that you produce, either 
in a factory or on a farm, regardless of the number of employees or 
the number of farms, it seems tome. Frankly, I am concerned about 
this difference between the general price level of nonfarm goods and 
the general price level of the farm goods. 

General Woop. Well, I can say we do not like it. We would like 
to see the level of farm prices go up. 

Senator Carenart. I am sure that is true. 

General Woop. I am simply trying to say, though, that I do not 
think it is quite as serious 

Senator Cargenart. As it was maybe 25 years ago. 

General Woop. No. 

Senator Capenartr. Your thought being that 25 years ago this sort 
of a situation would have been more serious than it may well be 
today. 

General Woop. Yes. 

Senator Capenart. Due to the fact—— 

General Woop. To mechanization. 

Senator Capenart. To the fact that there are fewer farms. 

General Woop. The principal sufferer is the small farmer that 
Senator Robertson is describing, who cannot buy the equipment to 
reduce his cost, who has not the capital. The only way I see out of 
that is some cooperative plan for small farmers to get the equipment. 

Senator CapreHartT. But I do not think it is a healthy condition. 
I do not see how we can have the income of the farmers of the United 
States at a low level and that of the other people at a high level. I 
am just warning that I think unless we get the two closer together, 
we are going to get into trouble one of these days. I do not know 
that I have the answer to it, but I am just as convinced as I am sitting 
here that you cannot maintain a sound economy for very many 
months on that sort of a situation. Prices generally are going up, 
raw materials for metals, for example, are going up, and farm prices, 
generally speaking, are going down. There is no decline or very 
little decline in the general price level of manufactured goods. The 
index of the cost of living is about as high as it has ever been. 

General Woop. Of course, what keeps the cost of living up so 
much is the rents. 

Senator Capgenarr. You think the rents are keeping it up. You 
think food prices are down some? 

General Woop. Food prices are down some and so are manufac- 
tured goods down some. 

Senator Caprnarr. On the other hand, we have less renters today 
by far than we have ever had and more homeowners. 

General Woop. Yes, but the homes cost a lot. 

Senator CapenArt. Well, the payments—-— 
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General Woop. We do not deal in food and we do not deal in 
automobiles. We deal in everything else. But our index is about 
4 percent less than last spring. 

Senator Capenarr. General, does a large pension fund purchasing 
the securities of one company serve to produce a scarcity in the 
supply of stock of that company so that the price of the stock be- 
comes artificially inflated ¢ 

General Woop. Well, we have found that out, as I tried to point 
out. That is, Mr. Humm and I are at wits end, with about $90 
million in cash, as to what to do. Our own stock has gone up to the 
extent we are buying little or none of it. We are patiently waiting 
to see what we should do with this $90 million in cash that we have 
got. 

Senator CarenartT. Is it not a fact that the A. T. & T. pension 
fund purchases only Government bonds and purchases no stock 
equities ¢ 

General Woop. I do not know, sir. 

Senator Caprenart. I think you will find that their fund is a little 
larger than your fund. 

General Woop. If you take A. T. & T. as a holding company. The 
funds of individual companies of A. T. &. T. are not as large as ours. 

Senator Cargenart. I think I am correct that you will find that 
their pension funds purchase only Government bonds, and they do not 
purchase common stocks. 

General Woop. Well, 1 do not hold Sears up as an example, and I 
never advise any other company, though we get constant requests 
for information about this profit-sharing plan. The reason our fund 
has been so successful is because the company has been successful. 

Senator Carrnart. That is right. I am not criticizing that fact. 
I am simply mentioning, as a matter of record, that the A. T. & T. 
fund has invested only in Government bonds and has never invested 
in common stocks. Do you think that these pension funds have had 
any effect upon the stock market? Do you think they have had a 
tendency to push it up? 

General Woop. Well, I am not such an expert on the stock market 
that I can answer the question. I do believe, as I pointed out in my 
memorandum, cumulative purchases by a large number of these funds 
do have an effect and do push it up. 

Senator Capruartr. Do you feel the stock market at the moment is 
too high or too low ? 

General Woop. I wish I knew. I don’t know any more than you 
do. 

Senator Capenart. Do you feel there is an unhealthy situation ? 

General Woop. No; I do not know. I think that the stock market 
depends on the country. If our country keeps growing, technology 
keeps growing, and employment keeps at the present rate, it will be 
high. I do not know, as it is. 

Senator Carrnarr. Is it a fact in your opinion that the rise in the 
stock market at the moment is due to a scarcity of stocks because 
many, many people are buying stocks and putting them in their de- 
posit boxes and simply holding them? 

General Woop. 1 would say so. Of course, the situation is very 
different from 1929, because they are buying for cash. These pension 
funds, of course, are all buying for cash. I do not know enough 
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about the market. You see, we sit out there in Chicago and never go 
near New York. But I do not think there is any manipulation, as you 
call it. I do not think they are doing any of the things they did in 
1929. But I again come back to the statement that if we do not have 
a war, if the country continues to prosper, the stock market may not 
be too high. 

Senator CarpHarr. There is less floating stock, less saleable stock 
percentagewise, I think, than there has been for many, many years. 

General Woon. Don’t we know it. Mr. Humm and I have found 
ourselves confronted with the problem of what are we going to do 
with this $90 million in cash which belongs to our employees. 

Senator Carrnart. Would you recommend reducing taxes at the 
moment, Federal taxes, or increasing them, or keeping them as they 
are ¢ 

General Woop. Well, of course, I would like to see them reduced, 
but until we are able to reduce our Government’s expenditures, I do not 
think that we can reduce them. I do not like a 52-percent corporation 
tax, but on the other hand, I cannot see that we can reduce it now. 

Senator Carrnarr. You think it is more wise, then, to keep taxes 
as they are and try to reduce expenditures and balance the budget. 

General Woop. I say that very regretfully, but I think that is the 
correct attitude to take. 

Senator Cargenarr. | think that is all, Mr. Chairman. Thank you, 
General Wood. 

The Cuarrman. Mr. Wood, with $90 million, if you do not think 
the stock market is too high, why do you not buy some stock ? 

General Woop. Well, I am uncertain. It may not be too high. 
But on the other hand, I don’t want to risk my employees’ money on 
the present level. 

The CuarrmMan. It is not clearly too low either, in your opinion. 

General Wooo. It is just like I use my personal funds. I don’t 
sell anything and I don’t buy anything. 

The Cuarrman. Do you think. Mr. Wood, that in the last 12 months 
there has been too much ‘speculative activity in the stock market? 

General Woop. I cannot answer that question. 

The Cuarmman. Mr. Wood, what do you thing of the capital-gains 
tax? Do you think it should be repealed or altered in any way? 

General Woop. From the standpoint of the profit-sharing fund, 
which I am discussing, it makes no difference, because we do not 
pay any capital-gains tax. 

The Cuaran. If you sold your Sears stock at a profit, you would 
not pay capital gains? 

General Woon. No. Under the law, it is a nonprofit institution, 
and it does not affect us one way or the other. 

The Cuarrman. I did not quite understand one of your answers 
to Senator Capehart’s question about small farmers. You said that 
they could not buy machinery, and that. you thought the answer was 
some kind of cooperative. You are not advocating | collective farming, 
are you? 

General Woop. No. But I think a bunch of small farmers together 
could pool their resources and buy the requisite equipment and ma- 
chinery, and then apply that machinery and equipment to a number 
of small far ms—call it contract farming. That is being done. Take 
particularly in the deep South—it may be done in your State. It 
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is utterly impossible for small cotton farmers to buy a cottonpicker, 
but a bunch of them together, using the cottonpicker together, can 
buy one. 

Senator Carenart. Will the Senator yield? For example, in In- 
diana many, many years ago, when I was growing up, that is exactly 
the way we hi indled threshing machines. A number of farmers would 
get together and buy a threshing machine and in the fall it would 
thresh for each. They would ‘do the same thing with the corn 
shredder. 

The Cuarrman. General, we have had a good deal of discussion in 
the last week about the effect of the pension funds upon the supply 
of stock. Some have felt that the growth of the funds has con- 
tributed to the tightness of the market. Do you agree to that? 

General Woop. I think so. 

The Cuarrman. What has happened to the price of Sears, Roe- 
buck in the last 5 years ¢ 

General Woop. It has gone up terrifically. In 1950 we bought on 
the market 478,000 shares of Sears stock. In 1951 we bought 281,000 
shares. 

The Cuairman. Would you mind putting the price in? Is it all 
right for you to put the price in so we can see if your buying had 
any effect upon the price 

General Woop. Well, in 1950 the average price per share purchased 
was $46.95; 1951, $54.97; 1952, $57.21; 1953, $58.84; 1954, $66.04. We 
have gone down in our purchases on the market from 478,000 in 1950 
to 154,000 in 1954. We are buying abont a third of what we did. 

Senator Roserrson. Mr. Chairman, will you ask him about the 
dividend rate during that period ? 

The Cuarman. The Senator from Virginia would like informa- 
tion about the dividend rate during that period. 

General Woop. Well, it has gone up from $2.25 to $3. 

The Cuatrman. I yield to the Senator from Virginia. 

Senator Ropertson. I was just going to say, without making any 
invidious comparison, one big mail-order house has expanded its busi- 
ness while another was contracting its business. I just assumed that 
your dividends had increased with that expansion. 

General Woop. Yes; they have. 

The Cuatrman. General Wood, if I understand the way the pension 
fund is constituted, there are 5 trustees, and 3 of the trustees are direc- 
tors of the company and 2 are employees; is that correct ? 

General Woop. Yes. Technically, Mr. Humm and myself are no 
longer employees. We both retired in April, and we are employees 
of the profit- sharing fund. 

The Craman. Aren't you directors any longer ? 

General Woop. Yes; we are directors. 

The Carman. I said 3 are directors and 2 are employees. That 

s, General Wood and Mr. Baker and Mr. Humm are directors. 

“General Woop. Y es, sir. 

The CHatrman. And are trustees of the fund. Mr. Noble and 
Mr. Langeloh are employees of the company; is that correct ? 

General Woop. That is correct. 

The Cuarrman. And not directors. At whose direction is the stock ° 
held by the fund voted ? 

General Woop. It is at the direction of the trustees. 
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The CuairMman. Before an election for directors of the company, 
do you meet to decide upon which slate for the directors you will 
support f 

General Woop. Well, yes; we do. 

The Cuarman. Is there ever any difference of opinion among the 
trustees ¢ 

General Woon. No. In 30 years, during which I have been con- 
nected with the company, and 26 years in which I headed the com 
pany, we have never had a dispute. We have never had any contro- 
versy, and we have never had any proxy fight. It has been very 
peaceful. There is, of course, the danger at some time trustees might 
seek to perpetuate a man for their own selfish purposes. I had a 
trustee 1 brought in to represent the public and to keep the trustees 
in line in case something like that happened. That was an old asso- 
ciate of some of you gentlemen, Bob La Follette, who was a man of 
top integrity. But he died, and we have not filled his place yet. We 
will probably put on another public trustee, just to obviate the chance 
of that ever occurring. 

The Caamman. By whom is the stock actually voted that belongs 
to the trust ? 

General Woop. Well, it is voted by the five trustees. 

Mr. Hum. Three of them—it is the two employ ees and one other. 

The Cuarmman. When the management of Sears, Roebuck & Co. 
solicits proxies, do they solicit proxies on behalf of the individuals 
who vote the proxies which are sent in ? 

General Woop. Yes—except the profit-sharing fund’s one employee. 
Iverybody else is solicited in the ordinary manner. 

The Cratrman. If I understand it, then, the persons whom the 
trustees of the pension fund designate to vote the proxies are the same 
persons designated by management, 

General Woop. Not necessarily. Oh, yes; that is true. 

The Cuarreman. I am not clear I have these figures right for the 
record. Do I understand correctly that this fund has 6,300,000 shares? 

General Woop. Yes, sir. 

The CuairMan. Out of 24,845,000 outstanding. 

General Woop. It works out about 26 percent. 

The Cuamman. How many shares of stock does the management 
own individually ¢ 

General Woop. I think about 400,000 shares. The employees have 
the stock in their own names—all our store managers, all our plant 
managers, all our officers, all the tremendous number of the rank and 
file have stock in their own names, and that amounts to 7 percent. 

Mr. Hum. In addition to the 26 percent. So that 33 percent, or 
one-third of the company’s stock is owned by employees, either through 
the fund or directly. 

General Woop. 1 might say, Senator Fulbright, that I think this 
pension fund has been of inestimable benefit. I have told our directors 
not once but many times they should not consider this $30 million a 
year that we are giving the fund as a contribution; they should con- 
sider it as an investment. And certainly Sears, in these 14 years of 
labor strife, has never had any labor trouble. The only strike we ever 
had was one I brought on deliberately with Mr. Bridges i in the city of 
San Francisco. I made the demands, not the union, and we had a 
strike. And that is the only one in 14 years. There exists the most 
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cordial relations between the employees and the management. The 
results have been astounding. 

With your permission, I will read just one card. 

The CuatrMan. Certainly, if you care to. 

General Woop. We give them this statement once a year. This lady 
was a little Polish girl t that started to work in the old d: ays, at 15 years 
of age. She got $6 a week. She now takes care of the confidential 
files of the company and gets, I think, about $80 a week. She put in 
s4,800 over a period of 387 years. She took out $4,500 to buy a little 
house for herself and her parents, so she has invested in the fund now, 
. net of $275. She has 1,380 shares in the fund, which are worth 
$104.000, and she has $17,000 in cash. That is a total of $121,000. 

[ do not believe anywhere in the world, except in the United States, 
and anywhere except in Sears, a working girl could accumulate 
$121,000 in eapital. And she is not alone. There are plenty of others 
like her. 

In fact, every employee who has been with us over 30 years gets out, 
no matter how humble their position, with a minimum capital of 

$50,000, which may go up to $150,000. In other words, we are making 
capitalists every yea 

The CrarrMan, Saeco Capehart would like you to develop a little 
more fully, and the committee would, how that is arrived at—that is, 
whether they get $50,000 or $150,000. Is this all related to how much 
their pay is? 

General Woop. Well, it is related to two things—their pay and their 
length of service. The men in the shipping room have more in profit 
sharing than I have because they have been with the company longer. 
There are two factors. There are four classes that the company’s 
contribution is divided among. 

The Cuarrman. There is one thing I do not understand. You said 
this lady had so many shares of Sears, Roebuck stock and so much 
cash. Now, your pension fund, as I was going to develop a little later, 
has in it things other than Sears, Roebuck stock. How much, for 
example, does ‘she have of Seeger Refrigerator or some of the other 
securities you have? 

General Woop. Well, you can see in my statement there is $86 
million or $90 million in cash. Then there is about $40 million in 
mortgages, yielding about 4 percent. There is only $11 million in 
stock altogether. 

The Cuarmman. I yield to the Senator from Indiana, 

Senator CareHart. General Wood, is this $50,000 that you are 
talking about that this young lady had her interest. in the pension 
fund? 

General Woop. That is her interest in the pension fund. If she 
retired tomorrow, she gets her cash or she can elect to take stock or 

cash. If she elects to take all cash, she can get her money that night 
fea the treasurer at the closing value of the stock, 

Senator Carprnmart. She has a credit of $121,000 of the total pension 
fund. 

General Woop. Yes. 

Senator Carenart. She got that because she put in—I believe you 
testified earlier no one could put in more than $500:a year. 


General Woop. Well, for thirty-odd years they, could only put in 
$250, 
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Senator Carrmarr. And then the company puts in X amount each 
year. 

General Woop. We put in 10 percent of the profits. 

Senator Carenarr. And her accumulation is $121,000? 

General Woop. Yes. 

Senator Carruarr. That is based upon Sears, Roebuck stock at the 
market price at the moment. 

General Woop. Yes. 

Senator Carenart. So if it should go down to half that price, she 
would have half the price. 

General Woop. That is why I caution all the employees. They feel 
very rich on paper at the present time. If the stock goes down, they 
would not have so much. 

Senator Caremarr. Do all your employees participate in this fund ? 

General Woop. All those who have been there over 1 year. 

Senator Carenart. All who have been there over 1 year participate. 
And you have 116,000 employees. 

General Woop. We have 157,000 employees. 

Senator Carrnarr. And 116,000 are participating in the pension 
fund; is that it? 

General Woop. Yes. But you see, we have a great many girls and 
a lot of them don’t stay. There is a big turnover the first year. They 
will get married, you know. 

The CHarMan. If I understand it correctly, General, the number 
of Sears shares has been increasing at the rate of approximately 150,- 
000 a year in the last few years; is that right? Last yoar it was about 
154,000. Is that a normal year? 

General Woop. No, the amount of Sears stock has not increased. 
That is the purchases of the profit sharing on the open market. 

The Cuamman. Well, I am afraid I do not understand. You mean 
the pension fund did not increase its holdings by 154,000? 

General Woop. Oh, yes, the pension fund did. 

The Cuarrman. Bought on the open market. 

General Woop. Yes. But not the capitalization of the company. 

The Crarrman. I see. And I believe you said that that gave the 
pension fund practical control of the corporation. 

General Woop. Well, I would say in a large company 25 percent of 
the stock was equivalent to control. 

The Cuarrman. You do not anticipate any proxy fight about con- 
trol of Sears, Roebuck; do you ? 

General Woop. Nota bit. I might say, Senator Fulbright, that we, 
in the last 5 years, have contributed $157 million to this fund. Our 
competitor has never contributed a cent, has no pension plan. Never- 
theless, at the close of every year, we come out with double the profits, 
and in this past year probably about four times the profits. 

The Cruarman. On the contribution of the company to the fund, 
what effect does that have on the taxes? Is that deductible as an 
expense to the company ? 

General Woop. Sens it is deductible. 


The Cuarrman. Is it included as a receipt by the participants in the 
Pp y Pp 


pension fund’ Dothey pay income taxes on t 
of that / 
General Woop. Not until they withdraw it. 


eir proportionate share 
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The Cuarrman. And when they withdraw it, what is the tax situa- 
tion? 

General Woop. Well, they pay 26 percent, the difference between 
what they put in and what they took out. 

The Cuamman. What I meant was when this young lady that you 
mentioned retires and withdraws the $121,000, does she pay taxes on 
the amount at the moment of withdrawal, the year of withdrawal? 

General Woop. Well, they always did until about 4 years ago. 

Mr. Hum. May I answer that? When this young lady with- 

draws, she will have to pay a tax at capital gains on the difference be- 
tween the amount she put in and the cost value of her stock, plus the 
cash. Now, that, providing that her withdrawal is at the time she 
leaves the company’s employ, leaves her then in the future to pay a 
capital gains tax or an ordinary tax, depending on which is lower, as 
she disposes of the stock. She pays no tax on the appreciation of the 
value of the stock at the time of withdrawal, as long as she holds the 
stock. 

General Woop. When she sells the stock, she has to pay capital-gains 
tax. 

Mr. Hum™. But there is an increment in the fund, and that is the 
company contribution and the dividends and the income that is ac- 
crued that she pays on when she withdraws. 

The Cuarrman. And does she pay on that at the capital-gains rate 
when she withdraws? 

General Woop. If that is concurrent with her removal from the 
pavroll. Otherwise no; it would be an ordinary tax. 


The CHairmMAN. You can see by my peseesat I am not very sharp 


on following that. I do ae know whether I understand it entirely. 

General Woop. IT might say, Senator, that in spite of my differences 
sometimes with the Saesintebeasian prior to the present one, this fund 
has been a great favorite with the previous administration for the last 
20) years. ‘It was the only fund at its time that was founded largely 
for the benefit of the people at the bottom of the heap. You may re- 
member that in early pension funds a great many corporations voted 
a very fat pension to thei officers, the few men at the top. But there 
was no provision for the fellow at the bottom. Our fund was founded 
with provision for everything to the fellow at the bottom. So our 
fund was favored by the people who ran the country between 1932 
and 1952. 

The CnarrmMan. Do I gather from what you said about differences 
up until this administration that you do not have any differences with 
this administration at all--even a little? 

General Woop. Well, I don’t want to answer that. I get very much 
irritated at times. 

Senator Carenarr. General Wood, let me see if I understand you. 
You pay no taxes on the dividends that you receive from Sears, Roe- 
buck, do you ¢ 

General Woop. I do—plenty. 

Senator Carenart. | am talking about the trust fund. 

General Woop. Oh, the people in the pension fund ; no. 

Senator Carenart. The pension fund holds 26 percent of the com-_ 
mon stock of Sears and pays no taxes on the dividends that they pay. 

Mr. Huma. There is no tax as it goes into the fund. 


60650—55——33 
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Senator Carpenart. And there is no tax on the contribution, that is, 
the employees pay no tax on that portion which they pay into the 
fund ¢ 

Mr. Hum. They do. It is after tax to them. 

Senator Capenart. When they make a contribution of $500-—— 

Mr. Hum. They have paid tax on $500 as earned income. 

Senator Caprnarr. I see. They pay tax on that portion they earn. 

Mr. Hum. Yes, sir. 

Senator Capenarr. Then you buy these common stocks and of 
course they pay dividends. You pay no tax on those? 

Mr. Hum. The fund pays no tax. 

General Woop. The fund. 

Senator Capenarr. The fund pays no taxes on those. Therefore you 
do have an advantage in accumulating this fund for your employees, 
because you pay no taxes on the income. 

Mr. Hum. That is correct with al non-tax-exempt funds. That 
is true, sir. 

Senator Capenart. Therefore you do have a tremendous advan- 
tage in your fund for the benefit of your employees, because you pay 
no taxes on the income. 

Mr. Humm™. All such funds in the country have that tax exemption. 

Senator Carpenart. I know they all do, but I am not certain I agree 
with it. 

Mr. Hum. You said “I do.” It is the company. 

Senator Carenartr, I meant you and all others like you. 

Mr. Hum™. That is right, sir. 

Senator Carenart. So that is one great advantage to you and to 
your employees, that under this plan you are able to accumulate a 
lot of money for them on which you pay no taxes, while the rest of 
us pay taxes on what we accumulate. 

Mr. Hum™. And to all similar funds. 

Senator CaprHarr. Your fund is no different from the others. 

Mr. Huma. That is right. 

Senator CareHarr. 1 do not want to leave the impression it is dif- 
ferent at all. But that is one reason why you accumulate this big 
fund, and that is one reason why, as the general in his testimony 
talked about a moment ago, it has this big oon of the pot. 

Mr. Hum. That is right. 

Senator CarenArt. Another advantage of this fund to you is it 
enables you to control the corporation, does it not? 

General Woop. Well, certainly when the fund was founded we had 
no idea whatever of controlling it through the fund. 

Senator Carenartr. No, but it does enable you to control the cor- 
poration. 

General Woop. Today it does. 

Senator CapEnArt. Because you own 26 percent of the stock, and 
25 percent can control it, and you are in no danger of anybody ever 
coming in in a proxy fight and getting the control of Sears, Roebuck 
away from the five directors of the fund. 

General Woop. That is true. 

Senator Capenarr. Therefore you have an advantage from that 
standpoint, as well as accumulating a lot of money from the stand- 
point of your employees. 
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General Woop. Well, the sole object was to build the employees a 
stake. 

Senator CapeHart. Yes. 

General Woop. To build capital. 

Senator Capenart. I am not criticizing it, but just trying to be 
factual. 

General Woop. Yes, you are factual. 

Senator CArpeHArRT. Your employees paying into this fund have only 
a share of this fund through your foundation taking the income you 
get from Sears, Roebuck stock and other stock on which you pay no 
taxes, and you are able to accumulate it faster for them than one does 
who pays taxes on his income. 

General Woop. On the other hand, they pay taxes sooner or later. 
They have to pay the taxes. 

Senator CapeHArT. You mean when they receive the benefits. 

General Woop. When they retire. 

Senator Carruart. Then they pay taxes on the capital gains basis 
and not at the normal rate? 

General Woop. And if they keep the stock until they die—— 

Senator Caprnartr. They pay no taxes at all. 

General Woop. What? 

Senator CapeHart. Except inheritance taxes. 

General Woon. Yes, 

Senator Roperrson. Mr. Chairman. 

The CuatrMANn. The Senator from Virginia. 

Senator Rogsertson. Before we leave the question of the pension 
funds I would like to make a comment that I was serving on the 
Ways and Means Committee when we were confronted with the prob- 
lem mentioned by General Wood, that many of the large corpora- 
tions had a very liberal pension plan for the top officials, and nothin 
for the others. We wrote into the law a provision for a pension fund 
in which all employees could share. But we provided before that 
fund could enjoy a tax-exempt status the pension fund had to be 
approved by the Treasury Department. 

General Woop. Exactly. 

Senator Rosertson. And Mr. John L. Lewis set up a pension fund 
for the United Mine Workers that had some features in it which were 
different, as far as I know, from any other pension fund. He did not 
get the approval of the Treasury Department, and I am not sure he has 
gotten it yet. It has been pending for several years and I am not 
too sure it has been approved yet. 

The Sears, Roebuck plan is open to all corporations, but it has to 
be approved by the Treasury Department? 

General Woop. Yes. We ran it for 30-odd years, until that came 
out, and then we immediately filed with the Treasury Department, 
and they approved it right away. 

The Cuarrman. General, I do not wish to belabor this. I am only 
trying to clarify my own mind on it. There are one or two points 
that are not clear to me yet. 

Ten percent of the earnings before taxes is paid into the fund. Is 
that correct ? 

General Woop. Yes, sir. 

The Cuarrman. That money accrues to the benefit of the partici- 
pants in the fund in their proper proportion in any given year? 
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General Woop, Exactly. 

The Cnatrman. In that given year they pay no taxes on that 
amount, do they ? 

General Woop. Who? 

The Cuatmrman. The participants. It is not included. 

General Woop. Oh, no. 

The Cuatrman. When they withdraw, if they pay any tax at all, 
it would be at the capital-gains rate and not at the regular rate. Is 
that not correct? Is there any way to trace a particular payment to 
illusrate the point I make? Supposing a person’s participation in 
the fund is $100, or whatever you put in this year. What happens 
to the $100 and when is it taxed, if at all? 

(reneral Woop. It is taxed when—part of it is taxed when they 
withdraw it. 

The Cuarrman. At what rate? 

General Woop. Capital gains. And if they sell off the stock It 
averages up because when they go out if they elect to take half stock 
und half cash, on the half cash they pay a capital gains; on the stock 
they do not have to pay the tax until they sell it. But then they have 
to pay the capital-gains tax on the stock. 

The Cuatrman. Would that capital-gains tax be levied on the dif- 
ference between what the participant paid in 

General Woop. Yes. 

The Cuamrman. And the price received ? 

General Woop. Well, this girl, for instance, who has $120,000—I 
say girl; from my standpoint, at my age, she is a girl; but she is 54 
vears old—would pay $30,000 because she has invested $275,000, and 
she has got about $120,000, so we might say 26 percent of $120,000. 

I might say some of our people in the lower ranks when they are 
confronted with a tax—lI have heard more hard words about the 
Government than any Tory—rich Tory—I ever heard. 

The Cuatrman. General, does Sears, Roebuck give options to buy 
stock to any of the management ¢ 

General Woop. Yes. We have given out a great many. But they 
have not all come to management. 

The Cuamman. Whom have they come to? 

General Woop. In the last lot they have gone to 6,000 employees. 
That is people all the way down the line. 

The Cuatrman. That is in addition to and different from the pen- 
sion fund? 

General Woop. Yes. It has nothing to do with it. 

The Cuamman. Were any options given out last year? 

Mr. Humm. I think there were last year 

General Woop. Three years ago. 

The CHarrman. What is that? 

General Woop. I say the option on the stock was approved. The 
options were issued to the employees, but they have 5 years to take 
itup. So there were some taken up last year. 

The Cuarrman. And 5 years is the limit. At what price was the 
last option given? 

General Woop. In accordance with the Federal Treasury regula- 
tions. Fifteen percent under the market. 

The Cuarrman. Is that regulated by the Treasury ? 
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General Woop. I do not know whether it is the Treasury or a law 
of Congress. Whatever it is, it is the law that you cannot give options 
at over 15 percent under the market. 

The CHarrMAN. Below the market? 

General Woop. Below. 

The Cuarrman. As of the time of granting the option 

General Woop. As of the time of | er anting the option. That is 
correct. 

Mr. Hum. A stock option. 

The Cuairman., Is it fair to say that you sought to equalize these 
benefits as between the employees and management by a system of 
stock options to management and the pension at to the employees? 

General Woop. That was not the primary objective. The primary 
objective was to get a greater and greater participation by employees 
in stock of the company. As I told you, 26 percent of ‘the stock is 
in the hands of the fund, and 7 percent in the hands of individuals; 
and those individuals go all the way down the line. I mean, they are 
not in the hands of the management. 

The CuairmMan. Does Sears, Roebuck pay any bonuses to manage- 
ment other than stock options ¢ 

General Woop. Yes. We pay bonuses at the end of the year, depend- 
ing on the results. Every store manager. There are 700 store man- 
agers that get a bonus on profits from their stores; and 12 mail-order 
plant managers. Altogether about how many thousand employees 
get that? 

Mr. Hum. Around 30,000. 

General Woop. Around 30,000 employees get bonuses at the end 
of the year, depending on the results. 

The CuarrmMan. Does management get any bonuses? 

General Woop. Man agement gets bonuses, but they are a very 
small proportion of the total. I “would s say not 1 percent. 

The Cuamman. One percent? 

General Woon. It is not 1 percent. In other words, of the $30 
million, the total going to the officers would not be over $200,000 or 
$250,000. 

The Cuatrman. To the officers? 

General Woop. To the officers. 

The Cnatrman. Your response to Senator Capehart’s question was 
not quite clear to me. Would it be a true statement to say that as 
a practical matter the existence of this fund has created a self-per- 
petuating management based upon the 26 percent of the stock? 

General Woop. I would say it could be. It could be. It has not 
so far. 

The Cuarrman. It has not so far? 

General Woop. No. 

The Cuarrman. Since the existence of the fund, has there been 
any change in management ? 

General Woop. W ell, it depends on what you call management. 

The Carman. The trustees of the fund—I understood your an- 
swer to Senator Capehart’s questions to be along that line. I was not 
sure whether I understood them or not. That is, the five trustees for | 
all practical purposes control Sears, Roebuck and, therefore, they 
determine the management. So that as a practical matter there is 
control of the corporation in the trustees. 
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General Woop. I think you could say that, but everybody has always 
been agreed. There has not been any dissension between the trustees 
and management. 

Senator Capenart. I might say if the management is as good in 
the future as it has been in the past, it ought to be continued. 

General Woop. Well, we think so too. 

The CuarrMan. I was not trying to raise any question about that. 
I was trying to find out about the actual facts of legal control in the 
company. 

General Woop. Yes. Janticipated that. I feel while we have gone 
all these years without trouble it might be some day we will get some 
fellow in like the insurance fellows used to be, who would be using 
the control for selfish purposes. I do not think we will for the next 
10 years, because the men who are in the management have been thor- 
oughly drilled in the philosophy of Sears, and they are all honest and 
high-grade men. 

The Cuairman. General, you stated that during the past few years, 
partly because of the scarcity of Sears stock and the difficulty in buy- 
ing it, as I understood it, you have been buying other common stocks. 
Would you mind telling the committee what “these other stocks are 
you purchased ¢ 

General Woop. They are mostly all Sears subsidiaries. I mean by 
subsidiaries, companies which Sears as a company has an interest in, 
although not 50 percent. 

The Cuarrman. Are they suppliers to Sears, largely ? 

General Woop. Yes; they are suppliers. 

The Cuairman. Would you mind telling the committee what they 
are. 

General Woop. Well, the biggest holdings are in the Whirlpool 
Corp., which makes our ws ashing machines; and the Seager Corp., 
which makes our refrigerators. "Those are the two largest. And we 
have some, in a much smaller amount, in Birtman Electric, American 
Rockwool Co., the Graybar Co., and the General Lane Products Co. 

The Cuamman. Then the investment of the pension fund would 
give you control of all those companies you mentioned ? 

General Woop. No; that does not. 

The CHarrMan. = will, will it not? 

General Woop. No; because we have got to buy those stocks from 
now on. 

The Cuamman. What percentage, for example, of the Whirlpool 
Corp. do you now own? 

General Woop. Thirty percent. 

The Cuarmman. Is that not control, for practical purposes? 

General Woop. No, it is not control, because when we went into the 
Whirlpool Co. we went in as partners with a family in St. Joseph, 
Mich., where the plant is located, the Upton family, and the Bank of 
Cleveland owns more stock than we do. 

The CuatrmMan. Then in that case the other stock is closely held by 
a family ¢ 

nn ‘al Woop. Yes. And the same way with the Seager Co. The 

sager family owns as much stock as we do. 

The CuatrMan. I forgot to ask you how many stockholders are 
there in Sears, Roebuck, outside of the pension fund. 

General Woop. About 100,000. 
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The CuatrmMan. 100,000. So that there are no other large holders, 
anything comparable in size to the pension fund, are ther et 

Gener: “al Woop. No. Nobody comparable. I might say when Mr. 
Rosenwald died in January 1932, the Rosenwald family held 4,800,000 
shares of Sears, Roebuck stock. For the last 20 years they have been 
selling the stock and the profit-sharing plan has bought it, very much 
to its advantage. 

The CuarrMan. Are they about sold out now? 

General Woop. Well, they are getting down to the bottom of the 
barrel. They have about 600 ,000 shares left, which is held by prob- 
ably 20 families. 

The Cuatrman. Twenty families? 

General Woop. The Rosenwald children and grandchildren. But 
that is just an example of the distribution of wealth. 

The CuatrmMan. That could happen to the Rosenwald family, but 
that cannot happen to the pension fund, can it? 

General Woop. Well, the pension fund is the greatest vehicle for the 
distribution of the Sears capital. And another thing the pension fund 
has done has been to decentralize the ownership. Our Vi irginia em- 
ployees, Senator Rodertson, in Richmond, own it. The Little Rock 
employees own it. Senator Capehart, there are a lot of them in Indi- 
ana, and a lot of them in Ohio. 

In other words, we are spreading the ownership of this company to 
the places where we have stores and draw our profits. 

The CratrMan. Do you think that is an example of pure capital- 
ism ¢ 

General Woop. I think so. I have always believed that the strong- 
est support of the capitalistic system was to make more capitalists. 

The Cramman. If you would spread that a few steps further and 
the Government took it over, then all of us would have a little share 
in Sears, Roebuck. Would you think that is capitalism ? 

General Woop. No, sir. There is a vast difference between Govern- 
ment ownership and private ownership and management. There is 
really only one difference, Senator: That the private business has a 
master, and a very cruel master, the balance sheet and the profit-and- 
loss statement. That reveals your mistakes. To the man in the Gov- 
ernment service there is nothing to reveal his mistakes. He can squan- 
der billions of the people’s money, and nobody is the wiser. 

The Cuamman. That is an interesting statement. 

General Woop. I know, because I have been on both sides of the 
fence. 

The CuarmMan. That is an interesting thought. I was under the 
impression 

General Woop. You have got to have a standard. 

The Cuatrman. I was under the impression that daily in the 
press you see criticism of squandering by the Government. It never 
occurred to me that no one knew it or knew any thing about it. 

General Woop. There is no standard. There is nothing to pin 
it down, 

The Cuatrman. Did you ever run for election for office in a political 

campaign, General ? 

General Woop. No, sir. Oh, I did once. I ran in my district for 
delegate to the Republican convention. 

Senator Bricker. And you were elected. 
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General Woop. They told me that was perfectly useless because | 
was supposed to have some money. But I had the biggest majority 
« delegate was ever given. That was the only time, and after all, a 
delegate is not very important. 

The CHAIRMAN. And you ran as a Republican ? 

General Woop. I ran under the Llinois law as a delegate to the 
convention. There are two delegates 

The Cuatrman. To the Republi ‘an Convention ¢ 

General Woop. Yes. 

The Cuarrman. | never heard it said that having money was any 
obstacle to election to the Republican Convention. 

General Woop. Now you are making campaign speeches. 

The Cuairman. If you had been running as a Democrat it might 
have been a difficulty. This is a new development, you will have to 
admit, this diffusion of ownership over a very wide range—in your 

case 117,000 people. It is quite different from old-fashioned indi- 
vial capitalism, is it not? You will admit that. 

General Woop. Well, I think so. 

The Cuarrman. It is a development that I have not known. You 
understand, I have no opinions about it. In fact I did not know very 
much about it. I am just speculating in order to elicit some facts 
from you and Mr. Humm. I do not know much about this kind of 
business organization, and I certainly do not know what I think or 
even spec ulate now in regard to the politic al and social consequences. 
But if you keep growing, , and you are growing very rapidly, and you 
do gain control, this factor comes in. 

For example, supposing the Seager family dies—and it is very 
likely they will—and sell the same as the Rosenwalds. Then you will 
be the logical purchaser. You will be there and you have $90 million 
now to invest. Just for practical purposes, suppose you control a 
dozen big corporations through the growth of this fund, and you 
have this m: iunagement, a self- perpetuating management, in the 
trustees. Are you sure you believe that that is a logic -al and a desirable 
extension of the capitalistic system or not? Idonot know. It may be. 
I was wondering. 

General Woop. I can answer I do not know. 

The CuarrmMan. Have you thought through to the logical end of the 
development which you have now started ¢ 

General Woop. I think if the trustees are honest men—and we all 
feel the responsibility to our employees because we have 100,000 little 
people in that fund and their hopes and fears for the future are tied 
up with that fund. We all realize, every one of the five trustees, our 
first responsibility is to those people. We do not attempt to get con- 
trol of the corporation. We attempt to invest the money wisely. 

The CuatrmMan. I understand that, but you cannot avoid the conse- 
quences of your acts. No matter what your motives are, due to the 
pressure to invest your money right, I gather you are a little restless 
that you do not have a good place to put the $90 million. You would 
like to have a good investment. 

General Woop. Remember, we have opportunities in mortagages 
and loans where we realize 4 percent. That is a much better invest- 
ment for us, and we have $40 million in the bank and only $11 million 
in stock. 
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The Crarrman. I expect with that $90 million if things develop 
properly you might well end up with control of Montgomery Ward, 
would you not? 

General Woop. Not on your life. We did buy, Senator Ful- 
hright—we own the Allstate Insurance Company, a wholly owned 
subsidiary. When we formed that we made an agreement with the 
Insurance Commissions in the various States we would never invest 
in our own stock, which would have been the very best investment for 
us. So we have the stocks of a great many companies in Allstate. 
We bought 7 years ago 8,000 shares of Montgomery Ward stock. We 
could not buy our own under that agreement. I mean, we would have 
much preferred to have bought our own. 

The Cuatrman. I think it is a very interesting problem. I con- 
fess I do not know what to say at the moment at least about the ulti- 
mate end of the growth of your pension fund. It looks as if it might 
have very far-reaching ramifications. 

General Woop. Do not forget this, Senator. I have been asked 

any times will the pension fund own all of the stocks, As the em- 
p lovee get older, there will be as many going out, and possibly more, 

sare coming in. Last year they took out $45 million. 

The Carman. In stock? 

General Woop. Stock and cash. 

The Cuatrman. Stock and cash. What proportion? What part of 
that was stock? Do they tend to take out stock or cash ¢ 

General Woop. They usually take out half stock and half cash. 

The Cuairman. That is the normal? What did you add? What 
was the net last year / 

General Woop. We only added 24,000 shares last year. 

The Cuamman. Net addition? 

General Woop. Net addition. Our retail organization is a young 
organization. We only started in 1925, and most of them were kids 
when they started. But our mail order business is getting to be an 
old organization, and there are just as many retiring in the mail 
order section as there are going in. I look to see the fund stationary 
within 10 years, as far as—I mean, that percentage won’t be added 
to it. In fact, I am quite positive of it. 

The Cuatrman. You think that you have about come to the end of 
the road of adding Sears stock to your fund ? 

General Woop. “Putting i in. 

The Cuarrman. That brings up thé question, since that is true and 
you feel forced to invest the cumulative surpluses, will you be gaining 
control of different companies ? 

General Woop. No. 

The Cuarrman. What have you done with Montgomery Ward, for 
example’ Have you disposed of that or do you still have the 8,000 
shares in Allstate 7 

General Woop. They have the 8,000 shares. 

The Craman. Would it be a fair question to ask how you made up 
your mind to vote that ? 

(reneral Woop. No. What we tried to do is stay away from it. 

The Cuamman. I can imagine. I believe you said earlier you felt 
that the accumulation of Sears stock by the pension fund had had a 
tendency to increase the prices of the stock. 
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General Woop. I think so, academically. I do not know. 

The Cuaimman. I thought you said you had, because it removed 
the shares. 

General Woop. We gained in prices every year, and the stock has 
gone up every year. 

The CaatrmMan. Would it be fair to say that your purchases and 
the fact that you are ready to purchase that stock acts as a floor under 
the stock, regardless of its intrinsic value, you being in the market the 
way you have been, and it would keep it up anyway ? : 

General Woop. I think this: Nobody sells Sears, Roebuck stock 
short because it is highly dangerous. With $90 million we can buy it. 
On the other hand, if the country and the general level of the stock 
market goes down, Sears, Roebuck will go down with it. We would 
not buy it to support it. 

The Cramman. Have you felt that this diversification of your 
pension fund was desirable for reasons other than the reluctance to 
buy more Sears stock? I mean, did you feel it was necessary or de- 
sirable to diversify your investment? 

General Woop. Yes. Mr. Humm and I decided years ago for the 
first 20 or 30 years to buy all Sears stock. There was no cash in the 
fund. Then we decided always to have cash equal to the employees’ 
deposits, so that if disaster came we could pay them off from the cash, 


and the stock was velvet. We have always kept that amount of cash. 
The CHarrman. Is that still your policy ? 
General Woop. It is still our policy. I might say, Senator, at the 
close of each year we have a forum at the Chicago plant to which any 
employee can go. I give the renee of the profit- -sharing fund and 


they can ask me any ‘questions they please—send their questions up 
without any name. The only kick I have ever gotten is why don’t 
you put some of this money and uninvested cash in Sears stock? Be- 
cause they have a fanatic belief in the company and the stock. And I 
say as long as T sit there I will never do that because I will always 
keep enough cash to protect them. 

The Cuamrman. Would the employees be better protected if the 
money they paid in was paid to an insurance company and proper 
reserves were calculated sufficient to insure the employees of their 
pension ¢ 

General Woop. Absolutely no. 

The Cuamman. Why? 

General Woop. I am a director of a very large bank and I know 
trust departments of banks. Actuarially the employees would not 
have gotten a tithe of what they have gotten under this; not a tithe. 
True, it isa risk. You know our system is not a profit system. It is 
a profit and loss system. You cannot make profits without taking 
some losses. You know that, Senator Bricker. 

The Cratrman. General, I believe that is about the end of my 
questions. Would you have any information you would like to volun- 
teer or may I ask if the Senator from Ohio would like to ask : 
question? He was not here when we started and I am afraid I over- 
looked him. 

Senator Bricker. General, we have had some banker testimony here 
to the effect that these investment funds and institutional invest- 
ments—and this may be out of your experience, but I know you study 
others as well as your own—sell about as much as they buy on the 
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market generally. Also that as a result of that selling there is no 
restriction on the number of shares available for the general public 
to purchase. ( 

Have you any observation as to whether or not these pension funds 
and institutional investors actually do buy for permanent holding, 
or are they on the market in and out for a profit? 

General Woop. I think that the majority—I know about pension 
funds—the majority buy for keeps. 

Senator Bricker. That is my impression. 

General Woop. They buy for keeps. 

Senator Bricker. That is some of the other testimony. That is all, 
Mr. Chairman. 

The Cuarrman. Do you have anything, General, that you would 
like to volunteer for the information of the committee? I am sure 
we have overlooked some pertinent questions and we would like your 
advice. You know, what we are trying to do is understand our mar- 
kets. 

General Woop. Well, from the standpoint of markets I have nothing’ 
to say. I do think the plan of spreading the ownership to establish 
a stable profit of the Sreneny is a good one, because under it I do not 
care how minor the employee is, he gets proportionately the appre- 
ciation in value of the company, proportionately to what I get. But 
that is a good thing and our experience has shown no man who owns 
Sears, Roebuck has ever gone on the bread line. In other words, 
they have come out of Sears with ample funds—for the last not 1 year 
or 2 years, but the last many years. They can go out if they want 
to at age 60, 

The CuHarrman. How did Sears get plone in the depression—1931 
and 1932—-your statement inspires me to ask? 

General Woop. That was the real test. I have the book here. The 
employees’ fund, I mean, this pension fund, went from a value of $70 
million in 1928 to $8 million in 1932. That was the real test. For 
the first time in the history of the fund some of the employees were 
under water. In other words, they put in more than their credits. 
That was only employees under 3 years of service. 

Those employees we decided that had to get out—the company made 
up the difference between what they put in and what they took out; 
with 5-percent interest. That cost us three or four hundred thousand 
dollars. It only lasted 2 years, and it went from $8 million to $635 
million. But the strange thing was that the older employees had 
such a great belief in the company they told the younger ones, “Don’t 
bother. It will come back.” We never had any complaints from the 
employees. 

They have a tremendous faith in the company. I do not think a 
company like this has anything to do with the stock market. Our 
labor relations are tremendously improved. The spirit of labor, em- 
ployees, and management—in other words, there is a very happy spirit 
prevailing there in Sears, Roebuck. 

The Cuatrman. Thank you very much, General. We appreciate 
— taking the time and trouble to come down here and give us the 

enefit of your experience and your wisdom in this field. It is very 
helpful to us and it is a fine contribution to our effort to understand 
what our economy is about. 
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General Woop. I think it is very good. You put your finger, as I 
expected you would, on the one potential weakness, which is that if 


somebody gets control of these big funds for selfish purposes, it would 
be bad. 


The Cuatrman. That is right. 

General Woop. All I can say is I think I have indoctrinated my 
associates and directors and officers pretty well, so that I know nothing 
will be done in the next 10 years. After that time I cannot answer for 
it. 

Senator Bricker. May I express a word of appreciation to General 
Wood for coming here and the information he has brought to us. It 
is an example of one of the great American industries. 

The Cuamman. Thank you very much, General. The next witness 
is Mr. Benjamin Graham, chairman and president of Graham-New- 
man Corp., of New York. Mr. Graham, we are very happy to have 
you this morning and are looking forward to your testimony. 


Would you care to read your statement or would you rather sum- 
marize it? 


STATEMENT OF BENJAMIN GRAHAM, CHAIRMAN OF THE BOARD, 
GRAHAM-NEWMAN CORP., NEW YORK 


Mr. Granam. I would prefer to summarize it if I may. 

The CuarrmMan. Fine. 

Mr. Granam. But in the first place may I make a correction? 
The Cuairman. Yes. 


Mr. Grauam, The correction is to the effect that I am not president 


of Graham-Newman Corp., but chairman of the board. I would like 
to add, if I may, I am also chairman of the Government Employees 
Insurance Co. of this city, which is a smaller but rather vigorous 
competitor of General Wood’s Allstate Insurance Co., and we have 
paid Sears, Roebuck the compliment of patterning our profit-sharing 
plan very closely on theirs. 

I have tried in the statement to deal with three factors: First, the 
question of the present level of stock prices from the standpoint of the 
relationship between price and value. Secondly, causes of the rise in 
the market since September 1953; and, thirdly, feasible methods of 
controlling excessive speculation in the future. 

With respect to the present level of stock prices, my studies lead to 
the ery gn that leading industrial stocks are not basically over- 

valued, but they are definitely not cheap; and they are in danger of 
going over into an unduly high level. 

[ would like to add on this point while I deal in my statement with 
leading industrial stocks I am going to be criticized for not taking 
into account the fact that the stock market i is made up of many hun- 
dreds of issues which have different price patterns. The fact remains 
in the last year or so the market pattern has been more uniform, I 
think, than it has been in most markets, and the level of advance in 
the market price has been fairly evenly distributed over all types of 
stocks—both the leaders and secondary issues. 

With respect to the causes of the rise in the market since Septem- 
ber 1953, my statement indicates I w ould emphasize very much the 
change in investment and speculative sentiment, more than any change 
in basic economic factors. I wanted to point out that that carries an 
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element of danger because a change of sentiment for the better may 
be followed by a change in sentiment for the worse. ; 

Finally, in regard to the feasible methods of controlling excessive 
speculation in the future, I am in sympathy with the action of the 
Federal Reserve in increasing margin requirements as speculative 
activity mcreases. i 

I feel in general speculation on margin is expensive to the public, 
und is sound only when it is practiced by people who have a great 
deal of experience and a great deal of ability. 

| also have an idea with respect to temporary modifications of the 
capital-gains tax if it appears desirable to increase the supply of stocks 
for a temporary period of time. 

I would rather answer questions from this point on instead of going 
into more detail about my statement. 

The Cuarrman. Thank you very much, Mr. Graham. In connec- 
{ion with your own company, does it invest in a representative sample 
of the best stocks in the market, or does it use some other guide for 
investment ¢ 

Mr. Granam. No. We have not been purchasing the market lead- 
ers. Our business has been something of a specialty business. We 
have emphasized the purchase of securities selling under imtrinsic 
value, and have gone to what is generally known as a special situation. 

The Cuairman. Would you describe that for us—for our informa- 
tion. You understand you are talking to a committee—at least the 
members who you notice are present now—who know very little about 
this. Would you tell us what specialty situations are and how you 
approach it’ How do you determine whether a special situation is 
undervalued or not ¢ 

Mr. Granam. There is a slight distinction between an overvalued 
security as such, and a special situation. I shall try to make that 
distinction clear. 

In the first place, with respect. to a special situation as it is known 
in Wall Street. That is a security which upon study is believed to 
have a probability of increasing in value for reasons not related to the 
movement of stock prices in general, but related to some development 
in the company’s affairs. That would be particularly a matter such 
as recapitalization and reorganization. merger and so forth. 

For example, the typical example of the special situation is a com- 
pany in trusteeship undergoing reorganization. Because of the fact 
that it is in trusteeship, the securities tend to sell at less than their 
intrinsic value. When the reorganization is completed, the proper 
value is established and there will normally be a profit in the purchase 
of such securities. There are other examples of that kind. The 
public utility breakups were a very interesting generic group of 
securities, because we had an underlying situation in which these 
holding companies, being in ill favor in general with the investing 
public, tended to sell at less than the value of their constituent com- 
panies, and when they were broken up the value of the constituent: 
companies in the market greatly exceeded the value of the holding 
company shares. 

_ With respect to undervalued securities in general, not special situa- . 
tions, that would be based upon a process of security analysis, which 
shows by a study of the company’s balance sheet and income account 
that it is selling for considerably less than its intrinsic value, which 
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in general can be defined as considerably less than the value of the 
company to a private owner. 

The Cuamman. How do you evaluate management ? 

Mr. Granam. Management is one of the most important factors 
in the evaluation of a les ading company and it has a great effect upon 
the market price of secondary companies. It does not necessarily 
control the value of the secondary companies for the long pull because 
if the management is comparatively poor there are forces at work 
which tend to improve the management and thereby improve the 
value of the company. 

The Cuamman. When you go into special situations and buy large 
blocks, - you usually try to get control of the company ¢ 

Mr. Grauam. No; that is very exceptional. I would say out of 
about 400 companies that we may have invested in in the last few 
years, there would not be more than 3 or 4 in which we would have 
had any interest in acquiring control. 

The Cuamman. You would have if you thought the management 
was bad, would you not? I mean that would be one of the principal 
elements in that case? 

Mr. Granam. That could be a reason for our seeking control, hoping 
to improve the management situation. 

The Cuairman. How do you go about acquiring large blocks with- 
out disturbing the market too much? Do you do it in your own name, 
or what is the procedure ¢ 

Mr. Granuam. Well, there are two procedures. One is to acquire 
shares in the open market over a period of time. The other is by 
making a bid for a specified or unspecified number of shares, which is 
made public and which all stockholders have an opportunity to accept. 

The Cuairman. What I mean is, I assume that you specialize in 
special situations. You analyze it and after considerable work, I 
take it, you decide that it is undervalued and it is a good special situa- 
tion. You start buying in the market, and you reveal your interest 
and everyone knows what you are doing. I wondered how you 
proceed. 

Mr. Granam. That could happen, but very often it does not. May 
I give you an example of that, Senator. In a book I wrote, The 
Intelligent Investor, I gave an example of an undervalued security, 
the Northern Pacific Railroad stock, which at the time of my first 
analysis sold at 20 and later went down to 14. We decided to “buy ¢ 
fair amount of stock. I should say that after reading the book 
once or twice I convinced myself the shares should be bought. We 
went ahead and acquired about 50,000 shares of that stock in the 
market with comparatively little effect upon the price. 

The Cuamman. Were there a lot of shares of that ? 

Mr. Granam. There were about 21% million shares altogether. 

The Cuarrman. That is a pretty big company ? 

Mr. Granam. Yes, indeed, but that was a large investment for us. 
But there are other instances in which where companies are smaller 
it is not equally feasible to acquire shares in the open market, and 
it might be desirable to make a bid or offer, as it is generally called, 
to acquire shares in some public way. 

The Cuamman. You make no effort to conceal your interest in a 
special situation or to deal through trust companies or other accounts? 

Mr. Granam. Well, in most of our purchases, the vast majority of 
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them, we purchase shares the same way as anyone else would through 
brokerage houses, who act for us, and there is no concealment. 

The Cuarrman. To your knowledge are there many instances of 
concealment of the purchaser in acquisition of stock? 

Mr. Granam. Well, you might say that virtually all of the com- 
panies that are acquired in the open market—I mean where control 
is acquired in the open market, in virtually all these cases there is 
some degree of concealment. That is to say, nobody publishes the 
fact that he and his group are acquiring control in the open market. 
[t would obviously be unwise from a business point of view. Some- 
times the news gets around, but it is generally unofficial. There have 
been a fe winstances, comparatively few, in which efforts are made 
to acquire control of a company generally through a reputable bank 
or trust company where the name of the purchaser is not revealed; in 
other cases it is revealed. 

The Cuatrman. We have had suggestions that this is done, and I 
was wondering what the process is and whether or not you do it or 
have done it. I wonder if you could describe for us the way you 
can acquire control without revealing your identity, not applicable 
to yourself necessarily. How would anyone do it? 

Mr. Granam. Well, outside of the method of acquiring control in 
the open market, which as I said before is the more customary way, 
the other method would be to ask a bank or trust company to commu- 
nicate to the stockholders an offer to buy the shares, generally at a 
price above the market, and state that the acquisition is being made 
for clients of the trust company, without giving their names. 

The Cuamman. There is no requi.ement if a trust company pur- 
chases stock on the exchange to reveal the beneficial owner; is that 
right? "They de not have to say, “We are buying this for Mr. Jones 
or Mr. Smith”? 

Mr. Granam. No, obviously not, sir. 

The CuatrMan. So that that would be the usual way, simply to 
use an established firm which is in and out of the market, for your 
agent to purchase for you ¢ 

Mr. Granam. Yes, That would not be a trust company. Normally 
that would be a brokerage firm. 

The Cruamrman. Does a broker have to reveal who his principal is? 

Mr. Granam. No. On the contrary, it is one of the basic principles 
of Wall Street that the relationship between the broker and the client 
is confidential and the name should not be revealed except to authori- 
ties who have a legitimate reason to ask for the information. 

The Cuairman. Well, that is an important exception. What about 
a trust company? If the Chase National Bank purchases shares and 
they are asked by the president of the exchange whom they are buy- 
ing for, do they tell him? Is it same as the broker ? 

Mr. Granam. The president of the New York Stock Exchange has 
no authority over anyone except members of the New York Stock 
Exchange. 

The Carman. Well, then, there is a difference. As to the brokers, 
he has access to the beneficial owner, but he does not have as to the 
trustcompany. Is that right? 

Mr. Granam. That would be true with respect to the president of 
the stock exchange, yes. 

Che Cuarrman. Who would have control, the SEC? 
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Mr. Grauam. As a reservation, I am not certain the constitution 
of the stock exchange gives the president the power to ask the brokers 
for the names of their clients or their dealings, but I assume that in 
the investigations that the stock exchange makes into its own dealings, 
including such things as manipulation and so forth, such information 
is asked for and given. 

The Cuairman. I understood that with regard to the members for 
disciplinary purposes they have the right to inquire, but I would not 
be too certain about that. 

Mr. Granam. I believe that is so, but I am not sure. 

The Cuarmman. When there is a battle for control of a company, 
the stockholders who intend to remain with the company would want 
to know whether they should participate in the battle or should sell 
out, and the identity of the purchaser would be important to them in 
such circumstances, would it not? 

Mr. Granam. Well, if you are speaking of a battle for control in 
terms of a proxy battle, of course, the identity of the people who are 
endeavoring to obtain a majority of the votes by proxy solicitation is 
absolutely vital, and the proxy rules require that complete disclosure 
be made of the identity of such persons. With respect to purchases 
of shares, however, that is an entirely different matter, and the theory 
of the stock market is that people are allowed to purchase shares 
anonymously. It will be a little embarrassing for many people if 
each time they bought or sold shares their identity would have to be 
revealed. 

The Cuamman. Of course, it is not done customarily, but it is sub- 
ject to being revealed in an investigation at any time, is it not ? 

Mr. Granam. As far as I know, the revelations of purchasers of 
shares have been limited pretty much to criminal activities. I do not 
recall cases in which the names of buyers have been rev ee even 
though they may be known to the authorities, merely because these 
people happen to have bought stock. 

The CuatrMan. Do you recall the Lawrence Portland Cement Co. ? 
Did you make an attempt to gain control of that company ‘ 

Mr. Grauam. Yes; in association with other people, who at that 
time, I believe, were either the largest or second-largest holders, we 
made a bid for a specified number of shares. 

The Cuairman. How did that work out? 

Mr. Grauiam. It did not succeed. The price advanced above our 
bid price, and consequently we did not get any quantity of stock. 

The CuatrMan. Do you think that was an instance of their having 
known that you were interested and having great respect for your 
judgment, and it went up before you could get control ? 

Mr. Granam. No, On the contrary, what happened was that the 
company itself went into the market and forced the price up above 
our bid price. 

The Cnamman. Well, I do not know how it could have been other- 
wise. You could not have purchased that amount in open market, 
could you ¢ 

Mr. Granam. No, but we made a blanket offer to the stockholders 
to turn in their stock to us at agiven price, which was above the 
market at the time the offer was made. 

The Cuatrman. What was your offer? 

Mr. Granam. I think it was $26 a share. 
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The CuarrMan. When was that? 

Mr. Grauam. Four years ago, perhaps. 

The CHARMAN. What is it selling for now / 

Mr. Grauam. I do not know. 

The a Has it been split ? 

Mr. Grauam. It has advanced, and the name has been changed. 

The CuarrMan. What is the name of it now / 

Mr. Granam. Dragon Portland Cement. 

The Cuatrman. I am told that, allowing for the split, it is now 
selling for $130 a share. That vindicates your judgment, does it not ¢ 

Mr. Grauam. I wish we had been able to buy it; yes. 

The CuarmMan. Was it true that in that case you got no stock at all? 

Mr. Granam. No; because our offer was a contingent offer. We 
made an offer to the stockholders to buy their shares at a price above 
the then market, provided a sufficient number of shares would be de- 
posited. What happened then was, as I said before, that the officers 
of the company, not wishing this bid to succeed, went into the market 
and pushed the price of the stock above our price. As a result, peo- 
ple did not turn im any number of shares to speak of, and we dropped 
the whole thing. 

The Cuarrman. I am not sure—do you wish to discuss these in- 
dividual cases or not? 

Mr. Granam. Well, I have no strong feeling on the matter. I do 
not know to what extent it would be useful to the committee. If it 
is useful to the committee, I have no objection. 

The CuarmrMan. I do not wish to embarrass you about it. I had 
understood that it was quite all right. The only purpose is that we 
have had a number of people here “who have discussed general prin- 
ciples. None of them, I believe, were what we call active traders. 
l open that is what you are, is it not ? 

Mr. Grattam. Well, we do not consider ourselves as traders in the 
ordinary sense. Technically you might call us that. 

The Cuarrman. What I was trying to do was to illustrate pro- 
cedures that are followed by people actually m the market. If you 
do not care to be questioned about individual cases, 1 would not want 
to press the matter. 

Mr. Granam. I have no sensitiveness on the subject at all. We are 
very proud of our achievements in our company. 

The Cuamman. I thought maybe you were a little reluctant in the 
case of the Dragon Cement to discuss the details. 

Mr. GranAm. I am not a reluctant dragon, Senator, except I do not 
remember the details too well. I was not active personally in the 
matter. 


The Cuarrman. Can you think offhand of other similar examples 
of the intent to gain control ? 

Mr. Granam. You mean examples similar to the one made in Law- 
rence ? 

The Cuatrman. Yes. 

Mr. Granam. Well, there was one recently. 

The CHarrman. What is that? 


Mr. GRAHAM. [ am trying toremember the name. I remember that 
a trust company in Boston 


The Cuairman. The Atlantic Gulf and West Indies Steamship Co. ? 
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Mr. Grauam. No, that was a different situation. You are referring 
now to our own experience. The Atlantic Gulf and West Indies was 
quite a different situation. At that time we made an arrangement 
with the chief stockholder of that company to purchase, I think, the 
greater part of his holdings, and made a corresponding bid to every- 
be dy else to buy their shares at the same price, which was considerably 
above the market at the time we began our negotiations. 

The CuHarrman. Was that a negotiated sale you were trying to 
effect off the exchange, or was it a listed stock ? 

Mr. Granam. Yes, it was a listed stock. The negotiation was done 
with the large stockholder, and the rest was an offer extended to all 
the stockholders on the same terms. 

The CuarrMan. Was that negotiation directly with the stockholder ? 

Mr. Granam. That is correct. 

The CuarrmMan. Did it succeed ? 

Mr. Granam. Yes, it did. 

The Cuarrman. You did not use an intermediary in that case? 

Mr. Granam. No, that offer went over our name, I believe. The 
difference was this: At that time we had already arranged to buy a 
large amount of this stock, and we felt that, for one thing, that should 
be a matter of record and was made a matter of record. 

The CuarrMan. So that is an illustration of the successful way to 
purchase control of a company ? 

Mr. Granam. Yes. It is much more desirable to buy it by nego- 
tiation to begin with. 

The Cuarrman. Do you think there is any serious problem from 
the public’s point of view with regard to the anonymous purchase of 
sete especially with regard to gaining control of a company ¢ 

Mr. Granam. Senator, I have observed this thing for the last 40 
years. I cannot think of a single instance in which the public has 
been hurt by offers to buy control whether the names were revealed 
or not revealed. In every such instance the public has been helped 
because they have been able to get a higher price for their shares than 
they would have been able to get if no such bid had been made. 

The Crarrmman. You see nothing wrong with that procedure? I 
am not arguing with you. Iam only asking you. 

Mr. Granan. I have had occasion to think about that matter for 
a long time, Senator, and it seems to me that the true arguments are 
all, from the public’s standpoint, in favor of not preventing bids 
being made to the public at higher than the prices previously ruling. 

The Ciaran. Is your company an open-end or closed-end 
er. 

Mr. Granam. We are technically an open-end company, and prac- 
tically a closed-end company. Let me explain that. 

The Cuamman. I will be very happy for you to. 

Mr. Granam. We are registered under the Investment Company 
Act of 1940 as an open- -end | company, which means that we are con- 
tractually obligated to repurchase shares at any time at the net asset 
value when presented to us. However, no such shares have been pre- 
sented to us for a great many years. Our shares have sold consistently 
at well over their net asset value. Furthermore, we have not sold 
any shares of stock to the public at any time and have not increased 
our capitalization for many years, so that we operate actually as a 
closed-end company, namely, with a fixed capitalization. 
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The CuarmMman. What is the capital? Are these trade secrets or 
not? 

Mr. Granam. Not at all. They would not be a secret in any case, 
Senator, but as it happens our figures are made public. They are 
filed with the Securities and Exchange Commission. We have 5,000 
shares of stock with a present asset value on the order of $1,100 a 
share and with a market price rather considerably above that. 

The Cuarrman. A market price above that? 

Mr. Granam. That is right. 

The CuatrmMan. But the shares sell very seldom, I understand ? 

Mr. Grauam. That istrue. There are very infrequent sales. None- 
theless, there are quite a number of them in the course of a year or 
two. 

The CuarrmMan. When was your company started ? 

Mr. Granam. The company was incorporated in 1936, but it was a 
continuation of a business which was set up in 1926. 

The Cuatrman. To what do you attribute your great success in this 
business ¢ 

Mr. Granam. Well, Senator, that is assuming that we have made 
a great success. 

The CuarrmMan. Would you not consider it a success ? 

Mr. Granam. I will admit that we think it is, but I did not want 
to be in the position of passing over your question as taking for 
cranted that we have made a great success. 

The Crarrman. I will take responsibility for saying you obviously 
have made a success. 

Mr. Granam. I think our success is due to our having established 
sound principles of purchase and sale of securities, and having fol- 
lowed them consistently through all kinds of markets. 

The Cramman. I take it that ordinary members of the public 
cannot buy your shares; is that right? 

Mr. Granam. Well, they cannot buy them in unlimited amounts, 
but they can buy them over the counter in small amounts. 

The Cuatrman. Are they quoted over the counter ? 

Mr. Granam. They are quoted over the counter; yes, sir. 

The Cuatrman. At what, $1,100? 

Mr. Granam. I would say probably around $1,250 or $1,300 a 
share now. 

The Cuatrman. Above the asset value? 

Mr. Granam. That is correct, sir. 

The Carman. Is it customary for open-end companies to be selling 
above their asset value? 

Mr. GranaM. Well, it is unusual for any investment company to 
sell above its asset value, but there are a number of instances. The 
best-known instance is the Lehman Corp., which for a good part of 
the time sells above its asset value. That, however, is a closed-end 
company. It is impossible for an open-end company to sell at more 
than the selling premium over its asset value as long as it offers shares 
of stock to the public. That is obvious. In some instances a company 
like State Street Investment has followed a policy like ours and has not 
offered shares generally to the public, and the shares have sold at a 
premium. 

The CHarRMAN. Do you personally control your company? 

Mr. GRAHAM. No; I am a comparatively small stockholder. 
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The CHarrmMan. You are? 

Mr. Granam. Yes, sir. 

The CuarrMAN. Does your family control it? 

Mr. Granam. No. We have a comparatively small number of 
shares. 

The CHARMAN. Does any one family or person control it, or is it 
distributed rather evenly ¢ 

Mr. GravaM. The shares are distributed fairly evenly. I would 
say there is a family with whom we have no relationship that. repre- 
sents the largest stockholding at the present time. 

The CHATRMAN, If someone wishes to sell their shares, they still 
can demand what from you? 

Mr. Granam. They can demand the net asset value. 

The CuamrMan. Which, of course, they do not do, because they can 
get more ¢ 

Mr. GranaAm. That is correct. We have not taken in any shares for 
many years. 

The ¢ ‘HAIRMAN. What inspired you to form an investment com- 
pany? You did start this investment company; did you not? 

Mr. Granam. Yes. May I say that I entered the brokerage busi- 
ness in 1914 and became a junior member of a stock- exchange firm, 
and in 1923 I believed that sound investing principles would be suc- 
cessful, ¢ aid I started a private fund in 1923, which was changed around 
in 1926. 

The CoHarrmMan. What is a private fund? 

Mr. GranAm. A private fund would be one in which no offering 
was made to the general public through advertisements, circulars, or 
any other way, but merely to friends who were permitted or asked 
to contr ibute. 

The CuHAmman. How large was that company ? 

Mr. Grama, It was about a half million dollars at the beginning. 

The CHArMAN, Just you and your friends? 

Mr. Granam. That is correct, sir. My own participation was very 
small. I had very little money. 

The CHarrMAN. You started buying stock; is that right? 

Mr. Granam. Stocks and bonds; yes. 

a CHAIRMAN. I would be interested, if you do not mind telling 

, to have the history of this development. 

ae Granam. W ell, Senator, if you feel there is any value in this. 

The CHarrMAN. There is, because we like to get some feel of how 
these trust companies develop. However, I do not wish to embarrass 
you. If you think it puts you at a disadvantage with competitors or 
anyone else, you do not have to. 

Mr. Granam. No, Senator. I have been accused of telling all my 
secrets. I have written a number of books, and I reveal them all in 
these books. 

The Cuarrman. I was particularly interested to know what hap- 
pened to you in 1932. 

Mr. Granam. We had rough going. 

The Craimman. You first started at the beginning with a half 
million dollars. What happened then up until 1929? 

Mr. Granam. We were quite successful, and the fund grew to $214 
million at the beginning of 1929. 

The Crarrman. In stocks, I take it? 
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Mr. Granam. In stocks and bonds. 

The CuarrMan. What did you do in 1929? 

Mr. Granam. In 1929 we lost money. 

The CuarrMan. Well, a lot? Did you go down with the market 
or see it coming or what? 

Mr. Granam. We did pretty well in 1929 alone, but the real diffi- 
culty we experienced in 1930 and 1931 when the market went much 
further downward than we had anticipated. We had pretty well 
anticipated the 1929 decline. And so our resources were shrunk 
pretty much. I do not think they shrank as much as General Woods’ 
pension fund did, which he mentioned before, but they went down 
fairly low, and it was not until 1936 that a person who had been with 
is in 1929 and had held on would find himself even, but by 1936 he 
was even in our business. 

The CuarrMan. You said you changed. When did it become a 
registered investment company ¢ 

Mr. Grauam. It became a registered investment company in 1941 
after the passage of the Investment Company Act. 

The Cuamman. What happened in 1936? Did not some change 
occur ¢ 

Mr. Granam. We incorporated, for a very peculiar reason. We 
had originally operated as a joint account, and the individual mem- 
bers reported on a partnership basis. 

The Cuarrman. Each participant in the fund? 

Mr. Granam. That is correct, reported his share of the results. 
Kut before 1936 the Treasury claimed that we were an association tax- 
able as a corporation, and we had considerable problems as to where 
we stood, whether we were or were not a corporation. So our counsel 
said, “You had better incorporate and settle this matter once and 
for all, because the Treasury will get you either way.” 

The Cuatrman. This was the original group of friends; is that 
right ¢ 

Mr. Granam. That is correct. 

The Cuatrman. That is all that were in it in 19364 

Mr. Granam. There were accretions on a private basis. I had more 
friends in 1936 than I had in 1923. 

The Cuarrman. When did you make them, during the depression ? 

Mr. Grawam. Not so many as afterward. 

The Cuarrman. Go ahead. You incorporated in 1936 and in 1941 
you registered. When did you sell any stock to the public, or did 
you ever sell any? You have 5,000 shares, you say ¢ 

Mr. Granam. Yes. May I say that we originally had more shares, 
that is, we sold stock up to 50,000 shares with a nominal par value 
and stated value of $100 a share. 

The Cuarrman. When did you do that? 

Mr. Granam. Well, we did that in series by offering rights pri- 
inarily to our older stockholders, and that built our capital up to $5 
million, consisting of 50,000 shares worth about $100 a share. But 
we discovered—this may interest you, Senator—that we were begin- 
ning to get a great many one-share stockholders, people we had never 
heard of who came in and invested a hundred-odd dollars and then 
got our reports and found out what we were doing and imitated it. 
So to deal with that situation we perpetrated a reverse split-up in 
which we issued 1 share for 10, increased the unit value in the market 
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to about $1,200 or $1,300 a share, and from that time on we did not 
get quite so many 1- share stockholders. 

The Cuairman. What do you charge for managing the investment 
company? You are the manager of the company ; is that right? 

Mr. Granuam. I am 1 of 3 managers. The other two managers are 
Mr. Jerome A. Newman, whi has been a partner of mine since 1927, 
and his son, Mr. Howard A. Newman. 

The Cuairman. Is it public knowledge what you charge? 

Mr. Granam. Yes. We charge a great deal. We pay ourselves 
salaries on the order of $25,000 and $15,000, and we also have a 
profit-sharing plan under which after a $40-a-share dividend is earned 
and paid in any year the management as a whole receives 20 percent 
of the additional amount earned and paid. 

The Cuatrman. Are your earnings largely capital gains? 

Mr. Granam. Yes; very largely capital gain. As a matter of fact, 
you might say they are almost exclusively so. 

The Cuamman. I hope it is clear that if you do not wish to say, 
if it is a matter that you do not wish to discuss, particularly your own 
compensation, I am not trying to fish. That is just illustrative of 
what I assume is a typically successful man, and if you do not care 
to answer, I hope you will feel free to say so. 

Mr. Granam. I would just like to make two remarks about that. 
In the first place, I have no hesitation whatever in telling you things 
that the investors in my fund know, obviously; but, secondly, I think 
it is a misconception to consider that we are typical managers of a 
successful firm. Our arrangement is very unusual. 

The Cuamman. I want to clear up the misconception. That is 
exactly why vou are here. Why is it not typical? I would like you 
to describe what is a typical situation. 

Mr. Granam. The difference is first, that our compensation arrange- 
ment is much more liberal than that received by other investment 
funds. This 20 percent which we receive on excess earnings is a very 
large percentage. 

The Caiman. But that depends on what you pay. You said 
$40 a share, which struck me as a rather liberal dividend. 

Mr. GranaM. That is just the base dividend. We paid $340 a share 
last: year. 

The Cuamman. That is still better than General Motors paid. 

Mr. Granam. Yes. I just want to make two things clear, sir. One 
is that our compensation arrangement is much more liberal in its 
terms than the standard arrangement. Secondly, we believe, and 
I think our stockholders believe, that we earn our compensation be- 
cause our results to them after deducting compensation have been 
good. 

The Crarrmman. T assumed that or vou would not be there. T was 
trying to get a picture of this business. You are helping us a great 
deal, I may say. Can you put it in a little different terms so that we 
can compare your situation with the managers of some of the well- 
known firms? I would appreciate it if you would put that in the 
record so that we will have it. 

Mr. Granam. Oh, yes. The difference is tremendous between our 
own situation and that of a typical investment fund. Let us take 
the largest one, Massachusetts Investors Trust. 

The Crareman. Yes. 
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Mr. Granam. Their capital may be a hundred times ours. Their 
expenses are much less than a hundred times ours. Their expense 
burden is very little, percentagewise, as compared with ours. The 
trustees receive compensation on the order of maybe one-fourth of 
1 percent on capital. 

The CHarrMAN. Wait a minute. Of earnings or capital ? 

Mr. Granam. This would be capital. 

The CuHatrMan, Per year? QOne-quarter of 1 percent ? 

Mr. Granam. No, I think I have overstated it. It might have been 
that much at one time. I think it is less now. As the capital grows, 
the percentage of compensation to the trustees has diminished. 
Frankly speaking, I should not be talking about this because I do not 
know it well enough, but I do know in general that their rate of com- 
pensation is very conservative in relation to the funds that they 
handle. 

The Cuarrman. What percentage of the capital invested in your 
fund is represented by the compensation to management? Can you 
express it in terms that would be comparable? Would it be 1 percent? 

Mr. Granam. Well, let us put it this way: Over a period of years 
we have tended to earn about 20 percent on capital per year before 
compensation and about 3 percent of that has been paid to manage- 
ment as compensation, leaving 17 percent to the stockholders. 

The Cuamman. Three percent of the earnings? 

Mr. Grauam. No; 3 percent on capital out of the 20 percent earned 
on capital. 

The Cuatrman. I do not follow you there. You earn 20 percent on 
the invested capital per year; is that right? 

Mr. Granam. That is roughly true on an average. 

The Curairman. What percentage of that 20 did you get as manage- 
ment ? 

Mr. Granam. We got about 15 percent, the reason being that there 
is a 4 percent deduction first. 

The Cuairman. Fifteen percent of the 20 percent earned ? 

Mr. Granam. That is right. 

The Cuatrman. I see. 


Mr. Granam. Not 15 percent out of 20, leaving 5; but 15 percent 
of 20- 


The Cuarrman. Leaving 85 percent for the stockholders of the 20? 

Mr. Granam. That is right. 

The CuarrMan. I understand that. Maybe this is a silly question 
and you never do it, but is it ever translated into a percentage of the 
capital invested per year ? 

Mr. Granam,. Well, these figures I am giving you start with the 
percentage of capital invested. 

The Cuarrman. No, that is earnings. 

Mr. Granam. Well, we earn 20 percent on capital. May I sum- 
marize once again. Taking that as a typical result on capital, the 
stockholders have gotten 17 percent on their capital and we have 
gotten an amount equivalent to 3 percent on their capital. 

The Cuarrman. I see, whereas the normal or average investment 
company, I take it, is less than 1 percent; is that right! 

Mr. Granam. Yes, that is certainly true. 


The Cuamman. You get three times as much as the average, or 
better ¢ 
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Mr. Granam. That is true. 

The Cuarrman. Well, I take it you are worth it. You manage it 
more effectively than they do. Is that not correct? 

Mr. Grauam. Well, naturally we have to believe that, and our stock- 
holders believe that. 

The Cramman. I take it you approach this whole business in quite 
a different way. Those big funds do not look for special situations, 
They go into the market and just buy the run of the mine, do they 
not—the blue chips and the bonds, and so on. Is that not correct ? 

Mr. Granam. Well, that is correct in a general way, but not com- 
pletely. Some of the bigger funds, particularly like the Lehman 
Corp., which is a large fund, has always had a rather keen interest 
in special situations, and a certain amount of their capital—by ino 
means the major amount—has gone into special situations. 

The Cuarman. When you say “large,” how large is Lehman? 

Mr. Grartam. Lehman would be over $100 million. 

The CHarrman. Of invested capital ? 

Mr. Granam. At present market values. 

The Cuarrman. As compared to yours? 

Mr. Granam. Ours is on the order of 61% million. 

The Cuareman. On market value. That is not the original in- 
vestment. That is the capital as now valued on the market; is that 
correct ¢ 

Mr. Granam. That is right. We have paid back to our stockholders 
virtually all the earnings that have been made, so that in a sense our 
present value is very similar to the amount of money paid in. 

The Cuamman. You do not seek to increase the invested capital, 
I take it. Any particular reason for that? 

Mr. Granam. The basic reason, Senator, has been that we have 
not believed that we could get the same satisfactory results on very 
large capital as we can get on a mode ate amount of capital. 

The CHarrman. Why is that? 

Mr. Granam. Because if you deal with special situations and under- 

valued securities, the markets in those for the most part are not very 
large. It is not possible to acquire an unlimited amount without 
affecting the market price, and if we had 10 times as much capital 
it would be very difficult for us to invest it the same way as our 
present capital. 

The Cuarrman. I know some who have undervalued stocks down 

, Arkansas in my hometown who might talk to you about it. 

Mr. Granam. We are always open to suggestions, Senator. 

The Cuarrman. There is no market for them, I believe you said 
in your statement that as far as whether the market is too high or 
too low right now, you could not say it is too high or too low. I 
take it that you think it is a period that. requires caution, and you do 
not believe in jumping in and purchasing stocks ¢ 

Mr. Grauam. Well, let us put it this way, Senator: Quantitatively 
the market seems to be about right, but qualitatively I consider it to 
be on the high side and getting into a dangerous situation. 

The Crarrman. Well, that is, I think, a very understandable state- 
ment. That ought to be plain to anyone. If it is about right, that 
means it is not likely to go up or down? It is about on dead center? 

Mr. Granam. On the contrary, Senator, it may be about right, but 
that is likely to be accidental. A year from now—pardon me, sir. 
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The CHairMan. I take it you meant the relationship between prices 
and earnings and income is at a figure that is not clearly undervalued 
or overvalued; is that right ¢ 

Mr. Granam. I would say that is true for the most representative 
stocks as a whole. 

The Cuatrman. There will always be exceptions both ways? 

Mr. Granam. Yes, indeed. 

The CuairMan. | am not trying to tell you, you understand. I am 
rephrasing it only for the purpose of trying to understand what you 
said. I haven’t any idea about whether it is high or low. Iam trying 
to put in language so I could understand what I thought you said. 

Did you notice the testimony of Mr. Galbraith the other day re- 

garding the tendency of the market and speculators losing their rela- 
ecules to reality, that the market generates enthusiasm all its own 
for capital gains? Did you notice that testimony / 

Mr. Granam. Yes, indeed, sir. 

The CuHairman. Would you agree with it? 

Mr. Grawam. Yes; I would agree with it in general terms. 

The Cuairman. That is interesting, because he is purely an aca- 
demic figure and you are a practical one, and yet this is one point upon 
which you agree. 

Mr. Granam. I should say, Senator, that I am something of an 
academic man myself. 

The Cuarman. I did not know that. 

Mr. Granam. I have the title of adjunct professor of finance at 
Columbia University, and I give a course in the evaluation of common 
stocks. 

The Carman. I saw you on television in an Ed Murrow show, 
but I did not understand that you were a professor. I thought they 
had brought you in as a practical operator to tell them how it was 
done. I misunderstood. 

Mr. Granam. They made me a professor because I am a practical 
operator. 

The Cuatrman. That is very unusual, is it not? 

Mr. Granam. Yes. The Columbia School of Business has about 4 
or 5 such practicing professors. 

The Carman. I see. I think that it is interesting that you agree 
that it is a dangerous element when the market becomes ‘too over- 
enthusiastic and loses, as Professor Galbraith says, contact with real- 
ity. You think there is a tendency to that at the present time? 

Mr. Granam. Yes, there are some tendencies, undoubtedly. 

The Cuatrman. Then you would say, as he put it, I believe, that 
there is too much speculative activity in the market ? 

Mr. Granam. Well, “too much” is a difficult phrase to define. I 
think if the market continued pretty much as it has been doing now 
in regard to the total amount of speculative activity, I would not be 
too concerned about the outcome. I am afraid of the cumulative ef- 
fect of more and more speculative « activity. 

The Cuamman. I am not sure that is different from the way he 
put it. I think he was careful to say he did not think the level of 
prices was too high, but that during the past year there had been 
too rapid a rise. “That there had not been any developments in the 
business world, productivity or all the other things that would justify 
that rapid rise. It was the rapidity of the rise and the tendency to 
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generate a sentiment, as he put it, of overenthusiasm that disturbed 
him. He recommended, as you know, an increase in the margin re- 
quirements. Would you recommend an increase in margin require- 
ments ¢ 

Mr. Granam. I would like to duck the responsibility to this extent: 
I said in my statement that I feel the Federal Reserve should have 
no hesitation about increasing margin requirements further if it be- 
came increasingly concerned over the extent of speculation. I do 
not think it is necessary for me to make the decision for my friend 
Bill Martin, but I think the Federal Reserve has as good judgment 
as anyone in that connection. 

The Crarrman. That is a proper answer. I see nothing wrong 
with that. It is not your responsibility. Some, though, have taken 
the position that it would be discriminatory and a bad thing to in- 
crease the margin requirements to 100 pere ent. 

Do you think if the capital gains tax were eliminated and there 
was no tax upon capital gains that that would increase the attractive- 
ness of speculation or decrease it? 

Mr. Granam. On the whole it would increase the attractiveness of 
speculation. 

The Cuarrman. If it did, that would tend to increase the level of 
prices; would it not? 

Mr. Granam. That ismy best judgment. It is true that there would 
be some unfreezing of shares now held by long-time owners, but my 
own feeling is that very likely the net result would be an increase in 
<peculative enthusiasm. 

The Carman. Is it fair to ask you now whether your own com- 
pany—and you do not have to answer if you do not want to—is buying 
or selling stocks? You can be perfectly free to say you do not care 
to answer. 

Mr. Granam. We have been selling on balance from our general 
portfolio of undervalued securities and ende: ivoring to put our money 
into special situs itions which are not at the risk of the market. 

The Cuarrman. Has it happened that in the past year or two you 
have made any particular study of any industry which is primarily 
dependent upon defense contracts for its business ? 

Mr. Granam. No: we have had no occasion to study them in any 
detail. We just have a general knowledge of the picture. 

The Cuairman. Would you care to elaborate at all about your 
knowledge of the defense industry picture ¢ 

Mr. Granam. Well, it is common knowledge, of course, that the 
aircraft-manufacturing companies are largely dependent on the de- 
fense program. 

The Cuamman. Would the fact that a company which is wholly 
dependent upon a defense contract had profits which increased in the 
last 6 months of 400 or 500 percent over the preceding year or similar 
period mean anything to you at all with regard to the Government’s 
contracts with that commas? 

Mr. Granam. Senator, I did not state in my statement that I was 
chairman of the research committee of the War Contracts Price Ad- 
justment Board during the war. That is the renegotiation board, 
and we had to consider principles of renegotiation, including the 
profits of aircraft-manufacturing concerns. The mere increase in 
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profits as such is not an indication that the contracts are improvident, 
uit there is a prima facie suggestion that they be examined into. 

The CaatrMan. Do you not think that 400 or 500 percent is a rather 
inusual increase in profits in the course of 12 months? 

Mr. Granam. I do not recall any particular instances in which that 
ratio existed, but if it should exist I am sure the renegotiation people 
will study that with care. 

The CHarrman. Do you think the Renegotiation Act ought to be 
reenacted? It expired, you know, at the end of December. 

Mr. Granam. I am convinced that it should be, or something 
similar. 

The Cuarrman. The administration has not requested it, has it? 

Mr. Granam. I am not part of the administration, Senator. 

The Cuamman. I understand they did last weekend; yes. It was 
also in the state of the Union message. I had forgotten that. If 
nothing else happens in these hearings, maybe that is worthwhile. 
[sut you are in favor of the reenactment of that ? 

Mr. Granam. Yes, indeed. 

The Cuarmman. Would you mind commenting upon the situation 
which I notice recurs in many instances—there was a notable one this 
morning in the case of Du Pont, one of our big companies, and the 
same thing is true with General Motors—where so many of them have 
shown during 1954 a substantial increase in profits on a decreased 
volume. In some instances, of course, as we saw in the figures of 
General Motors, it was the difference in excess-profits tax, but I believe 
in many cases that plays a relatively minor part. What do you think 
is going on in our big industries that accounts for that ? 

Mr. Granam. Well, of course, the first point is what you have men- 
tioned—that the good showing for 1954 earnings in the large com- 
panies (approximately equal to the 1953 earnings in the aggregate) 
is due to a considerable degree to the repeal of the excess-profits tax. 
To some extent it is also due to the fact that corporations, both large 
and small, have been getting somewhat better control over their costs 
in recent years. That I would say is more true actually in the case of 
the small companies than it is in the big ones, because the small com- 
panies suffered most from the costs getting out of hand. 

The Cramman. Would such a circumstance indicate a lack of 
competition ? 

Mr. Granam. I do not think so, because for one thing the margin 
of profit in and of itself is no larger now than it was in previous years. 
In the case of General Motors, for example, their profit margin last 
year, I think, after taxes was about 8.2 percent. I imagine that in 
1936 it was probably around 14 to 15 percent after smaller taxes, but 
before taxes I would say the profit margin is approximately the same, 
maybe somewhat less now than it was in 1936. 

The Carman. You do not see anything to criticize about General 
Motors carrying all of the reductions in taxes in profit rather than 
decreasing the prices ? 

Mr. GraHam. My own views on that may seem peculiar to you, 
Senator, but I think that General Motors does not care to reduce its 
prices substantially because the effect on the competitive situation 
would be disastrous, and they would 

The Carman. Why? 
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Mr. Granam. Well, the point is this: General Motors has to make 
a very good profit in order that other automobile companies can 
exist at all. If it made a small profit, some of the other automobile 
companies would go out of business completely. 

The Cuairman. Why do you want to subsidize these other auto- 
mobile companies at the expense of the poor farmer, who is struggling 
along on a starvation diet now ¢ 

Mr. GraHam. Senator, I did not suggest that. 

The CHatrmMan, The prices for these Chevrolets are enormous. 
If they could cut them $800, it would help a lot. 

Mr. Granam. I would like to make my point of view clear again. 
I am not expressing my Own opinion as to what should or should not 
be done. I am only telling you what I think is General Motors’ 
policy, and that General Motors itself cannot dare in the present 
state of the economy and the political sentiment tp reduce its prices 
to a point where other companies were forced out of business and 
General Motors had almost a monopoly of the business. 

The Cuarrman. Well, in another way you are saying there is no 
competition in the automobile business; are you not? 

Mr. Granam. No, sir, that is not true either, because in the first 
place the competition between General Motors and Ford is very keen, 
and the competition between General Motors and Chrysler used to 
be very keen and is now again becoming keen. 

The CuatrmMan. To show you how innocent I am, I do not under- 
stand it at all. I always thought price happened to be the principal 
element. in competition, that you could not have competition if you did 
not care what the price was, and that all the rest was shadowboxing 
and just make-believe. If you were really competitive and your 
desired to have the market, I had thought one of the first things to do 
was sell cheaper. That used to be the orthodox doctrine. This idea 
that the competition is just in advertising, to keep the price up, makes 
no sense to an old-fashioned man. It sounds exactly like the cartel 
system in Germany—*“We split up the market and all take our part, 
and then we advertise and make people believe we are competing” — 
and there is no real competition. If General Motors really is com- 
peting and is desirous of obtaining the market, she would get it, 
would she not, by cutting the prices? 

Mr. Granam. Well, Senator, my view of this thing may be wrong, 
but it differs quite a bit from yours. I think the competition that 
existed between General Motors and Chrysler, for- example, was very 
intense, and its effect on Chrysler was almost disastrous. Chrysler 
lost virtually all its earning power last year, and although its business 
remained high in terms of dollars, it lost out on sales of cars to a point 
where the earnings almost disappeared and tremendous effort was 
necessary by Chrysler to improve its ears and to improve its selling 
practice. Now, that, as far as I can see, is more or less a classical 
example of the actual working of competition. 

The CHarrman. I am afraid I gave a false impression. I am not 
now at least trying to express an opinion for or against it. I am 
trying to develop whether or not there is ‘competition in the automobile 
field. I am unable to see that there is, in view of your statement 
that all General Motors needs to do to put them all out of business 
is lower the prices to where it could still get along and it would not 
go broke but it could break its competitors. In orthodox competitive 
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business that is what happens, is it not? In the old days that is what 
happened, was it not ¢ 

Mr. Granam. W on —- 

The CHairmMan. I| do not say I disagree with you that that would 
be a bad thing socially, and politic ally it is dangerous. That is a 
different thing from saying that it is really competitive. Do you 
really feel that it is competition or do you feel that it would be inad- 
visable to permit competitive forces to have their full sway / 

Mr. Grauam. Could I try to summarize my view by saying that 
I believe there is a great deal of competition in the automobile indus- 
iry today, but it is not competition carried to its final conclusion, 
which would mean the destruction of the weaker companies. 

The CuairrMan. It is sort of superficial competition / 

Mr. Granam. It is a limited-objective competition. 

The CHamrMan. Some of the bureaucrats, or somebody, developed 
a term called “administered prices.” Is that not what it is¢ They 
sort of get together and decide if you go below a certain amount you 
will destroy Chrysler, and it is not wise to destroy Chrysler? 

Mr. Granam. As long as you are speaking of economic principle, 
you must remember there is such a thing as the optimum or maximiza- 
tion of profits, and it is quite possible that General Motors by cutting 
its prices could do more business but at the same time earn less money. 
There is no reason in the world why General Motors as an ordinary 
business should not charge such prices as will give it maximum profits. 

The Cuamman. [f it ran them all out with a monopoly, they could 
charge what they like? 

Mr. Granam. No, sir. The United States would interfere. 

The CuairmMan. That is what I am talking about. You are get- 
ting into a different field and leaving old-fashioned competition when 
you talk about. interference by the Government and what the social 
and political effects may be. 1am not saying it is a good or bad thing. 
I have heard it said before and I was interested that you confirmed 
that. General Motors could make a reasonable profit—I think that is 
the language—and still destroy all its competition because of the way 
it is set up and its efficiency, if you like that term, or at least. its 
distribution and volume. I would gather you would agree with that ? 

Mr. Granam. I do not know the situation intimately, but I feel that 
probably that. is so. 

The Cuatrman. I think it is important simply because as your econ- 
omy changes these different aspects arise which do involve things 
beyond the immediate profits of a company. I think it would be 
a great, catastrophe if all the other companies were put out of busi- 
ness. I would agree with you on that, but at the same time I do not 
like to kid myself that they are out there fighting for the business 
because they are not. General Motors could get it if it thought it 
wise to do it and still not really injure itself. Of course, its own 
personal advantage or disadvantage regardless of the Nation would 
be another matter. 

Mr. Graham, if you do not mind, our staff director would like to 
ask you a few questions. 

Mr. Wan.ace. Mr. Graham, in buying a company do you confer 


with management and obtain information about the company which 
is not generally available? 
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Mr. Granam. Well, where the purchase was made by agreement 
with large stockholders who are part of the management, we would 
ordinarily get, say, a copy of the audit report and material of that 
kind which is not published, largely, I think, because it is just a matter 
of inconvenience to publish it. But I should add, in order to avoid 
a misconception, that I can think of no instance in which we have 
gotten any information of importance which had any effect on our 
judgment, which information was not given to the stockholders in 
connection with the offer to buy. 

Mr. Watxace. To the degree that reports are published quarterly, 
you might get a report on earnings in between these reports, for 
example, which was not published ? 

Mr. Granam. Well, that is conceivable, a monthly report, but it 
would be very unusual if it had any effect. I might give you an 
example of that. When we made our offer to purchase the Atlantic 
Gulf and West Indies stock—and, incidentally, 1 might say the offer 
was made through the Manufacturers Trust Co.—we published, and, 
I think, at the suggestion of the Securities and Exchange Commis- 
sion, with whom we had discussed the matter before, a semiannual 
balance sheet which had been supplied to us by management and had 
not been made public. It did not give any particular information of 
value, but it was published as a matter of general policy. 

Mr. Wattace. In general, when you buy a block of stock, do the 
people from whom you buy the stock have the same information that 
you have? 

Mr. Granam. As far as any important pieces of information are 
concerned, I would say “Yes.” 

Mr. Wauiace. But if you were to buy stock on the open market on 
the basis of information that you had gotten in conferring with man- 
agement, would this be considered trading on the basis of inside 
information ? 

Mr. Granam. No, sir; because, as I understand the interpretation 
of the rules, trading on inside information applies only to those who 
have a fiduciary relationship toward the stockholders, namely, officers, 
directors, and major stockholders. 

Mr. Wattacr. Is it not illegal for an officer of a corporation to 
divulge to you any inside information which is not available to the 
public? 

Mr. Granam. I would like to clear that point up a little, because 
I am on both sides of that fence. I am an officer and director of a 
number of corporations, and I think it is worthwhile for the Senators 
to get a realistic view of the way corporate affairs actually operate. 
A good deal of information from day to day and month to month 
naturally comes to the attention of directors and officers. It is not 
at all feasible to publish every day a report on the progress of the 
company in the newspapers or send out letters to the stockholders. 
On the other hand, as a practical matter, there is no oath of secrecy 
imposed upon the officers or directors so that they cannot say anything 
about information that may come to their attention from week to 
week, The basic point involved is that where there is a matter of 
major importance it is generally felt that prompt disclosure should 
be made to all the stockholders so that nobody would get a substan- 
tial advantage in knowing that. But there are all degrees of impor- 
tance, and it is very difficult to determine exactly what kind of infor- 
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mation should or must be published and what kind should just go 
the usual grapevine route. 

Mr. Watuace. Of course, the SEC act itself makes it illegal for an 
officer of a corporation to trade on the basis of inside information him- 
self. At least, if he does trade on the basis of inside information the 
corporation or stockholders may sue to get. his profits back ¢ 

Mr. Granam. Yes. That is defined in the law in relation to 6- 
months’ trades, and I imagine that there is a general idea of the law 
that it applies to any other kind of trade. 

Mr. Wautace. Am I to understand that an officer of a corporation 

can reveal inside information which would enable a person to trade 
in stocks on the basis of such information which is not available to 
the poe 

Mr. Grauam. I believe you are right about that, Mr. Wallace, and 
it is an interesting area for consideration. It has given me a great 
deal of thought. 

Mr. Watuace. I was going to ask you what your opinion was of 
the adequacy of the present law. As I understand it, in talking with 
Mr. Wood when he was here, of the National Association of Securities 
Dealers, he said that it was not illegal for a director of a corporation 
whose stock is not listed to do all the trading he wants on the basis of 
inside information. The question I am raising with you in the case 
of listed stock is trading on the basis of inside information, not by 
the director himself but by the director divulging information to some- 
one else. For example, if there is consideration of a merger that is 
not generally known about, but the officer knows about it and he can 
tell whether the merger may come off, or on earnings reports he may be 
ina position to know the dividend will be higher than it was or iginally 
thought, or a stock dividend or a stock s lit, the officer is in a position 
to have inside information. He is pecbibind from trading on a 6- 
months’ basis himself, but I would like to ask your opinion if you think 
the law should be tightened up with respect to his divulging infor- 
mation so that others may trade on the basis of inside information 
which is not available to the public generally. 

Mr. GrawAm. Weil, if a feasible method of tightening the law could 
be devised which would get that objective without countervailing 
disadvantages of many sorts, I would be for it. But my experience in 
these things makes me hesitate to endorse the idea because of grada- 
tions of knowledge between the mere beginning of a possibility of 
something and its finalization. That would be particularly true with 
respect toa merger. When a merger is only a gleam in a person’s eye, 
it is undesirable, of course, to make any public statement of it. On 
the other hand, it is very difficult for people to be so discreet that not 
a word can leak out from anybody when somebody has sat down with 
somebody else, and from that earliest idea to the later point the grada- 
tions are so numerous that it seems very difficult to me to control the 
passing out of information by officers to other people. 

Mr. Wauiace. There are how many stockholders of publicly held 
corporations—between 614 and 714 million ? 

Mr. Grauam. That seemed to be the figure published by the stock 
exchange in its study, 

Mr. Watace, Is it your opinion that these 614 or 714 million stock- 
holders realize and understand that it is possible to trade on the basis 
of inside information which they do not have? 
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Mr. Granam. Some do and some do not. I think that the average 
experienced person would assume that some people are bound to know 
more about the company than he would, and possibly trade on the 
additional knowledge. 

Mr. Watiace. Now, Mr. Graham, just for the record. You are an 
expert in this field. Could you explain some terms to us? Could 
you tell us what is meant by the term “profit-taking” / 

Mr. Granam. Well, profit- -taking is very simple. It means that 
people who have a paper profit in their shares realize on their paper 
profit by selling, and the general inference is that there is some pres- 
sure on prices as a result of that which puts the market down when 
that happens. There is some profit-taking going on all the time. 

Mr. Wattace. Profit-taking would have in general an effect of de- 
pressing the market slightly for a temporary period ? 

Mr. Granam. Well, profit-taking as it is used in markets means 
there is enough profit-taking to depress prices, because there is profit- 
taking all the time in the market even while it is going up. 

Mr. Wartace. Is that similar to a sell-off ? 

Mr. GratiaAm. Well, a sell-off is simply a decline, presumably tem- 
porary, in the market, for any number of reasons. Profit-taking may 
be the reason advanced, or a war scare, or something that happens in 
this committee room or anything else. 

Mr. Wattace. Ora technical adjustment is another term ? 

Mr. Granam. The technical adjustment is very likely related to 
re aking. 

The Cuarrman. You do not think anything we have been doing here 
has accounted for any fluctuations in the stock market, do you? 

Mr. Granam. Yes, sir. 

The CnarrmMan. You do? 

Mr. Granam. I do, yes. I think that the market, being at a rather 
sensitive level, is wales to a vast number of influences which might 
put the market down or up, and among those influences are these hear- 
ings. 

Mr. Wattacr. Mr. Graham, one of the reasons I was discussing 
these questions is that the market reached a pretty high level on Friday 
last. did it not? The total market was pretty strong last Friday ? 

Mr. Granam. Yes. 

Mr. Watiace. Over the weekend the President announced he was 
going to extend the Renegotiation Act, did he not? 

Mr. Granam. Yes. 

Mr. Watiace. The foreign picture was in the news considerably, 
was it not? 

Mr. Granam. Well, I saw rather minor reference to it in the news. 

Mr. Wattacr. Then you have this tendency for profit-taking, sell- 
offs, technical adjustments, following on a relatively high market, do 
you not ? 

Mr. Grauam. Yes. 

Mr. Watuace. So that would you not say that all these factors 
entered into what happened to the market on Monday and Tuesday— 
all these factors had some bearing and you cannot really decide which 
one had the most bearing. But there are many, many factors influenc- 
ing the market, including the feeling of the stockholder and whether 
his ulcers are acting up? 





STOCK MARKET STUDY 539 


Mr. GranaM. I agree with that, and I tried to convey that im- 
pression in my previous answer. 

Mr. Wattace. This study then, has some effect on the market only 
as one of a great, great many factors? 

Mr. GraHaM. I might leave out one of the “greats,” but it is one 
of a number of factors. 

Mr. Waxtace. Thank you. 

The Cuarrman. I am impressed that they are taking notice en we 
are interested in and concerned with what goes on in the market. I do 
not see any reason why the study should “necessarily put the market 
down. That is what everybody is blaming the committee for, or at 
least when I say “everybody” we received quite a large number of 
telegrams the other day—I guess 15 or 20—-complaining bitterly that 
we were putting the market down, rocking the boat, and all that. You 
would not agree to that, would you ? 

Mr. Granam. No. I think I can say something that would be reas- 
suring to you, Senator, and put it this way: If the study actually does 
put the market down, then the market was due to go down and should 
vo down. 

The Cuarrman. That is a very fair observation, it seems to me. It 
is a mighty weak market that this hearing could put down, is it not? 

Mr. Granam. I would agree on that. 

The Cramman. Now one or two things that have occurred to me. 
Did you notice Mr. Eccles’ proposal yesterday on capital-gains tax? 
Was it brought to your attention ¢ 

Mr. Granam. Tread it in this morning’s paper. 

The CHatrMAN. Does it appeal to you at all? 

Mr. Granam. Yes. I had a proposal of my own. I guess all of us 
have proposals on this thing. I think Mr. Baruch will make one when 
he appears. We all have proposals. Mr. Eccles’ proposal basically is, 
| think, a sound one, to differentiate more than the law now differen- 
tiates between various holding periods. 

The Cuatrman. Your proposal, I thought, was simply a temporary 
device and then, I assumed, a return to what we have ? 

Mr. Granam. Yes; that would be true. 

The Cuamrman. Which is certainly worthy of consideration. 

The effect is that if you hold it really a long time, beyond, say, 5 
years—he was not dogmatic about the precise ending of it—that there 
would be no capital gains. Doesthat appeal to you? 

Mr. Granam. On the whole it does, Senator. You may recall that 
a number of years ago we had a capital-gains tax of that type, and that 
the amount of the tax went down to about 10 percent, I think, on hold- 
ings between 5 and 10 years, and zero I think after 10 years. So these 
gradations are largely a matter of judgment, but I think the principle 
is sound. The theoretical objection to the capital-gains taxes is that 
it is taxing something which does not appear anywhere in the national 
income or the gross national product, and so on. This theoretical 
objection could be met in part by this gradation. 

The CuatrmMan. This is a rather technical question, but perhaps you 
can help us. While I realize it is difficult to generalize, would you 
give us your best estimate as to how much the market value of a dollar 
of retained earnings in comparison to a dollar of dividends paid— 
how much market value in dollars? 
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Mr. Granam. That takes a few sentences to answer. In the first 
place, I have made studies on that subject and have written on the 
subject, and in the past it was possible to show that a dollar of paid-out 
earnings had four times the value of a dollar of retained earnings in 
their effect on the market for the average stock, the exception being 
stocks that were bought mainly for their long-term prospects and were 
treated in the market in a separate category. 1 have a feeling, how- 
ever, that we are now going through a transition period on the ques- 
tion of the weighting of dividends as against retained earnings. | 
think the transition is going on fairly rapidly. I cannot tell you just 
where we stand at this minute, but I will predict that in a few years 
from now the weight of retained earnings will be better, considerably 
better, than it had been as against distributed earnings. 

The Cuarman. Is that not very largely influenced by the tax 
structure—the difference between capital gains and normal and sur- 
tax rates‘ 

Mr. Granam. Well, no, sir; it has not been influenced in the past. 
On the contrary, the behavior of investors and speculators has been 
very illogical. In theory they should have preferred retained earn- 
ings by successful companies, because those earnings were subject to 
only one tax to begin with and ultimately only to a capital-gains tax 
in addition, whereas the distributed earnings were subject to two large 
taxes immediately. However, the ingrained desire of investors for 
dividends was so great that it has not yet adjusted itself to the facts 
of life in the tax structure. It is only beginning now to do so. 

The Cuamman. I see. What you mean is they will slowly catch 
up? 

Mr. Granam. They have been extremely slow, and I think extremely 
unintelligent. 

The Cuatrrman. That is a very understandable statement. 

Incidentally, do you think that stock options are largely motivated 
by the desire to compensate directors by capital gains rather than 
salaries ? 

Mr. Granam. Well, sir, it is the desire to compensate officers by 
capital gains. There is no doubt about that at all. That is the ad- 
mitted purpose of stock options. 

The Cuatrman. No, it is not admitted by some of the people that 
we have had on the stand. They say, “Oh, it is just to inspire loyalty. 
It has nothing to do with the retaining of earnings.” You do not 
subscribe to that? 

Mr. Granam. I do not, sir. 

The Cuamrman, I agree with your views quite often. 

Mr. GranAm. Senator, I have no intention of shaping my views 
with the expectation of your agreement. 

The Cuairman. I did not accuse you of that. I was only impressed 
with your wisdom. 

Mr. Granam. Thank you, Senator. 

The CuarrMman. I used to be a professor. Maybe that is my weak- 
ness. 

You noticed this morning that Sears, Roebuck has found a way to 
compensate the ordinary employees by capital gains, which I never 
realized before. Is that not the effect of that pension plan ? 

Mr, Granta. It is provided you have got a Sears, Roebuck type 
of company. If you had the ordinary company—let me add this, 
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because this is very important. If you took the ordinary company 
at random on the New York Stock Exchange and tried to put in a 
Sears, Roebuck type of plan, not only would it be true that in the 
long run the returns would be comparatively small as against Sears, 
Roebuck, but I think it would be impossible to maintain such a plan 
because of the variations in results and in stock prices from year to 
year. The people just would not have the guts to keep up a plan of 
that kind in the ordinary company. 

The Cuamrman. Well, a company like General Motors could do it, 
could it not? 

Mr. Granam. I think so, yes. 

The Cuatrman. Do you know whether other funds have this system 
of paying into a pension fund as much as 10 percent of their income 
before taxes as a compensation really to their employees, without pay- 
ing the normal tax rate? 

Mr. Grawam. Well, the only difference is the 10-percent figure that 
you are mentioning. Ten percent is a fairly high figure, but it is by 
no means unexampled. I wish I could think of the other companies, 
but there have been instances I know of of more than 10 percent of 
the earnings going to a combination of executive and run-of-the-mine 
employee compensation. 

The Cuatrman. I do not believe the compensation to the executives 
was included in this morning’s testimony. 

Mr. GranaM. The executives are part of this, but they are limited 
to this $500-a-year figure or whatever the maximum is. 

The Cuairman. | meant in addition to that they have bonuses and 
stock options, which is in addition to the participation in the pension 
fund. 

Mr. Granam. That is correct, sir. 

The CuatrMan. Which may result in an overall figure beyond 10 
percent. 

Mr. GraHam. Yes. 

The Cuarrman, What do you think of that? 

Mr. Granam. There are two parts to it. In the first place, I think 
it isa remarkably good device for establishing the proper relationship 
between the business and its employees and a fair treatment of profits. 
As I said at the beginning, we have a similar approach in our Govern- 
ment employees insurance company, and it has worked out very well 
for us and our employees. The tax status, of course, is another 
matter. It is a very favorable tax status in these plans that the 
Congress adopted, and I am sure knowing full well what the conse- 
quences would be with the intention of encouraging this kind of 
development in corporate business and in the position of corporate 
employees. I think personally even at the cost of some loss of revenue 
to the Treasury it would be very desirable to encourage this develop- 
ment of medium-size capitalist or, in any event, happy and prosperous 
employees at the end of their working career. 

The Cuatrman. I agree with you as far as you go. It is a fine 
thing if you look only at that. What do you say about these people 
who have no way of adjusting their income to capital gains and have 
to pay the straight tax? What is your answer tothem? Do you say, 
“Well, it is too bad,” or how do you justify one set of employees 
receiving compensation and paying only capital-gains rates and 
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another set doing almost the same thing paying the other rate? If 
you were in my place and they blamed you for all governmental 
policies, what would you say to them ? 

Mr. Granam. I would say that what we are talking about is a 
marginal part of the total compensation of employees. The Sears, 
Roebuck case, of course, is not so marginal, because you have had 
this extraordinary success of the corporation itself. But if you take 
a typical corporation, which sets aside 10 percent of its earnings for 
this purpose, the amount of additional gains and income to the 
employees would represent not an inconsiderable part of their earn- 
ings, but at least a minor part of their earnings, and the tax advantage 
I should think should be accepted philosophically because of the de- 
sirable consequences that flow from it. 

The CHairman. Supposing they devoted 50 percent? Supposing 
they reduced everybody’s wages and tramadol that to a 50-percent 
payment into the fund. If you accept the principle, why could you 
not pay them all on a capital-gains basis? 

Mr. Grauam. No; the principle cannot be accepted to an unlimited 
application, and the present act, if I understand it correctly, imposes 
a limitation on that. The amounts which can be put to the benefit 
of employees in pension funds and profit-sharing funds I believe are 
limited to 15 percent of the compensation in each year. 

The Cuamman, I wonder if you would give us your views in a 
broad sense about the economic future of the next few years. Do you 
see any culmination of a business cycle, or do you subscribe to this view 
that I read the other day of one of your colleagues in the investment 
field in New York that a final blowout is necessary ¢ 

Mr. Grauam. Is not necessary ? 

The Cuatmrman. I read into the record an opinion that it always 
must come, that we have to have this final orgy of buying. I wonder 
if you would give us an idea of your views for the next few years. 
How has your mind been working? 

Mr. Granam. I will_do it with the proviso that these views should 
not be taken too seriously. 

The Cuairman. I do not believe you are infallible. 

Mr. Grauam. As a matter of fact, I have never specialized in eco- 
nomic forecasting or market forecasting either. My own business has 
been largely based on the principle that if you can make your results 
independent of any views as to the future you are that much better off. 
Nevertheless, as an economist of a sort I have studied this question, 
and I will be glad to give you my view on the matter. 

I think that in all probability we would have some economic reces- 
sion of an appreciable amount, not necessarily a very serious amount, 
in the sete) course of events, which means such things as the inven- 
tory situation, the consumer credit situation, the housing situation, 
capital goods situation, all of which tend on the whole to operate in 
cycles, and which on the whole could not be continued, in my opinion, 
indefinitely at the rate at which we see them developing right now. 
And of course I am now expressing merely the view of an experienced, 
conservative economist who expects history to repeat itself or the pat- 
tern of history to repeat itself. 

You have an unknown factor, which is Government intervention. 
The Government, it seems to me, is committed now through both par- 
ties to intervene perhaps nationally to prevent any serious decline in 
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the business activity which is accompanied by substantial unemploy- 
ment. I might say that you could have substantial unemployment 
with an increase in the gross national product and with apparent 
prosperity, merely because of the development of productivity. And 
we are approaching an interesting period, in which, I believe, the in- 
tentions of the Government vis-a-vis employment will be tested out. 
Last year we expected that it would be tested out, but it was not. We 
were all very pleasantly surprised. I think in the next 5 years such a 
test will take place, and I think you will see, in all probability, the 
Government taking action of an important kind to prevent large-scale 
unemployment. 

The Cuarrman. You think the Government should add an element 
of stability to the normally fluctuating economy ¢ 

Mr. Granam. The Government will try. 

The Cuarman. It will depend upon the wisdom of the Govern- 
ment’s policy ¢ 

Mr. Granam. Yes; I guess if you judge wisdom in terms of results. 

The CuarrmMan. How do you judge wisdom ? 

Mr. Granam. I have an a priori test of wisdom in most cases, but 
I think in economics it is very difficult to tell what is wise until you 
have been through it. 

The Cuamman. I suppose I should not ask you to look back and 
see what happened in the twenties to see who was wise in administra- 
tion of government; should I? 

Mr. Granam. I think not. 

The Cuamman. What is your commodity reserve plan? I under- 
stand you have one. 

Mr. Grauam. I can put it in a very few words. It is related to 
your question as to the future of our economic system. In the last 
20 years I have been identified with a concept of stabilizing the 
economy by stabilizing the price level of raw materials taken as a 
whole and not in individual commodities. The objective has been 
to permit individual commodities to fluctuate but to establish a 
narrow range of fluctuation and virtual stability for the value of a 
market basket of the important commodities. I have added to it 
the very important factor, quite radical, that those commodities 
would represent a sound backing for our money, because they repre- 
sent the things that we need and use, and by so doing they would 
become commodity reserves and would be self-financing in the same 
way our gold reserves are self-financing. The consequence would 
be that by stabilizing pretty well the general level of raw materials 
prices you would add a very important degree of stability to the 
general economy. 

The Cuarrman. I do not think I quite understood what the limi- 
tation of the commodities involved would be? 

Mr. Grawam. These are major storable commodities for the most 
part, those dealt in on commodity exchanges, but not absolutely. 

The Cuarmman. What agricultural commodities, if any, would it 
include ? 

Mr. Granam. They would include such products as wheat, corn, 
cotton, sugar, and rubber. 

The Cuarrman. Rubber and cotton would be storable indefinitely ? 

Mr. Grauam. They would be storable indefinitely through rotation. 
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The Cuatrman. I forgot to mention one thing. With regard to 
Government policy and interference, do you regard tax policy as of 
major importance in this element of interference in the economic 
system ¢ 

Mr. Grauam. It could be. That is to say that one of the means 
by which the Government could intervene to an important degree in 
the economy would be through a tax-reduction plan. Another method 
would be through an increase of its expenditures. 

The Crarrman. Did you hear Mr. Eccles yesterday? I am not 
using him as a model, but simply to save the time of describing the 
situation, because it does take time. Do you remember his proposal 
yesterday on taxes? 

Mr. Granam. I have forgotten it. 

The CuarrmMan. Well, it does not matter. One other question and 
I will desist. When you find a special situation and you decide, just 
for illustration, that you can buy for 10 and it is worth 30, and you 
take a position, and then you cannot realize it until a lot of other people 
decide it is worth 30, how is that process brought about—by advertis- 
ing, or what happens? 

Mr. Granam. That is one of the mysteries of our business, and it 
is a mystery to me as well as to everybody else. We know from 
experience that eventually the market catches up with value. It 
realizes it in one way or another. 

The Cuamman. But do you do anything to help that? Do you 
advertise, or what do you do? 

Mr. Granam. On the contrary, we try, as a matter of fact, to keep 
our operations as confidential as we can. 

The Cuarman. Even after you buy? 

Mr. Granam. Even after we have acquired our shares. 

The Cuarrman. Why? 

Mr. Granam. Basically for the reason that we just are not inter- 
ested in other people knowing about our business, and we have no 
interest. in endeavoring to persuade people to buy stocks in which we 
have an ownership. We have never done it and we never will do it. 

The CuHatrman. That is rather unusual. Since you make your 

capital gains, a lot of people have got to decide it is worth 30. 

Mr. Granam. We have been very fortunate in our experience by 
finding that people decide that that stock that you mention is worth 
30 without the necessity of our doing anything about it on the adver- 
tising side. We might conceivably at times intervene in a managerial 
policy. We might suggest some change in the procedure, but that of 
course is merely because we are substantial stockholders. 

The Cuatrman. I think that is about all. There are many other 
things we could ask you about, I am sure. However, you have other 
things to do, and the hour is late. 

I would like to express the appreciation of the committee for your 
having taken your time to come down here and volunteer this infor- 
mation. I am sure it is not very pleasant for you to have to talk 
about these things, but I know no other way we can learn about them. 
I do appreciate the contribution you have made to our knowledge of 
the market. 


Mr. Grauam. If I have made a contribution, I do not mind the 
discomfort. 
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The CuarrMAn. If you have any further suggestions that occur to 
you which you think we ought to know about we will welcome your 
writing them to us. Thank you very much for coming. 

(Mr. Graham’s full prepared statement is as follows:) 


STATEMENT OF BENJAMIN GRAHAM, CHAIRMAN OF GRAHAM-NEWMAN Corp. 


My name is Benjamin Graham. I live in Scarsdale, N. Y. I am chairman of 
Graham-Newman Corp., a registered investment company or investment fund. 
i am also adjunct professor of finance at the Graduate School of Business, 
Columbia University. 

Chis statement will address itself mainly to three points; 

(a) he present level of stock prices from the standpoint of the relationship 
between price and value. 

(b) Causes of the rise in the market since September 1953. 

(c) Feasible methods of controlling excessive speculation in the future. 

With regard to the present level of stock prices, common stocks look high and 
are high, but they are not as high as they look. The market level of industrial 
stock is far above the 1929 high as shown by the Standard & Poor’s index of 
420 industrials. The present figure is above 300 as compared with the 1929 high 
of 195. The Dow-Jones industrials average at about 410 is now only moderately 
above its 1929 high of 382, but the difference would be much larger except for 
the substitutions made in the average. However, the railroad and utility issues 
as a whole are well below their 1929 highs. 

The true measure of common stock values, of course, is not found by reference 
to price movements alone, but by price in relation to earnings, dividends, future 
prospeets and, to a small extent, asset values, 

Present concepts of common stock valuation turn largely on estimating average 
future earnings and dividends and applying thereto a suitable capitalization 
rate or multiplier. Since these elements are all matters of prediction or judg- 
ment, there is room for a wide difference of informed opinion as to the proper 
value for a single stock or group of stocks at any time. Uninformed or specula- 
tive opinion will, of course, cover an even wider range as the market swings 
from the depth of pessimism to the heights of optimism. 

As a guide to identifying the present level of stock prices in the light of past 
experience, I have made 2 sets of comparisons—1l1 relating to the Dow-Jones 
industrial average, the other to General Electric, a component of that average 
and an outstanding blue chip issue. I have related the present prices and the 
high prices in 1929, 1937, and 1946 to earnings of the preceding year, the pre- 
ceding 5 years and the preceding 10 years. This information, together with cer- 
tain other data, appears on the appended table. 

The Dow-Jones industrials are now at a lower ratio to their average earnings 
in the past than they were at their highs in 1929, 1937, and 1946. The same ap- 
plies to General Electric as an individual stock. It is clear that the issues 
referred to—which may be considered as reasonably representative of the larger 
industrials as a whole—have a considerable way to go before reaching the ratios 
shown at their former tops. It should be pointed out also that high-grade inter- 
est rates are now definitely lower than in previous bull markets except for 1946. 
Lower basic interest rates presumably justify a higher value for each dollar of 
dividends or earnings. 

Much has been made of these relationships as indicating that the market is 
still on safe ground. However, such comparisons fail to take into account the 
extent of the subsequent declines from past bull market highs. Since the Dow- 
Jones average lost 90 percent of its price from 1929 to 1932, it is evident not 
only that 381 was much too high in 1929, but that the market had entered dan- 
gerous ground at a point far below that figure. 

I have found it useful to estimate the central value of the Dow-Jones industrial 
average by the simple method of capitalizing 10-year average earnings at twice 
the interest rate for high-grade bonds. This technique presupposes that the 
average past earnings of a group of stocks presents a fair basis for estimating 
future earnings, but with a conservative bias on the low side. It also assumes 
that by doubling the capitalization rate presented by high-grade bonds, we allow 
properly for the differential in imputed risk between good bonds and good stocks. 
Although this method is open to serious theoretical objections, it has in fact 
given a reasonably accurate reflection of the central value of industrial common 
stock averages since 1881. It may be interesting to note that the central value 








546 STOCK MARKET STUDY 


found by this method in 1929 was 120, which happens to be about the geometric 
mean between the high of 381 and the subsequent 1932 low of 41. Similarly, the 
central value in 1936 was 138, higher than in 1938, and this proved to be about 
the mean between the 1937 high of 194 and the low of 99 in 1938. 

This mechanical method applied to the situation in the beginning of 1955 yields 
a central value for the Dow-Jones industrials of 396, or only slightly under their 
present value. Such a figure, if reliable, would have to be regarded as rather 
reassuring. It would indicate that the market in terms of value is no higher now 
than it was in early 1926, or in early 1936, or late 1945. However, the validity 
of this central value figure may be open to question if we observe that the 19 
years ending in 1954, used to obtain average earnings, did not include any period 
of real depression. In a sense, therefore, the soundness of this appraisal of 
central value is bound up with our ability to escape serious business depression 
in the future as we have in the recent past. It is probably fair to say that the 
market is not too high today if we have really managed to lick the business cycle. 

Although such a development would involve a revolutionary break with the 
past, I am not prepared to deny its possibility. There is some reason for con- 
cluding that in the future serious depressions will be prevented, if not by the 
natural vitality of American business, then by governinenta! intervention and 
possible inflationary moves. The above analysis is by no means unfavorable to 
the present level of stock prices. However, in reaching my overall conclusion 
on the subject, I am inclined to hark back to the analysis I made of the stock 
market in October 1945 at a time when the Dow-Jones average stuod at 185. 
This was published in The Commercial and Financial Chronicle, October 1S, 
1945. I should like to quote intact the summary appearing at the end of that 
article and state that it expresses my view with respect to the stock market 
today. 

“The three different approaches used in judging the present level of stock 
prices have yielded diverse indications. From the first, or historical, approach 
the market appears distinctly on the high side and vulnerable to a substantial 
setback. Contrariwise, our second category—that of appraisal based on figures 
and formula—about supports the present level, and suggests that the familiar 
bull-market enthusiasm might well carry prices considerably higher. Our third 
approach, through guesses and projections as to future developments, supplies 
plenty of material but no definite verdict. 

“What is the net significance of this analysis for the speculator and the 
prudent stock investor? Let us define the speculator as one who seeks to profit 
from market movements, without primary regard to intrinsic values ; the prudent 
stock-investor as one who (a) buys only at prices amply supported by underlying 
value, and (b) who determinedly reduces his stock holdings when the market 
enters the speculative phase of a sustained advance. 

“This speculative stage, we are convinced, is now at hand. Hence, the prin- 
ciples of the prudent investor will require him to lighten significantly his hold- 
ings of common stocks—the precise selling policy to depend, of course, on his 
individual position and methods. For the stock speculator we can say little 
that is helpful. We think he has a 50-50 chance—or perhaps a little better—— 
of seeing the market attain substantially higher than present heights, subject 
to the probability of intervening reactions. But his chance of eventually holding 
on to the profits he makes beyond the current level, we should term no better 
than in former bull markets—and that is none too good.” 

As to reasons for the market rise since September 1953, in general I agree 
with the answers by President Funston, of the New York Stock Exchange, to 
question 1 of the committee’s questionnaire. However, I should like to emphasize 
more than he did the role of investment and speculative sentiment in determining 
the wide variations in stock market prices. 

In my view, the fundamental reason for the rise was the swing from doubt 
to confidence—from emphasis on the risks in common stocks to the emphasis 
on the opportunities in comimon stocks. 

There has been no change of importance in the earnings of the Dow-Jones 
industrial average since 1949. Actually, however, earnings of most secondary 
companies fell a great deal in 1953-54 from the levels of the previous 5 years. 
sut prior to 1954, the publie was expecting a substantial setback and was braced 
for a large falling off in earnings when business turned down after the middle 
of 1958. It was the mildness of the shrinkage—especially in gross national prod- 
uct and disposable incomes—that reversed the tide of sentiment and gave currency 
to the view that we no longer have to fear deep depressions. 

This change in sentiment produced a change in the public’s valuation of stocks, 
especially in what it considered suitable multipliers of current earnings. Io 
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effect, the multiplier advanced from about 8 for the Dow-Jones industrials in 
1948-50 to 10 in 1953, and to a current 14, which is slightly less than the 1986-40 
average. 

My studies have led to the conclusion that sentiment alone, not supported by 
any visible change in value, will produce a swing on the order of 100 to 250 
or 100 to 300 in price. It is interesting to note that while American Telephone & 
Telegraph has paid a uniform dividend of $9 since 1922, and while its earnings 
have fluctuated comparatively little, its price advanced from 115 in 1922 to 
310 in 1929, declined to 70 in 1932, and since then it has fluctuated between lows 
of about 110 and highs of about 200. 

Among the secondary companies, the present situation is more complicated. 
Prices were very low as against earnings prior to 1953, but many of these com- 
panies had poor earnings results in 1955-54. The price behavior of this large 
group lagged behind the blue-chip advance until July 1954. Recently the rise in 
secondary issues has more than kept pace with that of the leaders. Jargains 
are fast disappearing and there are numerous instances of overspeculation in 
this field. On the whole, however, the typical second-grade stock appears less 
overvalued today than it was in early 1946. 

Regarding feasible ways of controlling undue speculation in the future, I believe 
the committee should consider carefully and cautiously whether any plan of 
control is feasible. Speculation has not gone too far as yet, but there may be a 
grave danger that it will de so. Assuming that measures could be found that 
are nseful and feasible, it would be wise to agree to such measures in advance 
of the necessity for their use—rather than to begin discussing them while the 
fire is raging. 

It should be recognized that any form of intervention by Washington in the 
stock market is risky and controversial. You eannot be sure that what you 
are doing is the right thing and won’t cause more harm than good. In this 
respect your problem corresponds to the publie’s own quandary in deciding 
whether to buy or sell or sit tight in the present market. Yet, despite the hazards 
of any intervention, a certain responsibility is there. It is actually being as- 
sumed—for example, by the Federal Reserve in varying margin requirements to 
correspond somewhat with the state of speculation. 

On balance, I am inclined to favor strict controls for margin trading and a 
fairly rapid advance to the 100-percent-margin limit—that is, no borrowing at 
all—as the Federal Reserve becomes increasingly concerned about the extent 
of speculation. My reason is that it is basically unsound for nonprofessionals 
to borrow money to speculate in stocks—or in anything else. It is unsound for 
them and for the economy as a whole. Responsibility should also be placed 
upon our commercial banks to avoid, in general, the direct lending of money to 
the public for the purpose of speculating in stocks. 

Much has been made of the capital gains tax as a deterrent to the selling of 
stocks. It is urged that this tax be abolished or cut in two, in order to increase 
the supply of stocks by unfreezing holdings showing large profits. There is some 
merit in this contention, and I shall have a suggestion to make along these very 
lines. But I regret that the issue has usually been presented by Wall Street— 
of which I am proud to consider myself a part—in an incomplete and rather 
one-sided fashion. 

Taxes on capital gains have been imposed since the modern income tax began 
in 1913. Thus the problem of their impact on speculative markets is by no 
means a new one. The evidence hardly suggests that the capital gains tax has 
by itself produced unduly high prices or unduly wide fluctuations. Impressive 
arguments may be made against capital gains taxes as inequitable in theory 
and unsound in practice. But there are also impressive arguments against per- 
mitting capital gains to go untaxed while imposing high rates on other forms 
of profit. Although I believe the present capital gains tax system is open to 
improvement, I would not consider it basically inequitable in relation to our 
tax burden asa whole. Finally, while a lightening of the tax might well increase 
the supply of common stocks by persuading holders to take large profits, it 
might at the same time stimulate further speculative buying, attracted by 
the new tax advantage. The net result of such a move cannot be foretold. 

The objections to reducing the capital gains tax would be overcome, in my 
opinion, if such a policy were adopted for a limited period of time only and for 
the specific purpose of dealing with a dangerous stock market situation. For 
example, the tax might well be reduced from the present 25 percent maximum 
to a 12% percent maximum on securities owned at least 2 years, such reduction 
to be effective for a specified period only—say 6 months. I believe such an 
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arrangement would have the desired effect of increasing the supply of common 
stocks at a time when such increase is deemed necessary. From the standpoint 
of the Treasury, the result might well be that a larger revenue would be realized, 
in spite of the reduced tax rate, because of the inducement to sell locked-up 
shares. Whatever its effect on the level of stock prices, bona fide investors 
could not be harmed by such a concession, even if it ran for a limited period. 

My proposal would require legislation by Congress, as would any other change 
in the capital gains tax. Perhaps the best method would be to give the Presi- 
dent the power to make changes in the effective rate, within specified limits, 
upon advice from the Board of Governors of the Federal Reserve System. We 
have precedents for such powers in our tariff laws. 

In conclusion, may I say that while Congress should not ordinarily meddle 
with the stock market, there are times when it deserves attention from Congress. 
We are probably in such a time at present. 
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The Cuatrman. The committee will recess until Monday, when 
Mr. Martin of the Federal Reserve will be with us. 

(Whereupon, at 1:15 p. m., the hearing was recessed, to be recon- 
vened at 10 a. m., Monday, March 14, 1955.) 
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MONDAY, MARCH 14, 1955 


Untrep States SENATE, 
ComItTTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 
Present: Senators Fulbright, Robertson, Douglas, Lehman, Mon- 
roney, Capehart, Bricker, and Bush. 

Also present: Robert A. Wallace, staff director of the committee. 

The Cuatrman. The committee will come to order. 

We have this morning Mr. William McChesney Martin, Jr., the 
Chairman of the Board of Governors of the Federal Reserve System. 

Mr. Martin, we are delighted to have you and appreciate your go- 
ing to the trouble to submit such a thoughtful statement to the com- 
mittee. We read the statement. I assume you would like to sum- 
marize that for us? 


STATEMENT OF WILLIAM McCHESNEY MARTIN, JR., CHAIRMAN, 
BOARD OF GOVERNORS, ACCOMPANIED BY M. S. SZYMCZAK, MEM- 
BER, BOARD OF GOVERNORS, AND RALPH A. YOUNG, DIVISION 
OF RESEARCH AND STATISTICS, FEDERAL RESERVE SYSTEM 


Mr. Martin. I would like to read it if I might, Mr. Chairman. 

The CuarrmMan. You want to read the whole statement ? 

Mr. Martin. I would like to if you would permit it. 

The CHarrmMan. We prefer you summarize it, but if you prefer 
to read it, we permit that, too. 

Would you introduce your associates there for the record? 

Mr. Martin. For the record, I have with me Mr. Ralph Young, 
who is head of the Division of Research and Statistics of the Federal 
Reserve Board. I have Governor Szymezak, a member of the Board 
of Governors. And I have Mr. Riefler, my assistant, and Mr. Thom- 
as, who is the economist-adviser to the Board. 

The CuarrMan. You proceed in your own way. 

Mr. Martin. Mr. Chairman and members of the committee, as you 
gentlemen are aware, the Federal Reserve System has responsibility 
for regulating the general flow of credit and money with the objec- 
tive of contributing to a healthy, growing economy. In the Securi- 
ties Exchange Act of 1934, the Board of Governors of the Federal 
Reserve System was given special responsibility for preventing the 
excessive use of credit for the purchase or carrying of securities. 

Let me say at the outset that this responsibility of the Board of 
Governors relates to stock market credit and not to the price of stocks. 
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The Congress rightly, in my judgment did not place on the Board 
responsibility for trying to determine the level at which stocks should 
sell. Even if all credit were eliminated from the stock market, cash 
purchases could bid up the prices of stocks to high levels. Regulation 
can restrain the use of credit for stock-market purposes, but it can- 
not serve as a guaranty against all speculative excesses. 

When Congress was considering the Securities Exchange Act in 
1934, the country was concerned with two major problems. One was 
to foster economic recovery and get the millions of unemployed re- 
employed. The other was to prevent recurrence of the situation which 
brought about the unemployment. An important factor in that situ- 
ation was that stock purchases were pyramided on the basis of credit 
extended on very thin margins. As a result, a break in stock-market 
prices, that in any event would have been severe, was magnified into 
a disastrous financial crash for the whole country. 

The Securities Exchange Act was not formulated to restrict the 
natural operation of the stock market, but to rid the market of such 
evils as manipulative practices and inadequate disclosure of informa- 
tion vital to investors. Thus the market could better perform its basic 
investment functions. The margin requirement provision of the act 
was not designed to deny the use of credit to the stock market; its 
explicit objective was to prevent the excessive use of credit. This 
legislation was designed to help create a healthier securities market 
as part ofast rong, vigorous free-enterprise economy. 

Organized stock exchanges are designed to function so as to en- 
courage growth in equity ownership rather than debt, with resulting 
benefit to the economy. For business to raise equity capital through 
the issuance of common stock, it is important to have active and 
orderly markets for stocks. 

The exchanges serve the economy by providing continuous, ready 
markets for securities that constitute an important proportion of the 
assets of many individuals and businesses. Individuals, to make pur- 
chases of goods or services, frequently have to sell or borrow on their 
securities to obtain the necessary cash. Furthermore, businessmen 
often sell their securities or pledge them as a basis for- loans to meet 
payrolls or to obtain other capital. Sales or borrowing transactions 
of these kinds would be far more difficult without market centers where 
investors, traders, brokers, and dealers are brought together. Sales 
of new security issues by business corporations would also be more 
diffieult if buyers did not know they could later dispose of such assets 
readily. 

In my judgment, a properly functioning stock market is important 
to the attainment of a high standard of living and steady growth of 
employment opportunities for all the people. We could not today 
have our system of mass production and Sistribution if it were not 
possible for corporate enterprises to assemble through the securities 
markets varying amounts of individual savings into large aggregates 
of capital. A major distinction between highly developed and in- 
dustrialized economies and underdeveloped economies is the lack in 
the latter of effective markets for mobifizing the individual savings 
of their people. 

The task of the Board, as I see it, is to formulate regulations with 
two principal objectives. One is to permit adequate access to credit 
facilities for security markets to perform their basic economic func- 
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tions. The other is to prevent the use of stock-market credit from 
becoming excessive. The latter helps to minimize the danger of 
pyramiding credit in a rising market and also reduces the danger of 
forced sales of securities from undermargined accounts in a falling 
market. 

We have two regulations, regulation T and regulation U. Regula- 
tion T applies to loans made by brokers and dealers in securities to 
their customers. It prescribes loan values—that is, sets margin re- 
quirements—on securities that are registered on a stock exchange. 
Except for specific exemptions, it altogether forbids brokers to make 
loans to customers to purchase or carry securities where no collateral 
is offered, or where the collateral offered consists of securities un- 
registered on a stock exchange. The securities exempted from this 
prohibition are obligations of the Federal, State, or local governments 
and some instrumentalities thereof. Only on these exempted securities 
are brokers permitted to establish their own loan values. 

The loan values for the purchase or carrying of registered securities 
which have been imposed by this regulation have been consisently 
small by historical standards, i. e., margin requirements have been 
high. Most of the time under the regulation, margin requirements 
have ranged between 40 and 75 percent, with 1 brief period of 100 
percent. 

1 might point out that now, as you all know, the margin require- 
ment is 60 percent. 

During the twenties, margin requirements imposed by individual 
Lrokers were customarily 25 percent or less, with 10 percent margins 
not uncommon. 

Over the life of regulation T—that is, since the Securities Exchange 
Act of 1934—loans on securities by brokers to their customers, as 
measured by customers’ debit balances, have been as low as $500 
million and as high as the present figure of $2.6 billion. From the 
autumn of 1953 through February of this year, they rose from $1.6 
billion to $2.6 billion, which is the highest figure since 1931 when the 
statistical series on customer borrowings from brokers began. This 
statistical series was instituted by the exchange before the 1934 act. 

Comparable figures for the twenties are not available, but borrow- 
ings by brokers and dealers, which are generally smaller than brokers’ 
loans to customers, ranged from $1.5 billion to $8.5 billion between 
1923 and 1930. It is estimated that borrowings by brokers and dealers 
currently do not exceed $21% billion, excluding those against United 
States Government securities. 

In regulation U, which relates to security loans made by banks, the 
Board is faced with a different problem. First, the law reaches only 
to bank loans for the purpose of purchasing or carrying registered 
stocks. It exempts loans which are secured by bonds and those which 
are not for the purpose of purchasing or carrying registered securi- 
ties. Second, the nature of the banking business itself makes the 
problem different. 

Whereas brokers confine themselves largely to making leans for 
the purpose of purchasing or carrying securities, banks make loans 
against a security collateral for a wide variety of purposes, personal 
as well as business. Banks also make loans on a wide variety of other - 
collateral and on the general creditworthiness or financial standing 
and established character of borrowers, and the funds made available 
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from these loans may, without knowledge of the banks, be used by 
customers for various purposes. 

In view of this wide diversity of bank lending operations, the 
Board, in formulating regulation U, has sought to avoid the effect of 
unduly burdening the extension of credit through the banks for all 
of these purposes. It is chiefly for these reasons of law and practice 
that the Board’s margin regulations applicable to banks relate only 
to loans which are security ‘by registered or unregistered stocks and 
are used for the purpose of purchasing or carrying registered stocks. 

From the beginning, the Board has realized that regulations ap- 
plicable to this ‘intricate lending process ran the risk of leaving loop- 
holes through which bank credit might leak into stock-market specu- 
lation. This was a calculated risk which was believed to be prefer- 
able to detailed rules that would impose a greater impediment to 
constructive financing than could be justified by avoidance of anv 
leakage that could result from the existing regulation. 

The amount of credit extended by banks to customers other than 
brokers and dealers for the stated purpose of purchasing or carrying 
securities (excluding U. S. Governments) is estimated to be about 
$11% billion today, around $600 million larger than in the late thirties 
and no doubt much smaller than in the late twenties. - The amount of 
bank loans to brokers and dealers on such securities is estimated cur- 
rently not to exceed $214 billion. This amount is roughly three times 
as large as that in the late thirties and about the same as that in the 
late twenties, when brokers were obtaining a large part of their bor- 
rowing from nonbank sources, corporate sources or others through the 
call money market. 

The volume of bank credit extended to brokers and dealers over 
much of the period of the regulation has fluctuated within a relatively 
narrow range, although it ‘has generally followed an upward path 
since the end of 1948. From the autumn of 1953 to early this year, 
bank credit to brokers and dealers, which includes underwriting credit, 
rose about $1 billion. That is about the same rise as occurred in cus- 
tomers’ debit balances. “ At no time since the regulations were adopted 
in the midthirties has the total amount of bank credit for the purpose 
purchasing or carrying securities been a large proportion of com- 
mercial bank loans and investments. 

Just to highlight that, total loans and investments of all commer- 
cial banks at the present time amount to $156 billion, of which 70 
billion represents loans and 86 billion investments. 

On the basis of a recent survey requested by this committee and 
covering 271 banks in selected large cities which make most of the 
loans collateraled by securities, we estimate that early in February 
all member banks had outstanding $7.2 billion of loans on securities, 
inclading loans against United States Government securities. About 

1.2 billions of this total were estimated to be loans made for the — 
ae of purchasing or carrying securities. Of these so-called pu 
loans, almost 2.9 billion were to brokers and dealers and sea 1.3 bil- 
lion were to others, individuals or businesses. The remaining $3 
billion represented all security loans made by banks to individuals and 
businesses for other purposes than the purchase or carrying of securi- 
ties. Even though some leakage of bank credit into stockmarket uses 
may occur through the avenue of loans not designated for the purpose 
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of purchasing or carrying securities, the relative amount of such 
leakage cannot be large in the aggregate. 

A more likely and less easily discovered avenue of leakage of bank 

credit into stock-market uses is through loans secured by collateral 
other than stocks or unsecured. This is a type of credit that could 
be used speculatively by “empire builders” in their attempts to ac- 
quire financial control of corporations. This kind of credit may not 
he large in relation to total bank credit, but it certainly could be im- 
portant in individual cases. However, the problem of preventing an 
excessive flow of credit into the stock market through this avenue is 
an extremely difficult one with which to deal from a regulatory stand- 
point without interfering unduly with normal banking activities. 
' Although the volume of stock market credit since regulations T 
and U were imposed has not been large by historical standards, a 
considerable percentage of total trading by the public has been based 
in part on credit. This does not mean that borrowed funds have 
financed a corresponding portion of stock trading. Margin customers 
have had to observe the margin requirements and to use their own 
funds for a large part of the financing. There is little doubt that the 
use of credit in stock transactions adds to total demand for securities 
but this is true of all credit. 

For example, use of installment credit, which today totals in excess 
of $22 billions, has added to the demand for consumer durable goods. 
Similarly, residential mortgage credit, currently aggregating more 
than $75 billions, has added to the demand for housing. 

It is important to look at the whole picture of credit outstanding 
in the economy in order to see in proper perspective the over $4 billion 
of direct stock-market credit and the $3 billion of other security loans 
by banks. ‘Total credit in the economy since the end of 1946 has 
increased from about $400 billion to around $600 billions. Of the 
increase of nearly $200 billion, about $80 billion was in corporate 
long-term and short-term credit, over $60 billion was in urban mort- 
gage credit, $20 billion was in consumer credit, $20 billion in State 
and local government debt, and the balance was distributed among 
other sectors. The imerease in loans for purchasing or carrying 
securities probably did not exceed $2 billion over this period. That 
is roughly 1 percent. 

As I have emphasized, the statute enjoins “excessive use of credit” 
in stock markets. It is difficult to define what constitutes “excessive 
use of credit” in stock markets, or for that matter in any field. It is 
largely a question of judgment and not merely a statistical computa- 
tion. So far as stock markets are concerned, however, it seems to me 
that there are certain signs or symptoms of unhealthy tendencies when 
businessmen or the public generally become unduly preoccupied with 
stock markets and stock prices. An unsound speculative psychology 
may then develop that can have adverse effects throughout the economy. 

Margin requirements are a comparatively new device in the arsenal 
of central banking. As I indicated at the outset, they are not and 
they cannot be cure-alls for stock market excesses or abuses. 

An inquiry such as this committee is conducting is useful and con- 
structive. It sheds light on important aspects of the economy and its 
functioning. It enables the Congress to ascertain how regulatory 


measures are operating and whether they are adequate or need 
modification, 
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I might say at this point, Mr. Chairman, on behalf of myself and 
my associates on the Board of Governors and the staff of the Federal 
Reserve System, that we welcome the opportunity to appear here today 
and that we want to do ever ything in our power to cooperate and be 
helpful to you in your work and the work of this committee. 

Finally, | would like to point out that I think one of the good things 
in a hearing of this sort is that it reminds us all that the underlying 
strength of the Nation depends not only on wise laws and regulations 
but also upon enlightened leadership and good morals in the market 
place. 

Thank you. 

The Cuairman. Thank you very much, Mr. Martin. I think that 
isa very excellent statement. 

I think you are uniquely qualified to testify on this matter because 
I believe you formerly were president of the New York Stock Ex- 

chi ange. 

Mr. Martrr. I was, sir. 

The CuarMan. For what period were you president ? 

Mr. Marvin. I was president from 1938 to 1941, a period of roughly 
o years. 

The Cruarrman. Well, that gave you an experience which coupled 
with your experience in the Federal Reserve I think enables you to 
understand what we are seeking to find out here. I am glad that you 
said you believe this hearing is ‘serving a useful purpose and may con- 
tribute to a better understanding of the operation of the market. 

Mr. Marri. I do, indeed, sir. 

The CHarrMan. One or two preliminary questions before I turn 
you over to members of the committee. When you were president of 
the stock exchange, did you engage in any campaign designed to sell 
stocks to people who previously had not been holders of common 
stocks ¢ 

Mr. Martin. I have not reviewed that period, Mr. Chairman, but 
during the period that I was there we did the best we could to educate 
the public on the usefulness of the stock exchange. 

The Cuarrman. Did you seek to stimulate people who had never 
before held stocks to purchase common stocks? For example, did 
you have an advertising budget devoted to that purpose ? 

Mr. Martin. I do not believe that the exchange had an advertising 
budget while I was president. The exchange was not as well off then 
as now, I am sorry to say. 

The Cuatrman. What do you mean by that? I thought they were 
very fortunate to have you as president ? 

Mr. Marin. During the period that I was there, Mr. Chairman, 
the earnings of the stock exchange were not as favorable as they are 
today. 

The Cuarman. Would the earnings of the members make any dif- 
ference in the advertising budget to stimulate purchases ? 

Mr. Martin. I meant the profit-and-loss statement of the exchange 
itself, not the members. 

The Cuamman. Mr. Martin, do you think that a relatively stable 
market in stock exchanges is a desirable thing for our economy ¢ 

Mr. Marri. Well, yes, I think a stable market is always desirable. 
I think that you do not want a rigid market, but what you want is 
a market which has what I like to call depth, breadth, and resiliency. 
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The CuarrmMan. Put it another way: Do wildly fluctuating markets, 
the kind that go up to new highs every day, contribute to the welfare 
of our economy ¢ 

Mr. Marrin. It depends on the degree of the fluctuation—in my 
opinion, the narrower the fluctuation, the better and the more orderly 
the market, the better. 

The Cuatrman. Tell me this: Do the brokers, the members of the 
stock exchange, tend to profit more from widely fluctuating markets 
or stable markets / 

Mr. Marry. I think they do better with stable markets. 

The Cuarrman. You do? 

Mr. Martin. I do. 

The CuarrMan. Their commissions are greater? 1 said the brokers, 
not the people. 

Mr. Marttn. I mean the brokers. I think that in wildly fluctuating 
markets you make errors that cost you money, and, generally speak- 
ing, it is not as good a business as when it is more steady and orderly. 

The CuarrMan. Perhaps I do not understand how it operates. Do 
brokers make money out of the changes or in the commissions they 
receive from buying and selling stocks? 

Mr. Martin. They make it out of the commissions on buying and 
selling. 

The Cuarrman. I misunderstood you then. Do they make more 
money when there is a 5-million-share day or a 2-million-share day? 

Mr. Martin. They make more money when there is a 5-million- 
share day. 

The Cuarrman. Do 5-million-share days occur more often in highly 
and wildly fluctuating markets or in stable markets? 

Mr. Marrin. Well, I do not think you can determine it on that basis, 
Mr. Chairman, because 5-million-share days can be followed by 1-mil- 
lion-share days. The activity on the market depends primarily on 
business conditions. A rising, active, orderly market as a part of an 
improving business situation will tend to result in larger volume, and 
I think it should. 

The Crarrman. Has the history of the market resulted in larger 
volume on a market that is declining or increasing or is there any 
difference ? 

Mr. Martin. Between a declining and a rising market ? 

The Cuatrman. Yes, in the volume of sales on the market. 

Mr. Martin. Well, I think that the volume will pick up whenever 
the price movements are sharp temporarily, but it is not sustained on 
a declining market the way it is on a rising market. Therefore, it is 
healthier to have a gradually rising market. 

I might say I am awfully glad that this inquiry is being held because 
we have been having a rising market instead of one in which stocks 
have fallen out of bed. 1 would be much more unhapy about being 
up here if the inquiry was to explain why stocks had declined so far 
rather than because we have had a rising stock market. 

The Cuarrman. For about 18 months it has been rising? 

Mr. Martin. About 18 months; that is right. 

The Cuarrman. Do you consider the decline of last week a great 
disaster to our economy ? 
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Mr. Martin. No; I do not consider it a disaster. I do not know 
what caused it. Certainly 

The CuarrMan. Do you think this committee caused it? 

Mr. Martin. What is that? 

The Cuarrman. Do you think this committee’s inquiry caused it? 

Mr. Martin. I would not know whether this committee’s inquiry 
caused it. The fact is that people follow and make markets. I used 
to write a market letter every day, and when you do that, you have to 
try to seize upon all possible explanations of the psychology of indi- 
vidual traders and people. Now, obviously, anything that is in the 
news has some temporary influence on prices depending upon how 
individuals react to such news. 

The Cuarmman. Regardless of what caused it, is it a bad thing in 
your opinion to have a decline at this time? 

Mr. Martin. At this time? I would not know whether it is a good 
or bad thing. So far as the longer-range levels of market prices are 
concerned, I think the fundamental factors of business will deter- 
mine them. I would not want to say that last week’s decline is good 
or bad. 

The Crarrman. It is not clear to you that it is a bad thing to 
have what some brokers call a corrective action? Is that not so? 

Mr. Martin. It is not clear to me that this is necessarily a bad thing. 

The CuarrmMan. In your experience, is it rather typical of a market 
that it sometimes goes down and does not always go up? 

Mr. Martin. That is correct. 

The Cuarrman. So that you would not say that necessarily any 
external activity caused this particular decline? 

Mr. Martin. No; I would agree with you on that. 

The CHarrman. The declines are characteristic of the stock market ; 
is that right? 

Mr. Martin. That is correct. 

The Carman. One other question and my time is up. When you 
were president, were there tipsters in the stock market? 

Mr. Martin. There were. 

The Cuarrman. Do you think they contribute to the health of the 
stock market ? 

Mr. Martti. I do not think tipsters contribute to the health of the 
stock market. I think every effort to eliminate them should be made, 
but I think you have got a very difficult human problem there be- 
cause a lot of people who do not intend to be tipsters become tipsters 
automatically in a free society. 

The Cuatrman. Are tipsters characteristic of a speculative market 
or of a very stable market that is in the doldrums? 

Mr. Marrin. Tipsters have their biggest play in a speculative 
market. 

The CHatrman. Would you say that whenever tipsters appear 
that that is one of the signs probably leading to the conclusion that 
you have a speculative market? One of the signs? 

Mr. Martin. It is one of the signs; yes. 

The CuarrmMan. One of the factors which you would consider, and 
might lead you to believe there could be excessive credit in the market; 
is that right? 

Mr. Marty. It is one of the factors we take into consideration. 
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The Cuairman. My 10 minutes are up. I recognize the Senator 
from Virginia for 10 minutes. 

Senator Rosertson. Governor, it is always pleasing to me when 
we have before us someone whom I have known for a long time and 
in whom I have great confidence. I welcome you here today. 

Following the inquiry of the chairman about what is best in the 
long run for brokers, what was the top price for a seat on the exchange 
during the great bull market from 1926 to 1929? 

Mr. Martin. I have not brushed up on that, but my recollection is 
that it was over $600,000, with the rights. 

Senator Ropertson. What was the low price after the bottom fell 
out of the market in 1930? 

Mr. Martin. I think it got down as low as $17,000 or $18,000. 

Senator Roserrson. Why did it drop so low? 

Mr. Martin. It dropped so low because the activities on the market 
declined considerably and because—— 

Senator Ronerrson. The brokers were not making any money? 

Mr. Marrin. That is correct, sir. 

Senator Roserrson. And a seat on the exchange had lost its at- 
tractive qualities ? 

Mr. Martin. That is correct, sir. 

Senator Roserrson. Then, in that sharpest of fluctuations that we 
have known in modern times, the brokers in the end lost? They made 
a lot of money in the bull market, they made some in the frenzied 
selling, and then there was a long period when it was mighty lean 
pickings for them ? 

Mr. Martin. That is correct, sir. 

Senator Roperrson. I frequently read the financial column pub- 
lished by Mr, J. A. Livingston. I think he is a well-informed com- 
mentator. I read a column this morning by him in which someone 
in the market said, “Please write a letter or an article and tell the 
Fullbright committee to get off the back of the stock exchange and 
investigate consumer credit, that that is much more necessary to be 
investigated than the stock market.” Mr. Livingston then went on 
to say that he thought that up to this time the net effect of this investi- 
gation was to cause a reappraisal of stock values and if after that re- 
appraisal stocks advanced again it would be very good evidence that 
stocks had not previously been too high. What do you think of that? 

Mr. Martin. I think in the long run fundamental factors of busi- 
ness will be the determinants of stock prices. In the absence, I might 
say, of manipulative practices, which should be eliminated from mar- 
kets, because we want as free a market as we can possibly have. That 
is our objective. The stock exchange and the other exchanges of 
the country and the over-the-counter markets should hew as far as 
possible to the principles of a free market. That is—— 

Senator Roserrson. Several witnesses have testified that they did 
not think investors should speculate on borrowed money. You called 
our attention to the fact that borrowed money in the current market 
isat an alltime high. That is, since they began to keep records back in 
1933, I believe you said. 

Mr. Martin. A high only since 1931; stock market credit was 
undoubtedly much higher in the late twenties. 

Senator Ropertson. 1931. That is, in 23 years, borrowed money 
in the market is now at an alltime high? 
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Mr. Martin. No; that is not quite right, Senator. On this statistical 
series—customers’ debt balances—it is at a high for the period since 
1931. Now, we do not have accurate figures for the preceding—— 

Senator Roserrson. I said since the records were kept. You stated 
that in 1929 you had reason to believe it was still higher. 

Mr. Martin. Yes. I would just like to point out, though, we did 
have records on brokers’ loans in that period. Those records show 
that brokers’ loans went up as high as $8.5 billion in the period 
of 1929 and 1930. We do not have customers’ debt balances for that 

veriod. 
Senator Roserrson. Do you think it is a desirable thing for in- 
vestors to speculate with borrowed money ? 

Mr. Marrin. Well, Senator, | want to be careful on this. I think 
you have got to realize that—I would like to say this in this hearing— 
“speculators” and “speculation” have to be defined. Risk-taking ven- 
ture capital has been one of the things that built up this country. 
a ge Washington bought stock in ‘the Chesapeake and Potomac 

‘anal down here that did not pan out too well. It needs always to 
be remembered that ours is a profit-and-loss economy. 

If you want to eliminate all credit from the stock market, you vem 
have a lower level of activity in the stock market. You will not, 
my judgment, eliminate speculative excesses. And you will have 
a tendency for less equity capital to be developed, which I think is 
bad. 

Senator Rosrerrson. With all due deference, I have not indicated 

wanted to do that. I was trying to find out "what you want to do. 

Mr. Martin. I amsorry, sir. I was not trying 

Senator Roserrson. W hy did you raise the margin to 60 percent? 

Mr. Martin. Well, that is one of the points that I think you have 
to consider. I do not believe that you can take this money-credit pic- 
ture as a still picture. It has got to be thought of as a moving picture. 
If you would indulge me, sir, I would like to go back and explain 
not only that but the previous decrease in margins which occurred 
in February of 1953. 

Senator Ronerrson. Well, just answer my question. Why did you 
raise it to 60% 

Mr. Marrrn. Because at that particular time I felt that there was 
an indication that there might be speculative excesses developing oe 
that there were new customers coming into brokers’ offices who 
haps did not understand what was happening. One of the things 
we want to do with margin requirements is to prevent the individual 
from losing his equity, as he did in 1929, and owing his broker in 
addition. Now, that was a very tragic situation. 

Senator Roserrson. Well, at the present time do you think 60 per- 
cent is high enough? 

Mr. Martin. I would not want to make any comment on it because 
I am in the position of being able to do something about it. I do not 
want to be in the position of a tipster because Senator Fulbright and 
I both agree that tipsters are not 

Senator Rosperrson. You probably recall that Tom Paine said that 
credit is suspicion gone to oan. You have referred to the fact that 
consumer credit and residential mortgage credit are at an all-time 
high. Has anybody gone to sleep on that, do you think? 
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Mr. Martin. Well, I think these types of credit should be watched, 
and we are constantly watching them as part of our everall credit. 

Senator Roperrson. Do you feel that the Federal Reserve Board 
that has specifie responsibility in these fields, not only has the fa- 
cilities for doing all the watching that needs to be done, but for taking 
all the action that may need to be taken ? 

Mr. Marri. I am not asking for any additional power at the 
moment. 

Senator Rorerrson. You see no necessity for this committee to 
follow the suggestion of the stockbroker that we ought to investigate 
such credit ? 

Mr. Martin. Well, I think that we should always be investigating 
credit. The Federal Reserve Board should be working on it constant- 
ly, and we are. 

I like it put it this way: Someone asked me the other day, “Are you 
worrying about the eredit in the market?” 

I said, “Well, I am worrying about everything relating to my job all 
the time.” My job is to worry about the economy—not. to lose sleep 
about it, but to worry about it. 

Now, I do not look on any movements of credit lightly. It is my 
job to worry about. credit. and try to see that. it is being used as properly 
as it can be used in terms of concepts of a free society. 

Senator Rogertrson. Well, Governor, I and some others in Congress 
worry about the threat of inflation. Others seem to worry about a 
possible recession, and they want to cut taxes and increase spending 
and consumer buying and they want.a lot of spending above the budget 
for highways and schools and a lot of different things. Now, which 
side of that worry are you on? 

Mr. Martin. I am right in the middle. 

Senator Rosperrson. Mr. Chairman, I will leave him where he says 
he is. 

The Cuarmman. The Senator from Indiana is recognized for 10 
minutes. 

Senator Carenart. Mr. Martin, do you think stocks are too high in 
proportion to the prices of all other goods at the moment ¢ 

Mr. Martin. I do not want to comment on stock prices, Senator. 
You have to analyze each individual security. You have to make 
evaluations of the sustainable value of individual securities. In addi- 
tion, you have to make evaluations of the general level of security 
re And I would not want to comment on whether they are too 
iigh or too lew. 

Senator Carruartr. One of the purposes at least of this investiga- 
tion is to find out whether prices are too high or too low. 

Mr. Martin. Well, you have had a lot of capable witnesses in front 
of you, and I certainly do not want to be stuffy about this, but at the 
same time as chairman of the Federal Reserve Board I am in a differ- 
ent position than if 1 we were president of the New York Stock Ex- 
change. I think Iasa responsible individual and public official should 
be careful 

Senator CarprHart. You have all the facts and statistics in the Fed- 
eral Reserve Board—possibly as good statistics on the economy as 
there are any place in the United States. My question I think is a 
verysimpleone. Are stocks any higher in proportion than the general 
price level for everything else in the United States? 
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Mr. Marttn. I cannot give a categorical answer. 
Senator Carrenart. Is there anyone with you who could? I mean 
could you get an answer to that question and place it in the record? 

Mr. Marttn. I do not believe I could cajole any of my associates 
to give an answer to that question. 

Senator Carenart. Is it not comparatively easy to find out what the 
general price level of stocks is and the general price level of other 
things? 

Mr. Martin. Mr. Young has just given me a chart of stock-market 
economic measurements, 1929 and now. September 1929, all stocks, 
Standard & Poor’s, 238. February 1955, 278. The average price for 
480 stocks, 1935-39 is equal to 100. 

I would be glad to put this in the record. 

Senator Carenart. February what? 

Mr. Martin. February 1955, 278. 

Senator Caprnart. What were they in February 1929? 

Mr. Martin. In September 1929, 238. 

Senator Capenart. What were they in 1932? 

Mr. Martin. 1932 we do not have here, but we could make that—— 

Senator Caprenartr. That was the low point in the economy of the 
United States. Is that not really the point that you should start 
from—not only with stocks but with everything else? 

Mr. Martin. Well, I do not know. If you want to make a com- 
parison, I would think that a period previous to the break would be 
better than the low point. 

Senator Carenarr. What I am trying to find out is this, and this 
committee can possibly be of some service to the people of the Nation 
if they can find out from you expert witnesses and from other sources 
whether or not stock prices at the moment are too high or are higher 
in proportion than thar commodities and other things in the United 
States. 

For example, are stocks at the moment any more speculative or 
any higher than the price of homes and prices in the building 
industry ¢ 

Mr. Martrn. Well, I am sure that there are people who would like 
to have this inquiry tell them the answer to that question precisely. 
Then they would go into the market on the basis of it. 

Senator Carnuart. The point is, it seems to me, unless they are too 
high then there is nothing to this investigation. 

Mr. Martrn. Oh, I think 

Senator Carprnarr. Unless we are out looking for—which we ought 
to be—specifie violators of the law. Are prices too high or are they 
not’? I mean I would like to have somebody answer that question. 

Mr. Marrtn. I think there is a lot to this investigation in terms of 
educating people on what standards can be used, what comparisons 
can be ae, what evaluations, whether you want to take the price 
a stock is selling for compared to its earnings or any one of a hundred 
different tests that you could make. But so far as my stating specifi- 
cally that stocks were not high or not low—— 

Senator Capenart. No; I do not want you to give an opinion. I 
just want you to give us the benefit of the statistics that you have in 
the Federal Reserve Board. Do the statistics, the cold facts, not 
your opinion or mine but the cold facts, warrant anyone making the 
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statement today that stock prices in America are to high? Do the 
cold facts indicate it? Not your opinion or mine. 

Mr. Martin. I will be glad to introduce our chart from which you 
can make a judgment. 

Senator Carenmartr. Yes; that is right. I mean 

Mr. Marry. I will be very glad to put this chart into the record. 

Senator Capenart. I do not care about your personal opinion. 
What are the cold facts? How do stock prices compare to the price 
of homes, to the price of automobiles, to the price of all other com- 
modities and the general price level in the United States? 

Mr. Martin. There are no figures on the prices of homes available, 
but we have consumer prices here and wholesale prices. Wholesale 
prices, using the price average 1947-49 as 100, were 62 in September 
1929. Wholesale prices against the same base were 110 in February 
1955. Consumer prices—with 1947-49 as 100 again being the base 
73 in September 1929 and 114 in February 1955. 

Senator Capenart. What are the comparable stock prices? 

Mr. Martin. Stock prices, with 1935-39 as the base, were 238 in 
September 1929, and 278 in February 1955. 

Senator Capenartr. Then they are much lower; are they not? The 
rise has been much less? 

Mr. Martin. The change in wholesale prices is plus 77 percent, 
consumer prices plus 56 percent, stock prices plus 17 percent. 

Senator Carenarr. Plus 17 percent? 

Mr. Martin. Yes. 

Senator Caprnartr. You said you did not care to express a personal 
opinion. The cold facts and statistics that you just related, of course, 
indicate they have gone up less than other things. Are there any 
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other contributing factors that do not look good in respect. to stoc 


prices at the moment or the attitude or the action or the performance 
of the stock market as a whole? 

Mr. Martin. Well, there are a number of other exhibits we could 
introduce there. 

Senator Carenartr. If you will yield a minute, is the turnover of 
stocks—that is, the number of stocks that are being sold each day— 
good or bad? I mean is it big or is it normal or is it a stable amount? 

Mr. Martin. Trading, average daily volume in millions, was 4.6 in 
September 1929. 

Senator Caprnart. Four point what? 

Mr. Martin. 4.6 million. 

Senator Carenart. What is that 4.6 million ? 

Mr. Martin. Million shares. 

Senator Capemarr. That was in 1929? 

Mr. Martin. September 1929. In February 1955, it was 3.2 million 
shares. 

Senator Caremart. In other words, the number of shares being 
traded is down? 

Mr. Marri. Thirty percent. 

Senator Carpgenart. Thirty percent over 1929? 

Mr. Marri. That is correct. 

Senator Cargenart. Is it a fair assumption that today there are 
more stocks than there were in 1929? The population has increased 
by many, many millions, and we have more industries, and we are 
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doing more business. Are there more stocks that can be traded today 
on the exchanges than there were back in 1929? , 

Mr. Marri. The number of listed shares on the New York Stock 
Exchange in millions is 1.6 billion in September 1929. It. is 3.174 
billion—— 

Senator Carrnarr. In other words, there are less shares today than 
in 1929 % 

Mr. Marrin. There are more shares. 

Senator Carrnarr. More shares teday? 

Mr. Marrrn. More shares by 216 pereent. 

Senator Carrnart. More shares by 216 percent, but vet 30 pereent 
less trading each day ? 

Mr. Martin. That is correct. 

Senator Carrnart. The average price of stocks is only plus 17, 
and the others that you mentioned there, some of them, were plus 76% 

Mr. Martin. Seventy-seven percent for wholesale prices and fifty- 
six percent for consumer prices. That is correct, sir. 

Senator Caprnartr. With those cold facts and statistics, what other 
factors are making a contribution today to the stock market that might 
not be good or that are not good? 

Mr. Martin. Well, I would like to put in also bank loans to others 
in September 1929 were $2 billion, and brokers’ loans $8.5 billion, mak- 
ing in all $10.5 billion. 

Senator Capenarr. What are they today? 

Mr. Martin. February 1955, $1.4 and $1.7 billion, making a total 
of $3.3 billion, 71 percent less. 

Senator Carrenarr. In other words, $3 billion in loans today in 
comparison to $10 billion in loans in 1929? 

Mr. Martin. That is approximately correct—September 1929. 

Senator Capruartr. Then, what other factors are there now that 
would indicate that this stock market or stock prices ought to be 
investigated other than individual manipulators or individual vio- 
lators of the rules? What else is there that ought to be investigated 
as a whole? 

Mr. Martin. Well, I think we ought always to watch speculative 
psychology. We ought to watch manipulation carefully. And we 
ought to see to it that 

Senator Carrnarr. I was impressed with the statement that you 
made that it is not good to have businessmen spending too much of 
their time during the day finding out what stocks did. That is one 
thing I can agree with. 

Another question. What is a tipster in your mind, Mr. Martin? 
You were president of the New York Stock Exchange. What is a 
tipster ? 

Mr. Marrtn. Well, there are honest tipsters and dishonest tipsters. 

Senator Caprmart. I see. 

Mr. Martrx. An honest tipster is a man who is carrying a torch 
for a particular security, gets carried away with the future of the 
company, goes around telling the story to all of his friends, and, in 
his enthusiasm, exaggerates to his friends the actual facts about the 
security. A dishonest tipster is one who participates in tipping a 
stock for manipulative reasons. Let us say that a given group of 
individuals want to see a given stock go up and that they own a 
newspaper. I do not think that happens much any more, but it did 
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at one period. So they have that newspaper run stories every day 
about what a great opportunity this security is, how they are just 
about to strike ‘oil, hit uranium, or hit some other jackpot. 

Senator Carenart. In other words, you can wee tipsters that will 
try to run stocks up as well as to run them down ; can you not # 

‘Mr. Martin. Exactly. 

Senator Capenart. | mean a tipster works both ways? 

Mr. Martin. That is right. 

Senator Carpenart. Would you say when you raised the margin 
from 50 to 60 percent that that was a tip to the American people 
maybe that they ought to get out? 

Mr. Martin. That was an indication that the Federal Reserve 
Board was on the job. It was a warning to them. And we thought 
it would be construed that way. And we—— 

Senator Carrnary. Is there any way to eliminate this matter of 
tipsters or so-called tipsters ? 

Mr. Marrtn. Dishonesty, I think, you should always attempt to 
eliminate. In terms of honesty ; no. Ina free society you cannot do 
it unless you eliminate free speech. 

Senator Carenart. Thank you. 

The Cuamman. Before I call on the next member of the com- 
mittee, 1 want the record to show that the chairman of this committee 
does not agree that the purpose of this study was solely or even pri- 
marily to find that stocks are too high in price or too low. Personally, 
I think it would be improper for the committee to make a finding on 
the subject. 

I now recognize the junior Senator from New York for 10 minutes. 

Senator Caprnart. Let me ask this question. I think we ought 
to get in the record at this point—because I think it is very, very im- 
portant—just what the purpose of the study is. 

The Cuarrman. I can only say we had—— 

Senator Carruarr. I was under the impression that the purpose, 
or the alarm, at least, was that the stock market was too high. 

The Crairman. I can only say that the Senator was present at a 
meeting, an executive meeting, of the committee in which this matter 
was discussed. I am certain that I did not at that time nor did anyone 
else I think say that the purpose was to determine whether or not 
stocks are too high. The Senator at that time voted for this he: aring, 
and if he was under a misapprehension, of course, I was not aware of it. 

Senator Capenarr. I am under no misapprehension at all. 

The Cuamman. I think the record will show—— 

Senator Carrmarr. If that was not the purpose, then what was 
the purpose? ‘To see if there are some people in the business violating 
the laws or—— 

The Cuamman. I would think right now is not the proper time 
to go into it. I will be perfectly willing to when we are through with 
the rest of the witnesses, but I do not like to impose on their time, 
I did not wish to leave the statement that I thought at least the pur- 
pose of this hearing was to determine if stock prices are too high. Ido 
not think so. 

Senator Carenart. Whether it was the purpose or whether it was 
not, I think the general impression among the people of the country 
today is that that was the purpose of it, and I think it is a fine thing 
that we—— 
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The Crarrman. I do not agree with that. As to every commentator 
[ have read in the newspapers, and I have read all that are available, 
the Wall Street Journal, New York Times, all the others, I have yet 
to see one who said that was the purpose of this hearing. But I think 
our diseussion should be later after we complete this schedule. 

Senator Capenarr. Let me say this. The reason I asked the ques- 
tions I did a moment ago of Mr. Martin was to find out whether or 
not the cold facts indicate that stock prices are higher in proportion 
than other prices and if there are other factors contributing to the 
sale of stocks at the moment that are bad. The cold facts that he 
just gave us would indicate that there is nothing particularly wrong 
with the stock market. 

The Cuarrman. The Senator is free to draw his own conclusions 
from what he calls cold facts. I do not agree with any such conclu- 
sion. I only want it to be very clear that the Senator is speaking only 
for himself. 

Senator Capenarr. I want that definitely understood, too. 

The Cuamman. I recognize the junior Senator from New York 
for 10 minutes. 

Senator Lenwan. Mr. Martin, I want to ask you a question or 
diseuss with you a matter which I brought up and asked virtually 
every witness who has appeared before us. I have asked the question 
so often and diseussed it at such length that I am afraid I may have 
bored some of my colleagues and members of the press. But I none- 
theless want to discuss it because I think it is of very great importance 
for the future. 

When Mr. Funston testified here, the president of the New York 
Stock Exchange, he made the statement that today 28 percent of all 
securities listed on the stock exchange were held by institutions. By 
institutions, of course, I include insurance companies, banks, invest- 
ment trusts, pension funds, all that come within that category. Those 
purchases, which represent today 28 percent of the listed securities, 
according to Mr. Funston, were made in the main for the purpose 
of long-term, relatively long-term, investment rather than for a quick 
turnover. So that they have been taken out of the market at least 
temporarily, possibly for many, many years. 

I would like to have your opinion as to the impact of these great 
institutional purchases—the impact on the market and whether they 
have at least in part been responsible for the long, steady, and very 
substantial advance in the price of the securities on the various 
markets. 

Mr. Martin. In my judgment, Senator, that has been in part 
responsible for the long, steady advance in prices. I think that the 
relative inactivity of the securities markets and the failure to issue 
more equity securities over the last few years, where corporations 
have largely been using retained earnings to get capital, rather than 
going to the market, as General Motors did recently with a new 
stock issue, also meant that the floating supply of those stocks has 
been reduced. 

Senator Leuman. If the floating supply has been substantially re- 
duced, as it has been obviously, does that not restrict the freedom of 
the market? In other words, the more scarce stocks are, the easier it 
is to advance the price or undersell them in order to depress the price. 
Is that not a fact? 
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Mr. Martin. It is definitely a fact and something that I think 
should be watched very carefully, because it was a key problem in 
1929. "Then, we had individuals. Now, individuals are being re- 
placed by institutions that have large holdings. You see, it was be- 
cause the holdings of some individual investors were fixed—that is, 
firmly held and not likely to become part of market supply—that a ma- 
nipulator in 1929 was in a strategic position to move the price of a 
particular security. 

Senator Leaman. Let me ask you this: I am not critical at this 
time of institutional buying, and I certainly have no remedy or for- 
mula to affect it, but I would like to have your view as to whether 
institutional buying, which now represents 28 percent of the listed 
securities, and which may easily very greatly increase—I would like 
to ask whether that enlarges the possibility substantially of these in- 
stitutions getting control of various companies: That is, industrial 
companies, railroad companies, and even commercial banks? 

Mr. Martin. In my judgment it does, Senator. 

Senator Lenman. What was that? 

Mr. Martry. In my judgment it does enlarge the possibility. 

Senator Leaman. Then I had an example here—and I quote from 
the New York Times of yesterday. We in New York State have a 
law that permits the mutual savings banks to purchase securities rep- 
resenting a certain percentage of their assets, but prohibits the pur- 
chase of stock in commercial banks. There is an amendment up in the 
legislature which would permit the purchase in commercial banks. I 
want to refer briefly to this article in the New York Times. 

Some commercial banks, particularly the small upstate institutions, feel their 
stocks should not be made eligible for investment by savings banks. If savings 
banks are allowed to buy commercial bank stocks they are apt to get control, 
says one commercial banker. Another puts it this way: Even if limited they 
could buy more and could gain control of a commercial bank. 

If it is true in the case of commercial banks, it would certainly ap- 
pear to be true to me in the case of industrial concerns and railroads. 

As I say, I have no remedy, but I think it is a subject that may have 
a very great effect on the economy of this country in future years and 
on the orderly proceedure on the stock exchange. 

Is the Federal Reserve making any study of that matter at the 
present time ¢ 

Mr. Martin. We are watching very carefully the use of credit in 
that connection. Our individual Federal Reserve banks may be mak- 
ing studies that I do not know of, and we have been constantly making 
specific studies of that nature with respect to individual situations. 

Senator Lenman. I am not talking about individual securities and 
[ am not talking about credit, because these purchases could be made, 
and are being made, undoubtedly without any credit at all. They are 
simply using the assets of these companies. In the case of our mu- 
tual savings banks I do not remember how great the assets are, but 
iny impression is that they are around $20 billion. They certainly do 
not need to invoke credit commodity purchases. It is true of invest- 
ment trusts, and certainly very true of large insurance companies. 

I do think this is a matter that should be studied, and I do not know 
any agency of Government or private agency that could make such a 
study more objectively and with greater authority than the Federal 
Reserve System. I am making a plea that the Federal Reserve Sys- 
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tem make a study of this situation, because I think it is a matter that 
while its danger is not imminent now, could develop into a very great 
danger, with certainly a very great impact on our economy. I wonder 
if you would comment on that. 

Mr. Marvin. Lagree. There isa possible danger. It is something 
that should be watched very closely. I personally have had some 
concern about it from time to time and I think it is something we 
should follow. I do not think it has reached alarming proportions 
at the moment. 

Senator Lenman. I agree it has not at this time, but it might. 

There is one more question I want to ask you. You gave some 
figures about the credit that has been advanced over the last 20 years. 
You stated that the amount of credits that have been offered ‘while 
less than in the very early years of the thirties and that decade, are 
larger than in the later years. 1 think you quoted an increase of about 
$2 billion, as compared to the late thirties. 

Mr. Martin. That is right. 

Senator Lerman. It does not seem to me that that is an abnormal 
increase, though, when you think of the difference in the volume of 
trading. Iw atched the trading pretty carefully in the late thirties, 
because as you know we havea transfer tax in the State of New York, 
and I was anxious to get as large a revenue as possible. My recollec- 
tion is in the late years in the thirties the trading was very seldom in 
excess of 500,000 or 600,000 shares a day. It really went down to 
almost a trickle. Today it is 3144 and 4 million, and possibly even 
5 million shares a day, which would seem to me by itself to account 


for not only the increase of $2 billion in loans, but possibly would 
account for even a larger increase. 


Would you comment on that? 

The CuarrMan. The Senator’s time is up. 

Mr. Marrin. I agree with that. It is rather along the lines of 
what you and | discussed when you were Governor. 

The Cramman. The Senator from Ohio is recognized for 10 
minutes. 

Senator Bricker. Mr. Chairman, are most of the institutional in- 
vestments for speculation or for long-time investment ? 

Mr. Martin. I would say most of them are for long-time invest- 
ment, but you have to realize we get pretty muddy in our thinking 
when we talk about spec ulation, because the mere fact that you are 
buying a security and are going to hold it a long time does not mean 
there is no element of spec ulation. 

Senator Bricker. I know that is true, but have you any figures 
showing the ratio of the time that the stocks bought by institutional 
investors are held? 

Mr. Marttn. I have no figures. Have you, Mr. Young? 

Mr. Youne. No. 

Senator Bricker. I will pass. 

The Carman. The Senator from Oklahoma is recognized for 
10 minutes. 

Senator Monronnry. Mr. Martin, in — ‘statement you seem to 
feel—you say on pages 2 and 3 
amount of equity capital through the issuance of : common stocks. I 
wonder, do you feel that all of this money for expansion of plant is 
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coming from retained earnings, or is some of that an expansion of 
credit ¢ 

Mr. Martti. I think some of it reflects an expansion of eredit. I 
do not have figures on that, but. I would say that, since 1946—and Mr. 
Young will check this for me—there was an increase of about $180 
billion in corporate assets over this period, and only $50 billion of the 
increase was financed by new security issues. 

Senator Monroney. What was that figure? 

Mr. Martin. About $180 billion and $50 billion. 

From 1946 to date, of the large amout that has gone into business 
and that was plowed back, not more than $50 billion has been through 
new security issues—bonds and stocks. 

Senator Monroney. On page 9 of your statement you say: 

Total credit in the economy since the end of 1946 has increased from about 


$400 billion to around $600 billion Of the inerease of nearly $200 billion, about 
$80 billion was in eorporate long-term and short-term credit. * * * 


Would you say much of that corporate credit has been in financing 
listed securities ? 

Mr. Martry. Yes, but the figure referred to is the increase in business 
debt. About $20 billion of the $80 billion inerease in corporate debt 
was represented by securities publicly offered in the abla Some 
part of these securities, although the available figures do not make it 
possible to say how large a part, were subsequently listed on stock 
exchanges. Of course, these figures exclude equity financing. About 
$15 billion of preferred and common stock was issued over this period. 
Much of this was originally issued as convertible bonds and subse- 
quently converted into common stocks. 

Senator Monronery. I do not want to detain you on the stand, but 
I wish you could give us, if you would, the increase in the credit of the 
companies hsted on the exchange. 

Mr. Martin. Corporations listed on the exchange? The informa- 
tion is not readily available for corporations listed on the exchange. 
[It is not compiled that way. 

Senator Monrongy. Because it would mdicate, if they are relying 
too heavily on credit financing, that those fixed charges in the business, 
if times become difficult, would certainly influence the economy of the 
whole Nation, with that amount of credit, would it not? 

Mr. Martin. That is correct, and that is why I hoped there would be 
more equity financing. 

Senator Monronry. Whereas if there were equity financing, if times 
are bad they do not pay dividends, but there are no foreclosures or 
receiverships or trusteeships, or other forms of handling the insolvency 
of these corporate entities. 

Mr. Martin. That is correct. 

Senator Monroney. Is there any way the business community could 
more nearly adjust its financing to a more stable, or apparently what 
you consider a more stable way of financing? 

Mr. Marri. I think it is moving in that direction at the present 
time. I called attention to General Motors’ financing. 

Senator Monronry. That was only $357 million and I am informed 
by the staff there was less underwriting in 1954 after the passage of 
the tax bill, whose sole objective was to encourage new ielinan to be 
put to work in industry. I am informed that there was less under- 
writing in 1954 than there was in 1953. 
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Mr. Martin. That may well be, but it is my hope the trend will be 
in the opposite direction. 

Senator Monroney. In other words, to switch over from bank credit 
and debt financing to equity financing would require a long-term stable 
market for those issues to be safely put on the exchanges, would it 
not ¢ 

Mr. Martin. A strong, vigorous, and healthy one. 

Senator Monronery. An erratic market would tend to discourage 
that normal issuance of additional equity financing ¢ 

Mr. Martin. That is correct. 

Senator Monroney. So therefore the economy of the Nation and 
our prosperity could best be served by a stable market that would 
attract equity financing into the business expansion that all of us hope 
will go on. 

Mr. Martin. If I could order it the way I would like it, I would 
like to have a vigorous market that was slowly rising. It is not easy 
to order it that way. 

Senator Monroney. It is hard to get three men to agree on what is 
the proper rate of rise. 

Mr. Martin. That is right. 

Senator Monronry. There is nothing the Federal Reserve Board 
could do to encourage more equity financing and less debt financing? 

Mr. Martin. No; I do not think we can make business judgments 
for people. 

Senator Monronry. But you can possibly say it would be a good 
thing for the economy of the country if the greater portion—— 

Mr. Marri. I have expressed myself in this statement to that 
effect, or at least tried to. 

Senator Monroney. I see. That is all I have, Mr. Chairman. 

The Cuarrman. The Senator from Connecticut is recognized. 

Senator Busu. Mr. Chairman, I want to compliment the Governor, 
Mr. Martin, on his very able statement which he presented at the open- 
ing of the hearing. Also I would like to say, Mr. Chairman, that I 
think we are very fortunate to have in this very responsible and im- 
portant post a man of such outstanding qualifications for the job as 
Mr. William Martin. 

Mr. Martin, when were you first appointed to be Governor of the 
Federal Reserve Board ¢ 

Mr. Martin. I was appointed in April, or took office on April 2, 1951. 

Senator Busu. And you were appointed by President Truman? 

Mr. Martin. I was, sir. 

Senator Buss. I should like to observe I think that is one of the 
finest appointments President Truman ever made. I have wished since 
! was down here that many members of his own party appreciated it 
more fully than they seem to from time to time—particularly Mem- 
bers of Congress. 

Mr. Chairman, I have just 1 or 2 questions. 

Governor Martin, I have in my hand the Economic Report of the 
President dated January 19, 1955. On page 25, in the middle of the 
last paragraph I am going to read a couple of sentences which touch 
a question I want to get into with you. It says: 

It is highly desirable that corrective movements, testing the soundness of 


various parts of the economy, be scattered over a period of time, rather than cul- 
minate at the same time. As the recent increase of stock margin requirements 








by 
KS 
. 


STOCK MARKET STUDY 569 


by the Federal Reserve Board has demonstrated, the Government is mindful 
of its great responsibility to help assure balanced economic growth. . It is essen- 
tial to keep a close watch on financial developments. Continued economic re- 
covery must not be jeopardized by overemphasis of speculative activity. 

From what you said previously, I judge that you consider it your 
job to keep a close watch on financial developments, not only in con- 
nection with the stock market, but in the credit market generally, and 
the Government bond market, and so forth. That would suggest since 
the last move of the Federal Reserve Board was to increase the margin 
requirements to 60 percent, that that represents today the judgment 
of the Federal Reserve Board as to the proper basis or the proper level 
of margin requirements for the stock market. Is that right‘ 

Mr. Marrin. As of today. 

Senator Busu. As of today. And it is a fact that you said you are 
watching this from day to day and week to week ? 

Mr. Martin. That is right. 

Senator Busu. And if activity is very great at times, that increases 
your perception and close watch of the situation. Is that not so? 

Mr. Martin. That is correct. 

Senator Busn. Different expressions of opinion have been made as 
to why these investigations were being conducted and I recall my ob- 
servation in the committee at the time we voted to have this investiga- 
tion. I recollect I told the chairman and the committee that it seemed 
to me when a law had been passed of the importance of the Securities 
and Exchange Act of 1934, I believe it was, and it had not been care- 
fully reviewed by the Congress for more than 20 years, that it was a 
good time to review it and to consider whether there should be any 
recommendations developed, or legislation, or additional legislation, 
or revising that very important basic law in connection with our secu- 
rities and exchange market. 

So far none of the witnesses have seemed to indicate or suggest any 
revisions of the law, or any recommendations to this committee for 
legislation. I hope it is not too late for those who have gone before 
todo that. It seems to me those who have yet to be heard should take 
that certainly as an opportunity if they have any views in that con- 
rection, because the committee would certainly welcome recommenda- 
tions for legislation in connection with this act. 

The Cuarrman. Will the Senator yield? 

Senator Busn. For a question. 

The Carman. There are I or 2 witnesses who suggested we should 
consider changing the law with respect to unlisted securities. You 
remember the presidents of the Midwest and San Francisco exchanges 
said they thought there was some disparity in treatment between un- 
listed and listed securities. There had been that type of suggestion 
as regards legislation. 

Senator Busn. Yes. I had more in mind specific recommendations 
for changes in the law which would assist the committee, and I still 
hope 

The CuHatrman. Will the Senator yield for another question ? 

Senator BusH. Yes. 

The CuatrmMan. Does the Senator recall at the opening of this study 
it was emphasized it was a study and we were not in possession of 
any knowledge of any wrongdoing? Does the Senator recall we an- 


nounced or believed we should determine whether stock prices were too 
high? 
gh? 
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Senator Busi. I do not recall any such determination. No. I am 
trying to make clear to the chairman and the committee my conception 
of this hear ing. 

The Cnarman, I agree with what the Senator said about the pur- 
poses of the hearing. 

Senator Bus. I would like to express the hope that we try to get 
out of these witnesses some recommendations concerning the law, 
which is what we are primarily interested in. That is where our re- 
sponsibility is. 

Senator Carenarr. What is it we are trying to do? 

The Cuarrman. The Senator from Connecticut has the floor. 

Senator Busu. I will be glad to yield for a question. 

Senator Carrnarr. What is it we are trying to do? What is it we 
are looking for? Is it too many stocks being traded each day? Is the 
price too high? Are there too many people trying to rig the market, 
or what are we trying to look for ? 

Senator Busu. My conception of the purpose of this thing is to in- 
vestigate conditions in the markets and see whether there is any legis- 
lative action that we ought to take in connection with the existing law, 
or any new law we need to improve the situation for the benefit of the 
public interest only. That is my conception of it. 

The Cuairman. If the Senator will yield, I agree with him. 

Senator Buss. Mr. Chairman, I ai not trying to get into an argu- 
ment with you or with my good friend from Indiana as to what the 
purpose of this investigation is. If anybody wants to agree with me 
that is fine, but I do feel from all that has taken place in the last 2 
weeks it is a good thing to remind ourselves, or at least I want to get 


my views on the record, that this was the prteons of this investigation, 


namely, to see whether there is any legislation that should be enacted 
to improve this law. That is preliminary, Mr. Martin, to my question 
to you. 

Senator Carrnarr. Will the Senator yield? The resolution did not 
say 

Senator Busn. Is this all coming out of my time? 

The CHarrman. Yes. 

Senator Carenart. The resolution did not say to study the Securi- 
ties Exchange Act. The resolution said study the stock market 
or stocks. If what you say was the intention of it we would certainly 
have said we are going to study the Securities Exchange Act. 

Senator Busn. I did not draft the language. I believe the record 
will show, if there was one taken of the executive session of the com- 
mittee—I think it will certainly show I said I thought this was the 
justification for this hearing and this study, that is, the study, or 
investigation, or whatever it is. 

Mr. Martin, I want to ask you this: Have you considered making 
any recommendations to this committee in the way of legislation in 
connection with the revision of existing statutes, or otherwise, through 
legislation ? 

Mr. Martin. We have had a lot of consideration of the possibilities 
of various changes in legislation, but I am not proposing any change 
in legislation at this time. 

Senator Busy. You are not proposing any at this time? 

Mr. Martin. That is correct. 
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Senator Busu. I am going to ask if you have under consideration 
any proposed changes in existing law fo or the purpose of improving 
the law in the public interest. 

Mr. Martin. We are studying the matter very carefully but I would 
not want to say at this time we are far enough along in any studies to 
have any suggestions imminent. 

Senator Busu. You have not decided whether or not to make any 

recommendation, but are studying the question ? 

Mr. Martin. That is correct. I am certainly not complacent about 
all aspects of this subject. 

Senator Busn. I have rio other questions, Mr. Chairman. 

The CuarrmMan. Mr. Martin, on page 1 of your statement, you say 
the responsibility of the Board of Governors of the Federal Reserve 
relates to stock-market credit and not to the price of stocks. 

Of course, your responsibility relates to credit, but is not the way 
stock prices are moving usually an important criterion as to whether 
credit in the market is excessive ? What I mean is, is the rate of 
movement, or the rapidity of the rise, indicative of credit entering into 
the market ¢ 

Mr. Martin. It is a very difficult matter to judge. At a 50- to 60- 
percent margin the opportunity for pyr ramiding is not very large. 
But you have to judge it all the time in terms of the overall situa- 
tion—the total credit. But I think it is almost impossible to make 
a precise answer to that. 

The Cratrman. I realize that as to any particular amount being 
excessive, but the rapidity of the movement is certainly an indication; 
is it not? 

Mr. Martin. Rapidity of rise in securities always makes us want 
to look at credit. 

The Cuamrman. Yes. It raises the question as to whether excessive 
credit is entering into the market. 

Mr. Marri. It raises that question. 

The Cuamman. That is right. Which is, of course, one of the 
principal objectives of this hearing. Much more so than whether 
the price or the level of prices is too high or too low. It is the action 
of it in the last 18 months which has drawn attention to it. The 
rapidity of the rise, and the almost uninterrupted rise, is what raises 
the question. 

Mr. Martin. And that has been steadily reviewed and studied by 
the Federal Reserve Board all during this period. 

The Cuarrman. In changing margin requirements does the Board 
usually announce the grounds,or reasons for the change? 

Mr. Martti. It is very difficult for a board to be precise in why a 
given determination is made. You have 7 members of a board and 
you may come out with a unanimous decision of a board, and all 7 
men may have different reasons for arriving at the conclusion. 

The Cuarman. That is no different from the Supreme Court, is it ? 
They often do that, and yet they give their reasons; do they not? 

Mr. Marri. It has been our thinking generally that our actions 
should speak louder than our words. In this particular field, as in 
most central bank moves, it is by action rather than by announcement 
and statement that we get our results. 

60650—55——37 





572 STOCK MARKET STUDY 


The CuarrMan. Specifically in the January 4 increase from 50 per- 
cent to 60 percent, was any explanation given for that increase by the 
Board ¢ 

Mr. Martin. No explanation was given. 

The Cuarrman. Do you not think it might be a good thing for pos- 
sible understanding if reasons for such action are announced by the 
Board, even though you do differ? It would be quite interesting to 
see the different reasoning by which members arrived at the same 
conclusion; would it not? 

Mr. Marri. That is a very difficult problem—the problem of pub- 
lic relations for a board of our sort. We are constantly studying that 
and want the public to have as much information as will be useful to 
them. We do not want to put our operations on the basis where it 
will be important to find out and have a leak on what. goes on. 

The Cuatrrman, When you give no explanation, then others do. 
For example, since you gave no explanation this appeared very shortly 
after the announcement of the increase. I believe it appeared on the 
tape: 

The 10-percent boost in stock margins was considered in Washington to be 
intended mainly as a tap on the wrist. 

Is that what you intended ¢ 

Mr. Marvin. I think it was a little more than a tap on the wrist, but 
in a community as large as this there are an awful lot of people who 
will make an awful lot of guesses or pass out made-up information as 
to just what was intended. 

The CuHamman. Might it not clarify the information and prevent 
such interpretations if you make your own statement as to why you 
do it? I only raise the question because it seems to me it might be a 
good thing. 

Mr. Marrin. Then that statement would become a part of the 
action. I have grave question at this stage in my thinking, although 
I do not have a completely closed mind on the subject, whether we 
can make any sort of statement along with an action that would be 
helpful. 

The CuatrmMan. Would you explain for the record how credit is 
pyramided in a rising stock market, and how margin requirements 
help to minimize the danger of pyramiding ‘ 

Mr. Marrin. Have you an example, Mr. Young? I used to have 
to figure these and I am very glad I do not have to do it any more. 
But T can put into the record an illustration here. 

For example, before the regulations when margins as low as 10 
percent were possible, a person could put up $1,000 in cash as a margin 
and purchase 100 shares of stock at $100 a share—that is, $10,000 
worth—and borrow the remaining $9,000 from the broker. Then if 
the stock rose by $10 a share, the customer would have a profit of 
$1,000 less some interest on his loan. The net profit would almost 
equal his original cash investment. 

Under the. present requirement of 60 percent, the buyer’s $1,000 in 
cash would finance the purchase of only about 16 shares‘at the $100 
initial price. A price rise of $10 per share would bring him a profit 
of around $160, or only one-sixth of his original cash deposit. 

A rise in prices of stocks held in a customer’s account increases his 
margin, i. e., the difference between the market value of stocks and 
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the amount of his debt to the broker. The amount he can borrow is 
thus increased. In the example already cited, with an initial deposit 
of $1,000 and a gain of $1,000, the customer would have a margin of 
$2,000 on the basis of which, with a 10 percent margin requirement, 
he could hold stocks worth $20,000. At the new price of $110 a share, 
he could hold a total of 181 shares (ignoring fractions, commissions, 
etc.). Therefore, he could purchase an additional 81 shares, and bor- 
row the $8,910 cost from the broker without putting up any more 
cash. 

Thus, with an initial purchase of $10,000 on the basis of a cash mar- 
gin of $1,000 and a 10 percent margin requirement, a 10-percent rise 
in price would permit the customer to increase his total borrowing 
to about $18,000 and to buy stocks worth about $20,000. A 50-percent 
rise in prices, such as that occurring in the past 15 months, would 
permit an increase in total holdings from 100 shares to 400 shares, 
valued at $60,000, and in total debt to $54,000. 

Taking the case of the initial purchase of $1,600 of stock with a 
60 percent margin requirement and a $1,000 margin deposit, a 10- 
percent rise in prices would increase the customer’s margin by only 
$160 to a total of $1,160. The total value of stocks that could be 
held would be increased to about $1,900, or 17 shares at $110 a share. 
This would be an addition of only 1 share to his first piirchase. His 
borrowings would increase from $600 to a little over $700. The total 
value of his holdings would then be not quite double his initial margin 
deposit, compared with a buildup of about 20 times that would have 
been possible under a 10 percent margin requirement. A 50-percent 
rise in price would permit an increase in total holdings from 16 shares 
to only 20 shares, valued at $3,000, with a loan of $1,200. 

A 75 percent margin requirement would cut down the number of 
shares that could be originally purchased and the potential pyramid- 
ing on arising market by only a few shares. 

In case of a declining market, a 10-percent fall in prices would have 
completely wiped out a 10-percent margin, and the customer would 
either have had to put up an additional $900 in cash or sell an equiva- 
lent amount of securities. Such selling would tend further to depress 
the market. In contrast, with a 60-percent margin and existing regu- 
lations, the customer is not required to replenish margins that are 
reduced by price declines. Brokers may, of course, demand addi- 
tional margin for their own protection, but for this purpose they 
usually require the maintenance of a margin of about 25 percent. 
Thus there is considerable leeway for price declines before margin 
calls and forced selling are likely to result. 

The Cnarman. Mr. Martin, can you tell the committee what your 
reasons were for cutting the margin requirements from 75 percent to 
50 percent in February 1953, at about the same time the Government 
bore part of the responsibility for tightening the credit generally? 
You recall what I have reference to? 

Mr, Martin, I do indeed. In the immediate hysteria that followed 
the Korean outbreak we invoked all of the selective weapons in the 
arsenal of credit control, but we did not use general credit control 
affecting the overall supply of credit. There were many reasons. We 
did not know how far the war in Korea would go, and the then Secre- 
tary. of the Treasury struggled very hard with that problem. So 
what did we do? As the momentum of the inflation growing out of 
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the Korean crises got underway, we instituted regulation W, in the 
early fall of 1950, to regulate consumer installment credit. Then we 
instituted regulation X, which had to do with limiting real-estate 
credit, in mid-fall. Finally, in January 1951, we raised stock market 
margin requirements from 50 to 75 percent. 

The one thing we did not invoke until the Treasury-Federal Reserve 
accord in March 1951, was a general restraint on credit. Since the 
summer of 1951, we have made some progress. As time passed, we 
realized that selective controls, which can never be alternatives but 
only supplements to general credit instruments, and the general con- 
trols were working. And as they worked, the voluntary credit re- 
straint program was abandoned for various reasons. Regulations W 
and X were successively removed as a result of actions by Congress. 

By February 1953 we were in a position where, with general con- 
trols working, and with the defense buildup close to its peak, we were 
about to take controls off business generally and rely more on the 
private sectors of the country and less on defense expenditures as the 
mainspring for our economy’s development and growth. In that 
situation, it seemed wise, since there was no undue activity in the stock 
market and no agitation at that time fore a change in margin re- 
quirements—and I might say that our action came as a surprise to Wall 
Street—not to discriminate further against stock market credit, but 
to put stock markets into a position where they could perform their 
normal function of providing a fluid market. It was on that basis 
that we reduced the margin from 75 percent to 50 percent. It was 
not until January of this year that we put them up to 60 percent. 

The Cuarrman. I understand your reasons for reducing the margin, 
but why did you tighten credit generally by increasing the rate? 

Mr. Martin. The tightening of credit during that period—and as 
I have said on a number of occasions, Senator, we do not claim to be 
perfect in our judgments on these things—but the tightening of credit 
during that period was coming about from an inordinate demand on 
credit. We were supplying funds to the market, but not in the volume 
that would force interest rates down. As I look back on the 1952-53 
period, the place where I think we were the weakest was that perhaps 
we should have been tightening credit more late in 1952. We per- 
mitted the forces of supply and duinaiad in the credit market to tighten 
credit availability some and to be reflected in interest rates in late 
1952, but not enough, so that when we came to the spring of 1953 and 
put our foot on the general control brake, we had to put it on so hard 
that it screeched. But the forces that were acting at that time had 
to run their course. 

I have said this repeatedly. I think we might have put our foot 
on the brake a little bit more gently as the car was going along, but 
we needed to put our foot on the brake to keep from going over the 
precipice. I still maintain that action was necessary. 

The Cuarrman. It does strike me, as one who is not thoroughly 
familiar with these matters, that it is inconsistent at the same time 
to be liberalizing credit on the stock market and tightening it in the 
economy sieyors Is it not an inconsistency ? 

Mr. Martin. No, sir. That is, if you take it as a still-life picture, 
ves; if you take it as a moving picture, no. We had had ations 
W and X abandoned about the middle of 1952 or shortly after that, 
and the voluntary credit restraint program abandoned earlier. Stock 
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market margins had been put up previously as part of an aimee 
to avoid using general controls in preference to selective controls. 
So it seemed to me that when other selective controls were being 
abandoned it was the consistent thing to do to reduce margin require- 
ments from a 75-percent level to a 50-percent level, a more normal 
level for them to be, barring a specific threat of an excessive use of 
stock-market credit. 

The Cuatrman. Could you give the committee your own views for 
the moment—and I am nertenite willing to have you speak and would 
welcome your speaking as Chairman—as to what were the reasons 
that motivated you in agreeing to increase the margin requirements by 
10 percent? Just why? What appealed to you at the particular 
time? What was persuasive in your mind that led you to believe that 
it should be increased ? 

Mr. Martin. The thing that was persuasive in my mind was that 
I believed that there was a tendency for money to get too easy in 
late 1954. 

The Cuarrman. In the stock market, you mean ? 

Mr. Marrrn. In all phases. The general pool of money. 

The Cuatrman. Margin requirements affect only the stock-market 
and not other credit. 

Mr. Martin. The slice of funds that go into any sector of the econ- 
omy is in part influenced by the amount of credit in the general pool. 
I believe that the pool got a little bit large so that it was slopping over 
the sides in late 1954, and some of that began to have a highly stimu- 
lative play in various areas, such as in the real estate sector, in con- 
sumer credit, and in stock-market credit. 

When stock-market credit began to rise rapidly and other credit 
demands were also expanding, we permitted some tightening of money 
to occur through the natural forces of supply and demand at the 
time, and it seemed quite justifiable to permit this tightening to go 

little bit further. So, fodking at the developing situation as a 
moving picture, we were hesitant about the best course of action 
and had long debates on alternatives at Board meetings. 

In my own mind the controlling consideration in our final margin 
action last January was the level of the overall pool of credit. We 
recognized that an increase in new customer accounts at brokers was 
taking place, and that many of these customers had had no experience 
in the market, and perhaps thought that margin requirements were 
never changed. Also, the stock market was getting on the front 
pages of newspapers constantly and some preoccupation with stock 
price movements was developing in the business community which, 
as I mentioned, was one of the tests that seemed to me important. 
What was needed was not something that would unduly crimp the 
normal activity of the market, but something that would call atten- 
tion to the fact that we were on the job, and that stock-market specu- 
lation was something that ought to be seriously thought through. 

The Cruarrman. Is it fair to summarize what you have said by say- 
ing you thought there was excessive credit in the stock market? 

Mr. Martin, The law says, “to prevent excessive credit in the mar- 
ket.” And it seemed to me that we were at the psychological juncture 
of prevention. We have to deal in psychology here. Our judg- 
ment may have been good or bad, but we thought it was the psycho- 
logical juncture. By taking this step we thought that we would be 
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nipping in the bud something that might grow excessive later. It 
was not so much the absolute current market situation but the po- 
tentials of all of the factors in it. 

The Crarrman. Is it fair to say there was excessive speculation 
or an increase? Was there an increase in speculation in the market 
during 1954? 

Mr. Martrn. That is pretty hard to say. 

The CuarrMan. In your opinion was there? 

Mr, Marin. T think there probably was some increase. 

The Crarrwan. Was there an increase in short-term trading in 
contrast to long-term trading in 1954? 

Mr. Mar ee The volume of transactions in the market demonstrate 

hat, I think. But I insist it is not bad. I think that what it reflected 
was quite fay pordibte: I do not like to belabor this point, but I do not 
think we ought to condemn all traders—— 

The CrarrmMan. IT am not condemning anything. I am only asking 
questions. It may be a good thing, but I am trying to draw out of you 
what your thinking is. I have no opinion whether it is good or bad. 
The inference you have drawn is, I think, it is a bad thing. However, 
I am only asking you was there an increase? 

Mr. Martin. I ‘apologize. 

The Cuatrman. I do not know why you assume I think it was a 
bad thing. I have to ask the question in some form. Maybe there 
is a better way. I am only trying to elicit knowledge from one who 
knows. Idonot know whether it is good or bad. 

Was there an increase in short-term trading? Was there an in- 
crease in volume? 

Mr. Martin. In my judgment there was an increase, 

The Catan. Now I want to ask you this. You are an expert. 
Does that increase in short-term trading, together with the rapidity 
of the rise and the increase in credit—are those the reasons why you 
felt the margin should be increased? TI am trying to find out what 
your reasons were. 

Mr. Marrrn. Yes. One of the reasons. 

The Cnarrman. Tf it was only because you were in a bad humor, 
that is all right too. Give any reason you care to. I do not know 
what would be right. Tell me, did any members of the Board desire 
a greater increase in margin or not? Did any of them suggest it 
should be raised to 75 percent ? 

Mr. Martin. Yes. 

The Cuarman. That was discussed, and it was—— 

Mr. Martin. That was diseussed. I might say that there were 
some feeling maybe it was not wise to raise it ‘at all. 

The Coarrman. That was what I was going to ask you next. Some 
of them opposed even the 60 percent? 

Mr. Martin. No. We were unanimous, Senator, when the decision 
was taken. Iam just talking about the discussion. 

The CrarrmMan, That is informative. 

Mr. Martin. There was complete unanimity in the Board when the 
decision was taken. 

The CramrmMan, Would you care to give us any idea as to what 
might persuade you to recommend an increase in the margin to 75 
percent, or 100 percent? 
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Mr. Martin. I return to my earlier position. I do not think 
should make any comment on that. I have given you in broad out- 
line my individual thinking. I have discussed some aspects of this 
matter, but as a responsible Official I should not be saying what we may 
do at a given time. 

The Cuarrman. I did not intend to phrase it that way as to whether 
you intended to do it or not. I was trying to make a hypothetic al 
question along the line that if the market should rise as rapidly in the 
next 6 months as it did in the last 6 months it might be a serious matter, 
or something of that kind. But it is all right. If you do not care to 
answer any of these you are quite free to do so. 

Senator Caprnart. What was the question ? 

The Cuatrman. I asked him what considerations might lead him 
to recommend an increase to 75 percent, or what changes would lead 
him to make such a change in margin requirements. That is about 
the way I tried to phrase it. 

From January 1945 to May 1946 Standard & Poor’s Combined 
Index of 480 common stocks rose over 40 percent. In July 1945 mar- 
gins were raised from 50 to 75 percent, and in January 1946 margins 
were increased to 100 percent. 

In view of the greater recent rise of stock prices it seems reasonable 
to ask why only a 10 percent increase in margin requirements was 
made on January 4, 1955. I may say we had evidence, I believe, 
that the increase during the past 12 months was greater than the 
40 percent that took place e in 1945-46. 

Did you understand the question ? 

Mr. Martin. I understood the question ? 

The Cuarrman. How do you distinguish it, in other words? Or 
why did you raise it to 75 percent and 100 percent in 1946? 

Mr. Marry. I was not with the Board at that time so I cannot com- 
ment. That was before my time. As to the official record, I will 
be glad to put that into the hearing. 

The Cuamman. The Board said this in its own annual report on 
July 5: 


In deciding to increase the margin requirements to the 75 percent level and to 
make the related changes included in these amendments, the Board considered 
the continued upward trend and increased activity in the securities markets 
justified the action for the purpose of preventing the excessive use of credit 
for purchasing or carrying securities. 

Mr. Martin. That is the official record. I think that to compare the 
periods you have to know all of the factors surrounding the decision 
to make a judgment. I think it is a judgment and in a judgment 
there is nothing precise that can be pointed to. 

The Cuarrman. I agree that every period is different. It might 
be interesting to the committee and the public to know as to how 
you distinguished this past 12 months from the 12 months preceding 
that action. It would be a matter of interest, I think, as to why the 
Board acts a certain way. After all, the Board is a continuing body 
and we assume it has principles which are applicable not during j just 
a particular person’s tenure in office, but during the whole per iod. 
So I think it would be interesting to see how you distinguish why 
you took one action in one case and why you did not in “the other. 
There must be some reason. You do not pull these things out of a 
hat, do you? You do not take a decision by drawing it out of a hat, 
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but you do it as a result of certain factors, That is all I am trying 
to find out—what they were and how you distinguished that action 
from the present action. 

Mr. Marrrn. I was not, as I say, trying to go back on that, but that 
was the end of the war. There were a lot of factors that I would 
have to study very carefully before I would make a distinction between 
that period and this. 

The Cuarrman. From 1947 until 1949 stock prices were unusually 
stable. Customers’ debt balances were less than $600 million, while 
margins were kept at 75 percent during this period. With the acceler- 
ation of stock prices and the credit of the market during the past year, 
it would seem that at least a 75-percent requirement was desirable. 
Again it raises the question why, in contrast or in comparison to the 
future period. 

Mr. Martin. I might say, Senator, that 50 percent is a high margin, 
and I think that the period 1947-49 is not really comparable to the 
period 1954-55. 

The Cuarmman. Why not? 

Mr. Martin. I think that business is better today. 

The Cxarrman. Do you mean business on the stock market or what 
business ? 

Mr. Martin. The general level of business activity has a stronger 
underpinning. You have been going through a transition period. 
You have had to shift from defense expenditures to more reliance 
on the private sectors of the economy. Ido not know how you unravel 
a ball of twine that is knotted up as it has been over the last 10 years, 
but I really do not think there is any real valid comparison between 
1947-49 and 1953-54. We have had a great growth in the economy. 
There are a great many other factors. 

The Cuarrman. I am unable to see quite why that is pertinent to 
the margin requirements. It is an interesting and encouraging fact 
of life, it is true. 

Mr. Martrn. I think it is pertinent to the margin requirements 
because that is a selective control, and we are now moving more in the 
direction of reliance on general controls and fuller recognition of 
selective controls as a supplement rather than an alternative. 

The Cuatrman. We have had testimony here from several people 
indicating that they thought if there is excessive credit in the Seat 
and it would seem desirable to slow it down or to restrain it that it is 
far healthier and wiser to do it by marginally selected controls than 
by general controls. Would you comment on that? 

Mr. Martrn. I just disagree with that as to the overall credit pool. 
I think that a 100-percent. margin requirement, without paying any 
attention to the overall credit pool, would merely mean denying credit 
to the stock market that in one form or another would find its way 
back into whatever asset it was thought would make the largest. profit. 

The CHarmman. The reason I believe they gave was that it is quite 
possible—in fact, it often happens—that the stock market. attracts 
a great deal of credit and may be moving up rapidly, whereas the 
economy generally is moving down. As a matter of fact, that did 
take place, did it not, during this period beginning about 18 months 
ago, where you had many other indexes going down and the stock 
market started up. Is that not true? 
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Mr. Martin. That is true. But I think that if we were going to 
have a rolling readjustment that it was necessary to have an active 
securities market that people could enter in a reasonable way. 

The Cuarrman. Again [ am not arguing that you should not have 
had. 

Mr. Martin. I do not intend to be arguing with you, either. 

The Cuarrman. What I am trying to do is bring out the point. It 
seemed at the time to be persuasive, but I had not examined it from 
every point of view. At the time the point was that you would not 
want to depress or deprive small businesses or farming, and so on, 
of credit or increase their cost if they are not moving up, too. You 
would only want to restrain, maybe only momentarily, the excessive 
use of credit in the market itself. I thought it sounded persuasive. 
I want you to prove to me or persuade me that it is not, or at least put 
the facts in the record. It does not matter how I am persuaded, but 
we would like to have the other point of view, because this is different 
from several witnesses. 

Mr. Martin. Well, I simply want to say that in a free economy 
I do not believe that, by a selective control, you can isolate one form 
of credit from the total pool of credit without having leaks occur 
from the total pool which will again work with centrifugal force 
around the circuit. 

The Cuatrman. I have in my hand achart. I believe it is a Federal 
Reserve chart, “Margin requirements in the stock market.” It is in 
the document prepared by the staff. It indicates that your margin 
requirements have been very effective. The influence upon stock 
prices has been very effective, going back until 1944. 

Senator Caremart. Will the Senator yield? Did you say “effective 
on stock prices” ? 

The Cuarman. This chart would indicate there is a close relation- 
ship between what you did on margin requirements and what hap- 
pened to stock prices, and it would lead one to believe—at least the 
uninitiated—that your selected controls are quite effective. 

Mr. Martin. Well, I just want to present the other point of view. 

The Cuamman. I want you to, and I am not trying to argue with 
you. Iam just trying to bring out as to what it is. 

Mr. Martin. I am glad you are, because I want to present the 
point of view. You must remember that during much of the period, 
we had a pegged market for Government securities, and that that was 
quite an influence in the picture. Now, all I want to say is that I get 
back to my still picture and moving picture in viewing our struggle 
with the flow of credit and money during this period. I am unim- 
pressed with these correlations during a period when you had a 
pegged market for Government securities and when you had many 
other aspects of a war economy. I served on the Defense Mobiliza- 
tion Board under Mr. Charles “General Electric” Wilson and also 
under Mr. Fleming, and I have seen the problems that they had to 
wrestle with, both of them, and both of them have made a tremen- 
dous effort to see how they could adjust to very difficult conditions. 
And I do not believe you can take margins under a pegged market, 
for example, and have the same correlation as would obtain if we had 
been handlitie our war effort in a different way. I am not criticizing 


the way the war effort was handled. I just think the period has 
clades 
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The Cuarman. But if it is true that you find depression in many 
segments of the economy and the stock market moving very rapidly, 
would that lead you to use selected controls? Is that a good reason 
to do it? 

Mr. Martin. If you found depression, did you say ? 

The CuatrmMan. Well, we will call it recession, or certainly the dol- 
drums in business such as now exists in agriculture. You are aware 
that agriculture has not been prospering the last year. Is that not 
right ¢ 

Mr. Martin. Agriculture is one of my principal worries. 

The CrarmMman. Mine, too; my principal one, much more than the 
stock market actually. 

Mr. Martin. I would merely suggest that it seems to me that you 
do not believe that more men would be put to work if we had a 
declining stock market than if we had a rising stock market. 

The Cuarrman. This is an assumption. Let us assume, to illus- 
trate what I understood to be the point of previous witnesses, that 
the stock market can, as one of them said, develop an overenthusiasm 
for capital gains, that it seems to develop a psychology unrelated, 
[ believe he said, to reality. In order to control that you do not want 
to put credit restrictions on the farmer over here, who is already 
in bad shape, or the small-business man. You want to control that 
activity separately. That was the point he made. Maybe you do 
not agree that the stock market develops a psychology of its own 
That may be an assumption that you would not accept. If you do 
not, then maybe the whole assumption is wrong. Specifically, I be- 
lieve it was Professor Galbraith who emphasized his belief that in 


1929 the stock market developed a peyehology entirely unrelated to 


the facts of life in the business world, and it went off on a spree of 
its own. Therefore, he would say it should be controlled separately, 
that if you increase interest rates sufficiently to affect it you will 
destroy many legitimate businesses. As a matter of fact, interest 
ee in 1929 did not. affect or control the excess speculation; did 
they ? 

Mr. Martin. That is right. 

The Crarrman. Would you disagree with Mr. Galbraith’s thesis 
with respect to that? 

Mr. Martrn. On speculative psychology in 1929? 

The Cuarrman. Yes. 

Mr. Martin. No. But I have not read his testimony. I did see 
some references to it in the press. I certainly think that manipulation 
is one of the factors, and that it was the pyramiding of stock credit 
along with manipulation in the 1929 period, that contributed greatly 
to that speculative era 

The Cuarrman. There is no prohibition in your regulations today 
to prevent pyramiding of aii 1ases, or what do we call it, that we 
were descr bing a moment ago? It is still a legal practice, is it not, 
or it takes place, maybe I should say, in the market ? 

Mr. Martin. But the amount in my judgment—I do not want to 
say “never,” because “never” is a word that I have learned to use with 
great care, but, in my judgment, we can never under the present 
margin regulations have the same result that occurred in terms of a 
financial crash in 1929 through undermargined accounts, low margins 
resulting in a financial debacle. We can have difficulties from other 





STOCK MARKET STUDY 581 


sources. but not from that source. I think we have that one, at least 
partially, under control. Me 

The Cuamman. Do you think that if margin requirements had been 
imposed 1 in 1928 of 50, 75, or 100 percent that it might have had a 
beneficial ofect upon the market ? 

Mr. Marrry. It would have been a wiser policy; yes, sir. 

The Cuamman. Been a wiser policy? 

Mr. Martin. Yes, sir. 

Senator Carenart. Will the Senator yield? 

The CuatrMan. I yield. 

Senator Carenarr. I would like to say this. You were talking 
about depressed business a moment ago, but I notice in the New York 
Times these statistics. Retail department-store sales the week ending 
March 5, up 15 percent greater than the corresponding week last year. 
Steel operations were 91 percent of capacity 1: ast w eek, compared with 
69 percent a year ago. Oil production was 6.8 million barrels a day, 
compared with 6.4 million barrels a day a year ago. Building con- 
struction contracts were 1.5 billion compared w ith 1.2 billion a year 
ago. Exports and imports are both up. Industrial production is 
up, and unemployment is down by 300,000 from a year ago. Now, 
that indicates that the industrial activity of the Nation is up. The 
only one that is not up, of course, is farm prices. All those activities 
are up over a year ago. 

The CuarrMAN. I] would like to yield to the Senator from Illinois 
for some questions, 

Senator CAapenart. Let me ask you this so I can get the record 
straight. I have been sitting here now almost since we opened, and 
| notice that the chairman took over at 25 minutes after 11 and was 
going on until 12. He allocated me 10 minutes. Just what is going 
to be the program here? Are we going on this afternoon, or are we 
going to be given equal time? Just what is this business? 

The CuatrMan. The Senator was not present when the committee 
adopted the rule that we would go through all the members of the 
committee the first time around and limit them to 10 minutes. The 
chairman was limited to 10 minutes. Thereafter, the control of the 
time, as is customary, is in the hands of the chairman, and he will 
recognize whoever seeks recognition. If the Senator from Indiana 
had wished to ask a question, he was free to request me to yield to him 
at any time. We follow the customary procedure with regard to 
recognition. 

Senator CapenArt. I did ask you to yield. 

T he Cuamman. And I did yield. 

Senator Carenarr. And before I finished you gave the floor to 
the able Senator from Illinois. That is my point. 

The Cuarrman. I had forgotten the Senator from Illinois came in 
late and has not had his 1 round of 10 minutes. Thereafter, if the 

Senator wishes to speak, I will be perfectly willing to hear him. 

Senator CAPEHART, I just wanted to get the record straight. 

The CHArrmMan. The record is quite straight. 

Senator Capenart. I recognize that the chairman, of course, must 
have more time than individual members because he has the benefit 
of the questions the staff present to him from time to time. I know 
that is true. I just wanted to get the record straight. 

The Cuatrman. The Senator has and will have now—— 
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Senator Doue.as. May I say there, Mr. Chairman—— 

The CuatrMan. Just 1 minute. You can question the witness all 
afternoon if he is willing to stay here, but the chairman must go. I 
do not wish to say this in any boasting fashion, but it so happens 
I am scheduled to go to the White House for luncheon. So I am 
sure you will all excuse me in a few minutes. I will turn the chair 
over to the Senator from Illinois if he will stay here as acting chair- 
man, and you can proceed to examine Mr. Martin as long as you care 
to. After the original 10 minutes is over, any time the Senator from 
Indiana wishes to be recognized, all he has to do is ask for it. 

Senator Capeuart. That is the point I wanted to make. 

The Cuarrman. That was quite clear in the hearings when we 
decided on this policy. I will recognize the Senator from Illinois for 
10 minutes. Thereafter he may have further time if he wishes on the 
same basis as anyone else. 

Senator Doucias. May I say if the Senator from Indiana feels 
grievously deprivileged of time, I will be perfectly willing to let him 
take 10 minutes now, with the si derseadiins that I will take my 10 
minutes afterward. I certainly do not wish to shut off the Senator 
from Indiana. 

Senator Carrnart. I just wanted to get the facts. 

I want further to explore this idea that this committee is not study- 
ing the increase in stock prices, that is all. Every question that the 
able Senator from Arkansas has asked in the last hour has had to 
do with credit and the price of stocks. 

The Cuarrman. I did not say we were studying prices and credit. 
I said it was not the objective of this study to determine whether 
prices are too high or too low, and I still insist it is not. I will 
certainly not lend my vote or anything else to a conclusion that I 
think the market is too high or too low. I do not know, and prac- 
tically every witness before us has said the same thing. That is a 
very different thing from saying that there is too much activity 
in the market, that there is excess speculation, and that it should be 
curbed. The rapidity of the rise or whether or not there has been 
any readjustment or stabilization moves within it is quite different 
from whether or not the level of prices is too high. In addition to 
that, I think that every witness has said that these indexes, such 
as Dow-Jones and Standard & Poor’s, have very limited signifi- 
cance, that you do not as a practical matter use them. That you 
determine the value of each individual stock—as to whether General 
Motors is too high or not—when it comes to buying. All I was trying 
to make is a study. It is not an investigation of wrongdoing. It is 
simply trying to find out some of the factors that influence the present 
situation and to raise a note of caution in a period of high activity. 

Senator Carrnart. Mr. Chairman, inasmuch as the able Senator 
from Illinois has yielded to me, I will just take about 3 minutes. 
My question is: Does the witness, Mr. Martin, remember, the opening 
statement of the chairman? I wish to read it. 


At the start of this inquiry into the stock market, I want to make plain why 
we are here at all, and how the Senate Banking and Currency Committee will 
approach the work before it. 

From September 1953 to November 1954, the level of stocks rose at a phenome- 
nal rate. This occurred at a time when other main sectors of the economy were 
shrinking and tightening—steel production, employment, carloadings, farm in- 
come, and many other indicators of activity. Yet this fact itself did not excite 
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any widespread alarm. The rise of stock prices, though they coincided with a 
sagging economy, was even pointed to by some people as proof of long-range 
economic health, , 

In November and December of 1954, however, there was a sudden change in the 
market; and with it, a marked change in the public’s mood. Stock prices shot 
up abruptly, reaching heights equal to and even in excess of those on the eve 
of the 1929 crash. Now the question was everywhere asked whether the wheel 
of history was about to make a full turn—whether a new stock-market collapse 
on the 1929 model lay directly ahead. 

My question is: Was the inference there in those two paragraphs 
that stock prices were too high and that there was a crash maybe in 
the making and that people ought to sell their stocks ? 

The Cuarrman. | can only point to the section after that pre- 
liminary statement in the paragraph at the top of page 2. 

Senator Cargenarr. I have the floor. I will read that on page 2. 

The CHarrMan. I wish you would read it in proper context. That 
1s the same statement. It is very clear—the one at the top of page 2. 

Senator Carruarr. I read from page 1. What I was reading was 
page 1. You want to read page 2¢ You cannot read page 2 until 
I finish reading page 1. 

The Cuarrman. I do not know why you want to bore this group 
with reading it. I have no objection, but it is in the record. 

Senator CareHarr. My point is that you made the statement this 
morning that we are not studying prices. 

The CuarrmMan. I made no such statement. 

Senator Caprnart. I maintain that almost every question carries the 
inference of price, a collapse in the stock market, a comparison to 
what happened in 1929, and I just wanted to make certain. Now I will 
read page 2. 

Senator Doveras. Would the Senator from Indiana yield for just 
a minute? 

Senator Carpemarr. No. I will when I read this paragraph, because 
] think I ought to do it in all fairness to the chairman. 

The basic issue, then, before this committee is not whether stock prices are too 
high, whether they can safely go higher, or whether they should be driven down. 
The basic issue is whether the public interest is being faithfully and wisely 


served, or whether it can be better served by those complex forces which work 
through the stock market to influence our whole economy. 


Senator Doveias. What was the question of the Senator from 
Indiana ? 

Senator Carpruart. I do not know that it makes any difference what 
the question was. You yielded to me 10 minutes, and I am taking it. 
As a member of this committee, I have a right to ask a question and 
inake a statement. The point that I am trying to make—lI do not know 
whether I made it or not—is that this committee is studying stock 
prices, period. If anybody tries to deny it, in my opinion, he will 
hever get, away with it, based on the record. We are studying other 
things. There is no question about that. But I just want the record 
lear that my best judgment is that what we have done up to this pres- 
ent time has had something to do with the fall of the stock market last 
week of $7 billion. That is $7 billion that the American people have 
lost in the value of their stocks. I think the questioning, I think the 
answers, and I think the witnesses that we have had here and their 
answers have had a tendency to bring it down. 

‘The CuarrMan. Will the Senator yield? 

Senator Carenart. I am finished. 
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The Cuarrman. Is he saying that the answer of General Wood of 
Sears, Roebuck had the effect of driv ing the stock down because he 
said that he had $90 million and did not wish to risk it in this market ? 

Senator Carenarr. [ would say that is true; yes. I think the whole 
business has had a tendency to drive it down. 

The CrarrMan. If that is trtue—and you know General Wood is an 
honorable man—do you see anything wrong with everyone knowing it ? 

Senator Carenarr. My best judgment is that part of that uncer- 
tainty has come as a result of what we have been doing here the past 
Yors weeks. 

The CHarrMan. You mean we have confused General Wood? 

Senator Carenart. We have not confused General Wood. 

The Cuarrman. You heard Mr. McCloy, the president of Chase Na- 
tional Bank. He said that one thing, for example, that surprised him 
is that on balance last year they were net sellers of stocks. Well, did 
that put the price down? It may be that the opinion of some of the 
best minds in this country in this field may have influenced it, but is 
there anything wrong with our knowing what these people said about 
this situation ¢ 

Senator CarprHarr. I only bring it up because the impression was 
left here this morning that we were not studying stock prices, and I 
think the record shows that 

The CHarrman. The chairman did not — that. Where you got 
the impression, of course, I would not know. I said the objective was 
not. to determine whether the prices are too high. That is not the 
objective. I shall not say that they are too high, just as the Chairman 
of the Federal Reserve Board will not say : and no other witness said he 
thought stock prices were too high. They refused to say, though they 
were asked that. I think without exception they refused to say so. 
Some said that there was excess credit in the mar ket and that there was 
excessive speculative activity, which is a very different thing. Not 
all of them said that. Some of them did not say that, but that was 
the phrase. I do not recall that anybody has said that the prices as 
such are too high. They have refused to say so. 

The Senator from Illinois is recognized for 10 minutes. Are you 
finished ? 

Senator CaprHart. Yes; I am finished. I mean I am finished at 
the moment. 

The CHarrmMan. We understand. 

Senator Dovenas. Mr. Martin, from 1951 to February of 1953 the 
margin requirements were 75 percent; is that correct ? 

Mr. Marri. That is correct; yes, sir. 

Senator Dovenas. So that a man with $7,500 of cash could then pur- 
chase $10,000 worth of stock? 

Mr. Martin. That is correct. 

Senator Dovenas. With $2,500 on credit. On February 25, 1953, 
you lowered the margin requirements to 50 percent; is that not true? 

Mr. Martin. That is right. 

Senator Doveras. So that a man with $7,500 of cash could now pur- 
chase $15,000 worth of stock ? 

Mr. Martin. Right, sir. 

Senator Dove.as. Is that true? 

Mr. Martin. That is true. 
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Senator Dovenas. So that a reduction of margin requirements by 
one-third increased the amount of credit that could be granted by 
one-half ¢ 

Mr. Marrry. It works both ways. 

Senator Doveias. Well, it isa reciprocal. Now, do not your studies 
show this made it possible for those already in the market to buy more 
stock ? 

Mr. Martin. That is correct. 

Senator Dovexas. Did it not also cause more people to come into 
the market and buy stocks? 

Mr. Martin. I think probably it caused some more people to come 
in. 

Senator Doucias. Do not your own studies show that whereas in 
the earlier period approximately 40 percent, slightly over 40 percent, 
of the public purchases of stock were on margin, and that last Decem- 
ber 52 percent of the purchases of stock were on margin ? 

Mr. Martin. There was some increase in the number of people 
buying on margin. 

Senator Doveias. So those alr 2ady in the market could buy more 
stock, and more people came in the market and bought stock on 
credit, so the net effect was to increase the number of purchasers of 
stock ? 

Mr. Marrry. That is right. 

Senator Dovanas. And this led to an increase in the volume of 
transactions, and since it added to the demand side of the stocks it 
contributed to the rise in the price of stocks ? 

Mr. Martin. It had some effect on the rise in prices. 

Senator Doveias. Now, I am puzzled as to why you should have 
lowered stock market margins in February of 1953, because in this 
period from December of 1952, right after the election, to May of 
1953, you decreased the total amount of bank credit available for 
industry as a whole. Is that not true? The charts which you pro- 
duced before the Flanders committee showed a decrease in bank loans 
during this period and in reserves of member banks in the System. 
At the very least one could say this: You did not check the outward 
flow of gold by a corresponding increase in the supply of credit, so 
that the total supply of credit shrank. I think bank loans shrank 
during this period by several billions of dollars. 

Mr. Martin. Mr. Y oung will give you the money supply figure. If 
you got it out of those hearings, ‘whatever it w as, Was correct. 

Senator Doveras. I am working from memory, which may be 
faulty. 

Mr. Martin. There must be a seasonal variation on that figure also. 

Senator Dovexas. Is it not true you raised the rediscount rate by 
one-fourth of 1 percent in January of 1953? 

Mr. Martin. That is correct. 

Senator Doveras. And is it not true that during this period you 
aimed to restrict credit because you thought that there was going to 
be inflation ? 

Mr. Martin. We thought that the base of the economy was going 
too fast. 

Senator Dovetas. That is right. 

Mr. Martin. That is correct. 
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Senator Douaias. Now, you testified before the Flanders committee 
last December that— 
in the early months of 1953 there was forming what you might call a bubble on 
top of a boom. We were endeavoring to stem it and perhaps slow it. 

That is page 246 of these hearings. 

Now, during this time the Reserve and the Treasury pursued par- 
allel and coordinate policies, under which the Treasury raised the 
interest rate and the Reserve restricted to some degree the supply of 
credit. That, I may say, I think was a mistake, because there was no 
inflation in prices, and it was clear that there was no inflation in 
prices, but you testified in December that you anticipated an increase 
in prices. But, waiving that question, I would like to know this: 
What is the consistency at the same time of following a policy of 
trying to check inflation, even though it was nonexistent, in prices, 
and trying to curb business activity, but at the same time lowering 
the margin requirement on stocks, which directly leads to an increase 
in stock-market prices? Were you not adopting mutually incon- 
sistent policies and mounting your horse and riding off in all 
directions? 

Mr. Martin. No, I do not think so, Senator. T answered that ques- 
tion earlier, but I will be glad to answer it again, I happened to be in 
the Treasury right after the Korean war struck. We went on a semi- 
hysterical binge at that time, it seemed to me. We were trying to in- 
voke all of the weapons in our arsenal to stem what was becoming an 
unfortunate situation. Now, we had had a pegged market for a long 
time, and general controls were not used. As you yourself have 
pointed out on a number of occasions, it might have been wiser had 
they been used. However, there were many difficult problems at that 
time, to be fair. For example, if we had had a Dunkirk in Korea it 
might have been an entirely different situation in the fall of the year. 

Senator Doveras. T am speaking of 1953. The shooting was over. 

Mr. Martin. The point I made earlier I really feel strongly about— 
that you cannot take it as a still picture. It has to be a moving 
picture. This is a flow of credit and money that we are dealing with. 

Senator Doveras. On the one hand you shrink the total supply of 
credit, reducing member bank reserves by $800 million net from Janu- 
ary to April of 1953. On the other hand, you lower margin require- 
ments at the same time. Now, you lowered margin requirements from 
75 to 50 percent in February, and then in September the rise in stock 
market prices begins. Then you wait 16 months after stock market 
prices had risen over 50 percent before you do anything. 

Mr. Martrn. It is a matter of judgment, Senator. I think it is 

uite consistent. I want to go back and make the point over again 
that regulation W, regulation X, the voluntary credit restraint pro- 
am, the controls that were instituted during that period which were 
handled through the Defense Mobilization Act—all of those were a 
part of the picture, and gradually we discarded them one by one as we 
approached the period where we relied less on defense expenditures 
and more on the private segments of the economy to expand. We 
abandoned all of those. And the one that stood out like a sore thumb 
that was not abandoned was stock-market credit. So we reduced 
stock-market credit at the time when there was little or no activity: 
in the market, when there was no speculative fever that I knew of, 
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because it semed that if we were going to take off controls it was 
entirely consistent and desirable at that period to permit a sensible 
market in equities to develop as part of our normal operations, Now, 
when you say that there was no inflation in the period, you are making 
a judgment. 

Senator Dovexas. No, that is a simple record of prices, Mr. Martin. 
From March of 1951 to December of 1952 wholesale prices. fell by 4 
points. The Consumers Index rose by 4 points, and the 2 canceled 
each other. There has not been any inflation since March, of 1951. 
We have had 4 years of comparatively stable prices, despite the fact 
that for the last 2 years the Treasury and the Reserve have been 
crying aloud about the nonexistent peril of inflation. But. I am saying, 
even granted there was a danger of inflation, even supposing you were 
right, were you not going in opposite directions when you lowered 
the margins on stocks but iatead general credit ? 

Mr. Martin. My judgment is “No,” because as a part of this 
whole program it was very desirable not to discriminate further 
against the stock market, because the stock market is an important 
thing in a free-enterprise economy. 

Senator Doveras. Are not stocks supposed to represent investments 
in business ¢ 

Mr. Martin. That is correct. 

Senator Doveias. They are to provide capital funds; is that not 
true? 

Mr. Martin. That is correct. 

Senator Dougtas. For plant and equipment. Do you think that 
fixed capital should be provided by bank credit? Should not fixed 
capital be provided out of savings? 

Mr. Martin. It is certainly desirable. 

Senator Doveras. Pardon? 

Mr. Martin. It is certainly desirable. 

Senator Dovenas. To the degree that you permit margins then do 
you not permit the creation of bank credit to finance fixed capital, and 
also, of course, the more credit you let in the more inflation you have 
in the stock market. Now, you seem not to worry about inflation in 
the stock market where you have had a 50-percent increase, but you 
are frightened to death over a nonexistent inflation in prices which has 
not occurred. This is the psychology of the Federal Reserve Board 
which puzzles me. Whether it is a case for an abnormal psychiatrist 
or not, I do not know. 

Mr. Martrn. I hope it is not a case for an abnormal psychiatrist, 
but you and I just differ on the judgment. 

Senator Dovetas. Here you let stock market prices go up 50 per cent 
and never worry about them for 16 months. And surely as you have 
said your lowering the margin requirements contributed partially to 
the stock-market increase in prices—I do not know how much—but 
you do not worry about inflation in these prices. You worry instead 
about a nonexistent inflation in prices of commodities. 

Mr. Martin. We worried a great deal about the decline in business 
and we pursued an easy-money policy simultaneously. 

Senator Doveras. You mean after May of 1953. You. certainly 
pursued a tight-money policy from December of 1952 to May of 1953. 

60650—55 38 
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Mr. Martin. The tightness of that policy was in large measure de- 
termined by the demand for credit, and we do not create that demand. 
We had little or no control over that. 

The Cuarrman, I have to leave, Senator Douglas, so will you take 
over’ If you or others wish to go on this afternoon, I suggest that 
we recess until 2: 30, and I would be willing to continue the hearing. 
i do not wish to cut it off, but I must go now. I will leave it in your 
hands. Mr. Wallace, the staif director, has some questions. So if 
you would come over and take the gavel, I would appreciate it. 

[ am sorry I have to leave, Mr. Martin. Thank you very much for 
coming. I have enjoyed the questioning very much. I-would like to 

ask some more, but I am sure Senator Douglas will continue. 

Senator Dovcias. Not for an undue period of time. 

Mr. Martin. Senator, would you yield to Mr. Young on that credit 
level ? 

Senator Doueias. Surely. 

Mr. Youna. This is just a matter of fact. You mentioned a very 
sharp decline in the money supply. 

Senator Dovetas. In December of 1952 to April and May of 1953. 

Mr. Youna. Yes. Now, there has been every year since the Mills 
plan for tax payment dates a very sharp fluctuation in the money sup- 
ply seasonally, with a large decrease coming in the first quarter of the 
year—— 

Senator Doveias. Was that purely seasonal ? 

Mr, Youne. Seasonally adjusted basis 

Senator Dove.as. Of course, you can always say it is seasonal and 
not a long-term policy. 

Mr. YouneG. On a seasonally adjusted basis. I just want to get the 
fact in the record. 

Mr. Martin. We just wanted to get it in the record. 

Senator Doveras. Actually, was it just a seasonal factor ? 

Mr. Martin. Just for seasonal factors. 

Senator Dovueias. So that your statement to the Flanders com- 
mittee that you were trying to check the top of the boom was incorrect # 

Mr. Youne. Oh, no, excuse me. The only thing I am trying to 
correct—lI did not catch the remark—is the statement with regard to 
the growth of the money supply in that period. The money supply 
was growing on a seasonally adjusted basis. 

Senator Doveras. Bank’ reserves had fallen $800 million and bank 
loans had fallen by approximately 4 billion ; is that not true? 

Mr. Youna. They fall regularly each season. 

Senator Doveras. Was this purely seasonal? Was there no thought 
of the Federal Reserve to tighten credit, no effort during this period to 
tighten credit? 

Mr. Youna. There was a tight market because of the rapid growth 
in the money supply that had been occurring in 1952 that carried 
over on the basis of the-—— 

Senator Dovetas. You mean business was diminishing during the 
winter, and therefore there was less need for credit? 

Mr. Younes. Business is always high during the winter. 

Senator Doves, Then I should think there would be a need for 
more credit. 

Mr. Youne. And there was. 
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Senator Douc.as. I thought you said there was a seasonal decline 
in the winter ¢ 

Mr. Younc. There was a seasonal decline in the money supply. 

Senator Dovenas. Was there a seasonal decline in business activity ‘ 
That is the question. 

Mr. Youne. There is always a little seasonal adjustment from 
December—— 

Senator Dovetas. Is there a decline or increase ? 

Mr. Youna. There is a decline. 

Senator Doveias. That is what I thought. 

Mr. Youne. From December through February. 

Senator Dovetas. Then there was not “a bubble on top of a boom” / 

Mr. Youna. Well, on the total business situation, you must remem- 
ber that industrial production was at a high level and still rising, that 
employment was very high and there was a great deal of advance 
speculative ordering in that period, and that there was quite a sub- 
stantial rise in inventories in business. 

Senator Doveias. You cannot have it both ways. You cannot have 
superactivity, requiring a checking of the total money supply, and at 
the same time say there was a decline in business activity. You can- 
not play both ends against the middle, Mr. Young. 

Mr. Younc. There was not a decline in the total business situation, 
allowing for seasonal adjustments. 

Senator Doveias. Then there was no reason for tightening credit, 
if there was no decline in business activity. 

Mr. Youna. There were indications of speculative commitments, 
including a very rapid rise in inventory. 

Senator Dovexas. That was the future, but there was in the winter 
of 1953, you say, no decline, and therefore no need for less credit. But 
you shrank the total supply of credit by approximately 4 billion and 
member bank reserves by 800 million. 

Mr. Youna. Yes; the money supply shrank on a seasonal basis in 
that period, and on a seasonally adjusted basis the money supply and 
business were expanding. 

Senator Doueias. But you just said there was not a shrinkage. You 
were hunting for a seasonal decline that was not there. 

Mr. Martin. May I just reiterate that the minute the decline was 
clear in business activity the Federal Reserve adjusted its policy to 
an easy-money policy. 

Senator Dove.as. I am not really going into the question as to 
whether or not you should have raised the rediscount rate or shrunk 
the money supply. I think you made a mistake, but for the moment 
[ am not arguing that. What I am saying is that while in the field 
of general credit you were shrinking the money supply, in the field 
of stock-market prices you were stimulating activity, and very 
frankly—I would not say this. I know you are a very honorable man, 
Mr. Martin, so I will not say it. 

Mr. Martin. I am glad you did not say it because I would deny it. 

Senator Doveias. You know that an unkind person might say that 
the increase in the interest rate benefited the bankers and that. the 
lowering of the stock-market margin benefited the brokers by stimu- 
lating stock sales and increasing stock prices. An unkind person would 
say that. Idonot say it. But 1 think you should be ready to answer 
the criticisms of the unkind people which may come. 
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Mr. Martin. I would consider that we were correcting discrimina- 
tion, not favoring brokers. 

Senator Doveias. Now to come back to this general question. Do 
you think that stocks should be purchased on credit ¢ 

Mr. Martin. I think that the stock market has a real function to 
perform and that you should not deny people access to credit. 

Senator Dovexas. If stocks represent investment in plant and equip- 
ment, and if plant and equipment are to be palace out of savings 
of individuals and in some cases corporations, do you not break down 
the distinction between commercial and investment banking? When 
you permit an appreciable portion of stock to be purchased by the 
creation of monetary credit by the banks, are you not. helping them 
to finance industry to put in fixed capital out of commercial credit 
which is presumably intended instead to finance the movement of goods 
from the farm to the consumer ? 

Mr. Martin. That is one of the reasons we have to look at the over- 
all pool of credit. 

Senator Dovetas. What is your general opinion? Do you think 
that the purchase of stocks should be partially financed by the creation 
of bank credit? 

Mr. Marrin. I see no reason why not. 

Senator Dovetas. In other words, you would think that there should 
be no valid distinction between commercial banking and investment 
banking? 

Mr. Marvin. I agree completely with the separation provided in 
the law. 

Senator Dovetas. I know, but the normal differentiation between 
commercial banking and investment banking is, of course, that com- 
mercial banking is where the bank creates the credit and creates the 
loan, and where the loan is credited to the depositor, and thus the loan 
creates the deposit. This is used presumably for the financing of the 
inovement of commodities from the initial stage on to the end. But in 
investment banking it is-:presumed that the savings come first to create 
the deposit and the bank merely serves as a middleman to invest the 
savings. Now, when you have commercial banking creating credit 
which is then used for the providing of fixed capital of plant and 
equipment, not out of savings but out of writing up deposits, you cer- 
tainly get commercial banking called into play for capital formation. 

Mr. Martin. I pointed out in my statement that the increase in loans 
for purchasing and carrying securities probably did not exceed $2 
hillion over the period from 1946*to date. 

Senator Doveias. What is the conclusion you draw from that? 

Mr. Martin. I pointed out that total credit in the economy went up 
from 400 billion to 600 billion in the period from 1946 to date, and 
the increase in loans for purchasing or carrying securities probably 
did not exceed $2 billion over this period, and that I favor a flow of 
equity investment. I think we need a flow of venture capital in this 
country, because that is the way we are going to create this rising 
standard of living. 

Senator Dove.as. Just a minute. Are you saying, therefore, that 
the purchase of stocks on credit is not important in the stock-market 
picture ? 

Mr. Marrttn. I do not say such purchases are not important. I 
think they should be regulated. 
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Senator Douetas. People from time to time say, “Well, this repre- 
sents only 2 percent of the market value of all stocks. Therefore, it 
is an insignificant factor.” You have heard that defense, have you 
not? Are you making that as a defense? 

Mr. Martin. I am not making any defense on that basis. I am 
making the defense that the stock market should not be denied access 
to credit unless you want to promote a lower standard of living in 
this country. 

Senator Dovenas. Mr. Martin, I must say I think you are misunder- 
standing my question and are not responding to the question. My 
question is simply this: We normally draw a a distinction between 
investment banking and commercial banking. The movement of com- 
modities and the provision of working capital for the processing of 
raw materials is financed by the creation of credit. That is commer- 
cial banking, where loans are made to business and they check out 
the deposits, thus created it. But in investment banking we try, or 
should try, to make savings and investment equal, and the investment 
comes only after the savings have been made out of current income by 
individuals and corporations. This is not put into working capital 
but into fixed sealed so that you are not borrowing short and invest- 
ing long, for this has caused in the past a lot of troubles and also led 
to inflation. 

Now, do you agree that we should try to observe as much as possible 
this differentiation between commercial banking and investment 
banking ? 

Mr. Martin. I think we do. 

Senator Doveras. Every time? 

Mr. Martin. I am talking about equities, and I think that the 
credit that we are talking about, brokers’ loans for the purchase of 
and carrying securities, is not tantamount to providing investment 
banking capital for the underwriting of securities. It may be tem- 
porarily. Here is a man who has a hundred shares of American Tele- 
phone. He does not want to sell it. He goes to a broker or a bank, 
and he gets credit against it. I see no reason why he should not. 

Senator Dovenas. That is a different type of loan. That is outside 
the 3 billion that we have been speaking of. What you refer to is, 
I believe, about 21% billion more, but the 3 billion we have referred 
to has been the loans for the direct purpose of purchasing stocks. 
Now, Mr. Martin, the justification of the stock market, it seems to me, 
is that it is (a) a place where capital funds are put into equities and 
(b) a place where buyers and sellers can come together. But is this 
justification for (c), namely, a place where people may make specu- 
lative gains not associated with actual investment? Should we not 
try to diminish the area of (c) as much as possible? But every time 
that you lower margin requirements you either have bank credit used 
to finance an investment or you furnish people with money with which 
they can speculate in the market, and you help create a rise in the 
stock market prices, thus inducing further stock purchases. I think 
you should consider very carefully what is your function. Is your 
function to give the speculators ample funds so that they can make 
fortunes out of price increases, or is it to provide a legitimate market 
for purchase and sale, and also to provide a ready flow of actual sav- 
ings into investment by the medium of equities? 
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Mr. Martrn. Well, my answer is that I do not believe that if you 
put stocks on a 100-percent margin that you would achieve what you 
are talking about. You could have just as much excess, just as much 
speculative activity without any credit in the market, in my judgment. 

Senator Doveras. You do not mean that, do you? You admitted 
that lowering your margins from 75 percent to 50 percent increased 
the stock purch: yses and increased stock prices, so that raising the 
margin requirements would diminish stock purchases, and at. least 
dampen down increases in stock prices. Certainly the margin re- 
quirements have something to do both with the volume of purchases 
and the level of stock prices 

Mr. Marrty. I think you can reduce the stock market to where 
it has very little use in the economy. I think that what you will do 
is to have less equity securities floated than you have today, and that 
ultimately that will lead to a lower standard of living. If your worry 
about speculative excesses is sufficient so that you wish to pay that 
price for it, I think you can do it. 

Senator Doverias. Now what you are saying, in effect, is that you 

should have commercial credit created in order to finance stock sales. 

Mr. Marrry. I am saying that we should not deny credit. 

Senator Dovetas. Commercial credit? 

Mr. Martin. No; not commercial credit. When a man buys a stock, 
he is not going to a bank and borrow money in the way a commercial 
borrower borrows it. 

Senator Doveias. The bank is creating credit. The bank is creating 
au deposit for the purchase of stocks. You certainly admit, do you 
not, that banks create credit ? 

Mr. Martin. I do indeed. 

Senator Dovetas. Certainly. Let us get that settled. And when 
they create credit for the purchase of stocks what they are doing is 
to create credit for investment purposes ? 

Mr. Martin. Well, that is perfectly proper. 

Senator Doveias. You think it is, and that therefore you should 
not have investment financed purely from savings but partially from 
commercial banking ? 

Mr. Martin. It is all within limits of this overall pool of credit 
and how we want to utilize it. In a free economy, I do not believe 
you can take this overall pool and by selective devices determine 
precisely where the credit will go. I think you have to regulate the 
pool as a whole. There will be seepage and leakage. 

Senator Dovetas. I think you will find that if. you use the creation 
of bank credit for investment purposes that you will have real infla- 
tion in periods of business advance and you will have a great deflation 
in periods of decline, and that you therefore will accentuate booms and 
busts. 

Mr. Marrtn. Well, I am glad to have your view on it. But you 
and I are both working for the same end, which is a higher standard 
of living for the people. 

Senator Dovetas. I hope so. 

Mr. Wallace would like to ask some questions. 

Mr. Wattace. Mr. Martin, the purpose of the market in stocks is 
to create liquidity, is it not? 

Mr. Martin. One of the purposes 
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Mr. Watxace. The purpose of having a stable market in stocks is 
to permit a liquid market, so the people who buy stocks and may 
not want to hold them forever can sell them. You need a liquid 
market, in other words. 

Mr. Martin. Right. 

Mr. Watuace. In that regard, credit helps to create a liquid 
market 

Mr. Martin. That is correct. 

Mr. Wautace. Should credit be used to permit the market to 
fluctuate, say, as much as it has in the past 18 months? 

Mr. Martin. Well, that is always a matter of judgment. 

Mr. Wartace. What I am trying to do is draw a distinction, if 
there is a distinction, between having a liquid market and having a 
market which is rising at a rapid rate. 

Mr. Martin. Well, it is my conviction, Mr. Wallace, that you can 
have these fluctuations even wider without any credit, because the 
fact that credit is available may make for—it does. not necessarily 
mean all of it will be used in one direction. There is a tendency that 
way. I have sat for hours and watched where there was a tendency 
that way, but one of the equalizing factors we have is the ability of 
traders and of speculators—I will use the word that seems to have 
become something that we condemn, and I do not think we properly 
recognize—I realize the danger when I say this, but I do not think 
we properly realize the role of the speculator as distinct from the 
gambler. I am talking about the honest speculator. 

Mr. Watiacr. What you are saying about speculation I do not 
want to get into at the moment, but what you are saying is that there 
can be wide fluctuations whether there is any credit or uot / 

Mr. Martin. Exactly. 

Mr. Wautace. How effective would you say credit regulations are ! 
Are they just a minor force? For example, your increasing margin 
requirements from 50 to 60 percent, did that have merely a psychologi- 
cal effect? 

Mr. Martin. If it had been the only thing that was occurring in the 
market at that time, I do not think it would have had too much effect. 
[ think that the supply and demand factors in the market were work- 
ing in the direction of equalizing the flow of money, and then the 
Treasury came out with a long-term bond subsequently, which was 
another drain on the pool of credit. Now, I get back to my moving 
picture. I think it is all part of the flow. 

Mr. Wauiace. You say then that this statistical correlation be- 
tween the margin requirements and the movement of stock prices 
from 1942 to 1954 is merely coincidence. or are there other factors 
which entered in ? 

Mr. Martin. There are so many other factors that in my own think- 
ing I am not willing to draw conclusions from it. 

Mr. Wauiace. From 1945 to 1949 the Federal Reserve Board ap- 
plied a strict rule requiring that all proceeds of sales of securities 
in undermargined accounts must be applied toward reducing any 
margin deficiency. Do you have such a rule now? 

Mr. Martrn. No; we do not have such a rule now. 

Mr. Watzace. Could you tell the committee why you do not feel 
it is necessary to have such a rule? 






594 STOCK MARKET STUDY 


Mr. Martin. That goes to the problem itself. I will not say what 
we will or will not do. The only comment I have made today in these 
hearings is that as of today margins are 60 percent and the regulations 
which you have rightly and correctly pointed out are in force today. 
I will not say they might not be changed tomorrow. 

Mr. Wauuace. I understand. This is merely for information. 
Presently about $214 billion are in loans to brokers and dealers in se- 
curities and about $114 billion to others. Could you explain more 
fully what the “others” are? 

Mr. Martin. Individuals, businesses, a wide variety of people. In 
my statement the 1.3 and the 114 are the same figure. The reason we 
upped the figure from 1.3 to 114 in that estimate, that is, apart from 
the 7.2 breakdown that we gave you, was to make allowance for non- 
member banks, credit which we have to make an estimate on. 

Mr. Watiace. You say that there may be some leakage of bank 
credit into the stock market uses from this $3 billion of nonpurpose 
loans. Can you tell the committee what procedures banks and the 
Federal Reserve System follow in checking on these loans? 

Mr. Marty. Our bank examiners are watching it all the time. 

Mr. Watiace. Your bank examiners? 

Mr. Marttn. The Federal Reserve banks and the FDIC and the 
Comptroller’s office. We know the regulations, and we are watching 
the movement of credit. 

Mr. Watuace. You have no idea of the extent of this leakage? 

Mr. Martin. No. 

Mr. Wattace. You just feel that there is some leakage, but you do 
not know how much? 

Mr. Marttn. We fee! that there definitely is some. 

Mr. Watrace. I would like to make a hypothetical case and see if 
you think that this is possible. If you have a businessman who has, 
say, $100,000 in working capital but does not need quite that much, and 
suppose he took this $100,000 out and bought stocks with it. Then 
he went to a bank and he-got a stock collateral loan for $80,000, let us 
say. Then he puts the $80,000 back into his working capital of the 
business. That in the first place would be a way of avoiding the non- 
purpose loan regulations, would it not? But let me continue that just 
a bit further. Suppose it goes back into the working capital as $80,000, 
and he takes it out again. He buys more stocks for $80,000, and gets 
say $60,000 stock collateral on that, and puts the money back into the 
business as working capital. Then he takes it out again and buys more 
stock and gets a stock collateral loan and puts it back into the business. 
That would be a form of pyramiding, I guess. Is that possible? 

Mr. Martry. I would not say it is impossible. 

Mr. Wauiace. Would it be against your regulations for him to do 
that? 

Mr. Martin. Yes, it is against regulations if he says to the bank 
that he is not going to and vet he actually is using this credit for the 
purchase of and carrying of securities. 

Mr. Watxace. But he is not using it for that purpose. He is getting 
a stock collateral loan for the purpose of replenishing his working 
capital. 

Mr. Martrn. Well, I would assume that the bank—and I think there 
you get into prudent banking—ought to watch the customer. 

Mr. Watxace. Technically he is not using it for the purpose. 
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Mr. Martin. Technically, I think that is true. 

Mr. Watiace. On page 8 of your statement you speak of credit 
leaking into the stock market and used speculatively by “empire 
builders” in ——— to acquire financial control of corporations. Do 
you have any information on that which would be useful to the 
committee ? 

Mr. Martin. No; I do not. I am just highlighting that as a pos- 
sibility. 

Mr. Watxace. Last week both the chairman of the board of Chase 
Bank and the former chairman of the Federal Reserve Board testi- 
fied as to their concern about the accelerated rise of mortgage credit 
and the great volume of consumer credit. Do you think of these areas 
as potentially dangerous to our economic stability ? 

Mr. Martin. Well, I point out that there is a large amount of 
credit in both of them, and I think they should be watched at all times. 
As I said earlier, I worry about everything. 

Mr. Wauxace. Is there an inconsistency in the Government’s pro- 
posed huge road program and the accelerated housing program while 
the Treasury and Federal Reserve seem to be adopting an increasingly 
restrictive debt management and credit policy ? 

Mr. Martin. Well, now you have got me in the field of Government 
policy, and the only thing I would say, for example, is that the segment 
of the pool of credit that is used by housing is a Government policy, 
and on an economic basis I might worry about 30-year, no-down-pay- 
ment loans for mortgages, but there are social considerations which 
have to be taken into account by the Congress also, and I am doing the 
best I can to work with whatever the policies of the Government are. 

Senator Dovetas. Do you mean the executive branch or the legis- 
lative branch ? 

Mr. Martin. I am talking about the legislative branch and the 
executive branch. 

Senator Doveras. Of course, this legislation was proposed by the 
executive branch, not by the legislative branch. When things go 
wrong, it is the legislative branch which is blamed. 

Mr. Martin. Lam not making any comment. 

Mr. Watiace. Why is it that brokers may not extend credit upon 
unlisted securities ? 

Mr. Martin. Well, in unlisted securities there was first in these 
regulations that have been discussed the constitutional question of 
barriers of State lines. Then there is also the fact that we build up 
from the ground. A little company has to be known in its community. 
The market is not too good. It has not reached the seasoning position 
to get on a securities exchange. And I have worked with many little 
companies where you went from door to door explaining to people 
what was involved in the security. And obviously that company has 
to be closer to its banker. The banker has to know more about it, and 
these cases are in a different category. That is the proving ground, 
the testing ground, the early stages of a great many of our smaller 
companies. 

Mr. Wattace. Do you consider it anomalous that banks are not 
limited by regulation U insofar as the extension of credit upon un- 
listed securities is concerned ? 

Mr. Marttn. On unlisted securities ? 

Mr. Wautace. Yes. 
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Mr. Martin. No; because of my previous answer. I think the 
nature of the development is such that it is desirable. 

Mr. Wauuace. So far as margin accounts are concerned, it is gen- 
erally considered that if you have a 50 percent margin requirement 
that means you have to put up 50 percent cash, and this restricts how 
much an initial purchaser can buy of stocks on margin. I think that 
you and Mr. Young were putting something in the record, and if it 
is in the record you tell me and we will let it go at that. What I have 
reference to is when a stock market is rising this can accelerate the 
degree to which he can add to his stock holdings. For example, we 
have had some statistical work done. I will read this, and I would 
like you to check the transcript later to see if it is correct. 

Assuming a stock goes from 10 to 12, an investor with $1,000 can 
buy 3314 additional shares on a 50 percent margin basis, 1814 shares 
on a 60 percent margin basis, and only 7.4 more shares on a 75 percent 
margin basis. Thus, he can buy 80 percent more stock after a rise in 
the market when 50 percent margin rules are in effect, than when 60 
percent rules are in effect. - He can buy 41% times as much under the 
50 percent rule as under the 75 percent. ‘The 60 percent basis enables 
in investor to buy 214 times more than a 75 percent basis after an 
equal advance in stock prices. 

Mr. Marri. I could check that for you. We have for the record 
an earlier example. 

Mr. Waxxace. Do you think the public, including those who invest 
in the stock market, are entitled to the information which has been 
developed in these hearings? 

Mr. Marrrn. I do indeed. 

Mr. Wautace. Do you think the recent raising of the bank rate of 
the Bank of England from 3 to 31% percent, and again from 31% to 4 
percent, has affected or is likely to affect our securities market? 

Mr. Martin. It may be one of the factors. I would not want to 
comment on it. 

Mr. Waxacer. A factor? 

Mr. Martin. A factor. 

Mr. Watiace. That is all. 

Senator Doveias. Thank you, Mr. Martin. 

We will meet tomorrow morning at 10 o’clock. 

(Whereupon, at 12:55 p. m., the committee recessed until 10 a. m. 
the following day, Tuesday, March 15, 1955.) 
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TUESDAY, MARCH 15, 1955 


UnNTTep STATES SSENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
W ashington, Ds €, 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. W. Fulbright (chairman) presiding. 

Present: Senators Fulbright, Douglas, Lehman, Capehart, Bricker, 
Ives, Bush, and Beall. 

Also present: Robert A. Wallace, staff director of the committee. 

The Cuatrman. Will the committee come to order, please ? 

This morning we have the Secretary of the Treasury. Mr. Secre- 
tary, we are very pleased to have you, and we look forward to words 
of wisdom from you relative to our study of the markets. 

Would you care to introduce any of your assistants or associates 
who are with you there? 


STATEMENT OF GEORGE M. HUMPHREY, SECRETARY OF THE 
TREASURY 


Secretary Humpurey. This is Mr. Dan Smith, and this is Mr. Rob- 
ert Mayo. 

The CHatrrman. You have a prepared statement, I believe. Do you 
care to read that to the committee, Mr. Secretary ? 

Secretary Humpnrey. Yes, Mr. Chairman, I have a prepared state- 
ment, and if I may, I will read that. 

The CHarrMan. You may proceed. 

Secretary Humpurey. I welcome the opportunity to participate in 
your study of the stock market. I am not here today to say that the 
market is either too high or too low. I gave up years ago trying to 
figure out the stock market. But I am glad to consider with you the 
importance of a healthy stock market toa growing economy. 

A healthy stock market is one of the ev idences of a strong and grow- 
ing nation. The 41% billion shares listed on the organized exchanges 
alone are impressive evidence of the effectiveness of markets through- 
out the country in meeting the needs of our dynamic economy. These 
41%, billion shares represent investment by millions of savers through- 
out the country. Many millions of them own stocks directly. Many 
millions more have an interest in stockownership through the pension 
plans where they work or through the financial institutions that handle 
their life insurance and other savings. Colleges, hospitals, religious 
and charitable institutions, scientific and other research centers, and 
many other endowed funds also rely heavily on stockownership. 
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These billions of shares are truly shares in America. They repre- 
sent the ownership of American business and property. They are the 
fountainhead of more and better jobs—the invested savings through 
which the inventive genius of America can find expression in the devel- 
opment of new products and methods. 

Widespread ownership of American industry is to be encouraged. 
A dynamic economy is synonymous with increased emphasis on cor- 
porate financing through stock issuance rather than by going further 
and further into debt. And the success of new risk-taking enterprise 
is peculiarly dependent on equity financing. A healthy stock market 
is essential if the role of equity financing in corporate finance is to 
flourish. 

Your committee’s study presents an opportunity for increased pub- 
lic understanding of the market and its functions at a time when it is 
a matter of broad public interest. But I want to say just a word of 
caution with respect to that a little later. It is also an opportunity to 
define more clearly the Government ’s place in relation to the stock 
market’s operations. The role of Government should be to do what 
it can to assist in making stock-market activity contribute to, rather 
than detract from, the soundness of our financial structure. 

This takes two forms at present. Both are important. 

The first involves the supervisory responsibilities of the Securities 
and Exchange Commission. These are designed, as we all know, to 
insure fair and honest markets in securities transactions on the 
organized exchanges, through adequate public information on pro- 
posed new security issues, adequate periodic company reports, and 
the regulation of trading on these exchanges. 

The second involves Federal Reserve Board regulation of margin 
requirements, in order to help supply sufficient credit but not exces- 
sive credit in stock-market trading. These elements of Government 
supervision, together with the contribution of Government agencies 
in making available an increasing flow of valuable statistical informa- 
tion on matters affecting the securities markets, are of major im- 
portance. 

Even more important to a healthy market, however, is govern- 
mental policy in assisting the achievement of a broad, sound financial 
base for economic development. Such a base must rest primarily on 
the continued stability of the dollar, with reasonably stable buying 
»ower. This means a budget that is under control and headed for 

alance. It means a public debt that is prudently managed. It 
means a tax system that is fair and equitable—one which minimizes 
tax barriers to the initiative of workers and investors alike. It means 
monetary and credit policies which will operate through the exercise 
of broad general powers rather than through a crushing maze of 
direct controls. 

This is the way confidence in the future of America is built. Such 
confidence is the very lifeblood not only of a healthy stock market but 
of a vibrant, growing economy. Government action at best can only 
assist to influence the broad direction of healthy markets—whether 
they are for stocks, for bonds, or for commodities. The real success 
of these efforts must rest squarely upon the people of the United 
State—as investors, as managers of business enterprise, or as brokers 
or stoek-exchange members. 
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The market place itself has done much to foster public under- 
standing of its accomplishments and aims. Stock-exchange studies 
are informative and useful. The function of enlightened investor 
services has assumed a new importance in stimulating constructive 
thinking. 

A healthy stock market can be visualized as one in which prices 
bear an appropriate relationship to earnings and to asset values, 
where stock yields have a reasonable spread in comparison to those of 
corporate bonds, where margin trading remains on a conservative 
basis, and where turnover is sufficient to maintain a broad, active mar- 
ket yet avoids excessive speculation. . 

The price rise that has taken place in the stock market during the 
last year and a half reflects many viewpoints of millions of people and 
conditions not only here at home but from abroad. It is in part the 
rebirth of confidence in the functioning of our free-enterprise system. 

It is also perhaps reflecting a new phenomenon in our national life 
that is growing daily. The small savings of millions of Americans are 
being invested in securities in greater amounts than ever before. This 
wider investment is not just individual purchases in the market; it 
reflects the rapid growth of pension funds and other group invest- 
ments. What it means is that millions of people working in industry 
today have $5 or $10 or some such amount deducted from each pay- 
check for their future retirement, and a good share of that goes into 
stocks and bonds. They often do not realize it, but these small sav- 
ings multiply into hundreds of millions of dollars of security pur- 
chases, which is making millions of people investors in American in- 
dustry who had never thought of doing it before. These purchases are 
largely for long-term investment and so tend to continually work to 
lessen the floating supply of the securities they buy. 

We are watching attentively the conditions which the new higher 
level of the stock market is creating. Federal Reserve action in Jan- 
uary in raising margin requirements was, we believe, a desirable thing. 
Buying on margin is not nearly as important as it used to be, but we 
want to be watchful to see that credit in the stock market—just like 
all other kinds of credit—does not exceed the reasonable demands. 
The Federal Reserve action simply served as a reminder that caution 
should be used in making commitments. The offering of the new Treas- 
ury 40-year bond in February may also have been helpful in offering 
an attractive alternative form of investment. 

I am pleased to have this opportunity to assist in any way that I can 
in the study you are making of the stock market. I will be glad to 
answer any questions on this subject which, as I said at the outset, J 
long ago discovered I didn’t know much about. 

Now I would like to add a short comment. There is just one word 
of caution that I want to leave with you. Confidence or lack of it has 
more to do with conduct of investors, businessmen, and the great mass 
of the people generally than any single thing. If there is confidence 
in the future, in the stability of the economy, and in the maintenance 
of jobs, the American people continue to buy the things they need and 
the things they want. 

Most American families are in position today to buy more than the 
bare necessities of life. When they have confidence, they buy things 
they do not absolutely need, but they buy things that they want. If 
they lose confidence, they postpone or cancel those purchases. Busi- 
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hessmen tore move forward with plant expansion, with the creation 
of new jobs, or they are cautious and restrained based on confidence. 
And investors are perhaps more sensitive than any in governing their 
conduct on the confidence that they have or that they “lack. 

Confidence is a subtle thing. It is built slowly and can be easily 
and quickly shaken. It manifests itself in many ways. A crowd 
leaving a theater at the close of a play will walk out in orderly fashion 
in short order, but if as the curtain goes down someone calls “Fire,” 
terror can reign and great injury can result. 

It has been said m: ny times that this inquiry is a friendly study 
with the best intentions and only to obtain more knowledge. More 
knowledge never hurts anyone. But as criticisms of the conduct of 
the affairs of the Government, as criticisms of conditions have been 
stated from day to day before this committee and in the public press, 
with discussion of restrictive action that Government agencies might 
or might not take or might or might not engage in, such criticisms can 
easily contribute to a questioning of confidence and uncertainty as to 
what the future may hold. 

The feeling of confidence in the future has been strong and has 
moved up on a broad front for the past several months. Business 
activity has been expanding. And this month that we are in today 
may well be one of the highest months of activity we have ever had in 
our history. Weare on sound economic grounds based on sound prin- 
ciples. There is no reason why we should not go forward unless confi- 
dence is injured or destroyed. 

The Cuarrman. Thank you, Mr. Secretary. 

I wonder if you have any suggestions to the committee as to how they 
might better proceed not. to injure confidence. Is it fair to conclude 
that you believe these hearings have injured the confidence of the 
people in the economy of ine country ¢ 

Secretary Humpnrey. I do not know, Mr. Chairman, whether they 
have or not. I think that you are approaching a ground which is very 
difficult to express an opinion on. As I said, confidence grows very 
slowly. Confidence can be easily upset or destroyed. And I do not 
know how much spec ulation—publie speculation on whether or not 
responsible Government agencies are doing their job or whether they 
should or should not move in or move out.in matters that can affect 
credit and affect the confidence of people in purchasing or refraining 
from purchasing—can go on and not have some effect on public morale. 

I refer particularly, to be very specific, to discussions as to whether 
or not the Federal Reserve Board should take further action or 
whether it should not. Now, the responsibility for that action is in the 
Federal Reserve Board. It is not in a committee of Congress. And 
to speculate as to whether they should or whether they should not may 
well raise some fears in some people’s minds that they will or that 
they will not and may govern their conduct as to whether they will 
buy or whether they will not buy. 

i think what conduct may be indulged in or withheld under such 
circumstances is very, very difficult to tell. 

The Cuamman. Do you feel that this committee has any respon- 
sibility at all with regard to the stock market ? 

Secretary Humpnrey. Oh, Mr. Chairman, I stated right in my 
opening statement I gave up guessing the stock market many, many 
years ago. 
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The CHatrrMan. Well, I am not clear that I understand that answer 

with regard to the reat of this committee. You understand 
we = have responsibility for the operation of the Securities Ex- 
change Act and for the performance of the Federal Reserve. I was 
just curious as to what you think this committee should do. Do you 
think we should discontinue these hearings or do you think it was a 
mistake that we ever had them ? 

Secretary Humpurey. Well, as I have said many times, more know]- 
edge never hurt anyone. The line between knowledge and specula- 
tion as to what may happen that would hamper or aid in the future 
conduct is a very, very close line, and it is a very difficult thing to 
decide. I do not think that I would care to advise this committee 
on what its functions are and what it should do. 

The Cuarmman. I understood that last statement of yours to be 
advice to this committee. I was trying to elicit just what that advice 
s. There wasa little uncertainty in my mind as to what you intended 
to convey to the committee by the last statement. 

Secretary Humpnrey. What I intended to convey is exactly what 
[ said, Mr. Chairman. I intended to convey to you caution as to 
your conduct because of the effect it may have in one way or another, 

| I think that you should have that prominently in mind in deter- 
nines what course you will follow. 

The Cuarrman. You are familiar with the witnesses we had.’ I 
may say that this committee was criticized before the hearings opened 
for having lined up so many representatives of the management of 
the exchanges, the four presidents of exchanges, and representatives 
of a large brokerage house, Mr. Wood, of Sears, Roebuck, and so 
on. Do you have any criticism of the witnesses that the committee 
has called? 

Secretary Humpnrey. No; I am not here to criticize the committee, 
Mr. Chairman. I am here within the limited field of my activity to 
advise in any way that I can with respect to that field. 

The Cuarrman. Well, I think it is a matter that needs clarification, 
because some of the members of the committee have been critical. The 
ranking minority member has been critical of the committee if I 
understand his statements. I would be very interested in, and I know 
the public wants to know, your attitude. 

This is the sort of thing that has occurred to me with regard to 
- criticism and this matter of confidence. In yesterday's New 

York Times is a story calling attention to what happened in 1928. 
It is by Mr. Collins, in the financial pages. I am sure no one would 
suspect that the New York Times is antagonistic to the markets. On 
the contrary, it would naturally be very friendly to our markets. 

He calls attention to the fact that in 1928 this committee called 
up the Federal Reserve Board and asked them about the market that 


was then beginning to boil. I would like to call your attention to 
what they said: 


On March 7 officials of the Federal Reserve Board appeared before the Senate 
Banking Committee. They agreed unanimously that things were sound. One 
of them expressed the opinion that brokers’ loans were of minor importance. 


This is a quote from that story in the New York Times. 


There is no intent to suggest here that these witnesses were responsible for the 
events that followed. All they were saying that day was that the 4 billion in 
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credit then being employed in Wall Street hadn’t created a shortage of credit for 
business and agriculture. 


Mr. Collins goes on and says: 


The circumstantial evidence is overwhelming that not only the speculative 
community but those who were providing the stock market with what they knew 
was socially and economically illegitimate credit clearly saw in the testimony 
before the Senate Committee the green light they had been waiting for. 

In other words, the whole purport of that is that, having been given 
the green light, the lid was off and everyone proceeded, and they main- 
tained confidence by simply saying, “Everything is rosy.” 

Of course, I do not wish to do any harm to the economy. None of 
us do. It is purely a question of judgment as to whether technical 
adjustments are harmful or not. I cannot help but believe that some- 
one in 1928 should have raised a note of caution that, “This market 
can’t go up forever, that it isn’t in the nature of things for it to con- 
tinue indefinitely.” I agree with you that no one can know whether 
the market is too high or too low. That really isn’t the objective of 
this committee—at least in my view—that we are to determine that 
the price level is too high or too low. 

The main thing we are trying to determine—one of the things at 
least—is whether or not the markets are functioning for the welfare 
of the country in other forms—that is, providing adequate capital, 
and whether or not especially it is threatening to result in the same 
thing it did in 1932. I think that is a legitimate objective. 

Do you have any comment at all about the comparison between what 
happened or did not happen in 1928 and what this committee is seek- 
ing to do now? 

Secretary Humrnurey. I do not think the conditions obtaining in 
i928 are conditions obtaining today at all. I think they are very 
different. I think you have a very different situation. 

The Cuarrman. One thing the committee is trying to do is to find 
out whether it is different or not. That is one of the objectives. You 
said in the beginning you did not think knowledge hurt anybody. I 
think you will agree that many of us on this committee are not experts 
in this field. We do not profess to be. But it is our duty I think to 
inform ourselves. It is very difficult for me to see what the answer 
to this criticism is. Should the committee simply ignore these matters 
and not hold hearings, or is it a criticism as to the manner in which 
the hearings are held? 

Secretary Humepurry. No, I think, Mr. Chairman, as I say, I am 
not trying to be critical of the committee. What I am trying to do is 
give whatever facts I can in answer to your questions. I think that 
as relates to your statement about comparison of the conditions pre- 
ceding 1929 and the conditions of today, those are matters of fact, and 
I think that it is not difficult to marshal the facts that obtained, the 
various factors that existed in the situation prior to 1929 and com- 
pare them with those that obtain today, and you will find a great 
difference. 

The Caatrman. Many of our witnesses have pointed that out—the 
differences—which I would assume would be reassuring at least as 
far as that goes. 

Secretary Humpnrey. Of course, those are factual differences that 
I think if people do not know them it is just as well that they might. 
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The CHarrMan. It seems to me if this situation is sound that the 
revelation of these differences by qualified witnesses—and I believe 
our witnesses are qualified—should be reassuring rather than disturb- 
ing. I cannot understand why if this hearing is conducted in a sen- 
sible, reasonable way it should disturb the market if the market is 
basically sound. 

Secretary Humpurey. I think, Mr. Chairman, that insofar as the 
investigations of the committee go to the development of the facts, 
more knowledge of facts never hurt anyone. I think that to the 
extent that the inquiries of the committee speculate on the functions 
of governmental agencies and on future conduct and actions, things 
that may or may not be done to affect the economy, or criticisms of 
the base, perhaps you are laying the groundwork for conduct by 
people where you do not know how far it will go. 

When you drop a stone in a quiet pool, those ripples go a long way. 
This stock market is a meeting place of ideas oil all sorts of people, 
millions of people as I said, not only at home but from abroad, and 
those ideas develop over a very wide area. One of the reasons why 
vou and I cannot guess what the stock market is going to do is because 
our knowledge of conditions which affect it is not broad enough to 
cover the whole field. We just do not know. We do not have an 
opportunity, any of us, to take into account all of the things and all 
of the ideas that may affect people in their conduct of purchasing 
and selling securities that may affect the confidence that they have 
in the future or the lack of it. 

The Cratrman. My 10 minutes are up. We are proceeding under 
a 10-minute rule for 1 round. It does not mean we have all finished 
our questions. 

I recognize the Senator from Indiana for 10 minutes. 

Senator Capeuart. Mr. Secretary, I gather from your comments 
in respect to not destroying the confidence of people in their industry 
and in the country are based somewhat on the fact that the series of 
questions that we have had in this committee have all tended to be 
on the negative side, in my best judgment. There has been very little, 
if any, testimony to the effect that the economy today is in a good, 
strong, healthy condition. 

That, I think, has been the big weakness of the investigation. I do 
not think anybody can successfully prove that this committee did 
not start out and has not adhered strictly to a policy of trying to 
prove that stock prices are too high and that maybe we are just a 
few steps behind a crash such as we had in 1929. I do not think 
anyone can successfully deny that who has been listening to the testi- 
mony, who has been reading the testimony, who has been here as I 
have. And if I have to: document it based upon the questions that 
have been asked and the answers that have been given, I will be very 
happy to do so. 

The Cuatrman. Will the Senator yield for a question? 

Senator Capenart. Yes, indeed. 

The Cuarrman. Has not the Senator had ample opportunity to 
ask any questions he chooses ? 

Senator Capemart. Oh, yes. 

The CHarrman. Could he not have developed any approach he 
desired? He has never been cut off. 

60650—55——39 
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Senator CapeHart. I have had 10 minutes now and then, yes. 

The Cuarrman, No, you have—— 

Senator CarpeHart. Let me finish my statement, because I do not 
want to get into any prolonged argument about it. I think the record 
speaks for itself. I think we have failed—I will include myself in 
saying “we” now, and that will make everybody feel better—I think we 
have failed to develop the strong points of the economy. The chair- 
man started out his very, very first statement he made before this 
committee that the economy was sagging in every respect. and yet 
stock prices were going up. That has been the tenor of the whole 
business. 

It has had a tendency, in my opinion, to push. down the price of 
stocks, and, unfortunately, when you push down the price of stocks 
under such circumstances, you hurt the little fellow, the wage earner. 
You do not hurt the rich man with lots of money who can pay a 
hundred percent for his stocks. You hurt the little fellow. You 
frighten the little fellow, and he gets out. The big fellow comes in 
and buys at a lower price. 

So we are doing two things. We are hurting the little fellow and 
likewise we are injuring confidence that the people ought to have in 
industry today. 

The cold statistics and the cold facts—and nobody can successfully 
contradict it—indicate that the turnover of stocks is not too great in 
proportion to the number of stocks. The cold facts indicate that stock 
prices are not too high in comparison with all other prices of every- 
thing else. The cold facts indicate that generally speaking the prices 
of stocks are not too high in proportion to the earnings of the corpora- 
tions. And the cold facts indicate that the people do have confidence 
in their Government, in this administration, and in the future. 

Those are the things that we ought to be developing, in my opinion, 
rather than developing the negative view and referring to what may 
happen to the stock market or to prices. I would like to see from 
this point on, Mr. Chairman, a development of the strong aspects 
of the economy today, a development of the facts as they actually 
exist. 

I have absolutely no objection whatsoever to the facts, because if 
we will develop the facts here and bring out the facts then there 
is no reason why anyone should get excited or become panicky or no 
reason why anyone should sell their stocks on the basis that there is 
going to be a collapse. The cold facts and the cold statistics do not 
prove that sort of thing. 

There is no question but what the stock market is very sensitive. 
The psychological effect today in America of statements that are 
made by committees and by high public officials has a lot to do with 
confidence that the people have in their business. You have a situa- 
tion now where possibly every word that I am saying at the moment 
is being flashed completely around the world. People hear what is 
going on, and it is a good thing that they do. That is the reason why 
we have got to be more careful that we are factual and do not infer 
and play politics and do things that will cause people to fail to have 
confidence in their Government and in industry in America. To me 
that is a very, very serious thing, 

I again want to say that I do not think that anyone can successfully 
contradict the statement that I made a moment ago and that I am 
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going to make again: That the general tenor of the questioning has 
been on the negative side to prove that stock prices are too high and 
to prove that we may be heading for a stock crash, just a few aon or 
« few weeks from a stock crash. I do not think it is good to imply 
that, and I do not think anybody can prove that that condition exists. 
| do not think they can prove it from any facts. 

Mr. Secretary, do you have any facts to prove that stock prices are 
too high? Are there any facts to prove that they are? Is it not the 
opposite—that all the facts prove they are not too high at the moment? 

Secretary Humpurey. Oh, Mr. Capehart, I do not think that I want 
to attempt to guess whether the stock prices are too high or too low. 
I think that that is something that in my private life I learned long 
ago not to try to reach conclusions on. And I do not see why I should 
change in public now. 

Senator Carenart. Do you know any facts or any statistics or proof 
that industry is not going to continue to be profitable in the United 
States’ That it is not going to continue to even make bigger profits 
and go forward and grow and expand? 

Secretary Humpnurey. Well, again, I am not going to try to guess 
the future by looking into a crystal ball as to industry. I can give you 
some facts as to where we are right now. 

Senator CareHart. Will you do that, please? 

Secretary Humpurey. I will be glad to do that. I presume these 
facts have been brought out before. 

Senator Carenart. It is well to bring them out again. 

Secretary Humpnrey. Here are some of them. Here are some con- 
ditions that exist today. 

Steel production last week was at 93 percent of capacity. That is 
a terrifically high rate. Tonnage produced was at the highest level 
since June of 1953. 

Automobile production, cars and trucks, in the first 2 months of 
1955 was at a record high for the period, 37 percent above a year ago. 
New passenger-car sales reported to be as much as 40 percent over a 
year ago. Dealers’ stocks of new passenger cars at the end of Feb- 
ruary were about 13 percent below where they were a year ago. 

Construction expenditures in February were at a new record high 
annual rate of $40,700 million. Construction contract awards in the 
first 2 months of 1955 were at a record high for the period, 30 percent 
above a year ago. 

Private housing starts in January were at a computed annual rate 
of over 1,400,000 units. The record calendar-year re is 1,396,000. 
So the present computed rate spears to be higher than ever before. 

Retail sales in the first 2 months of 1955 rose 7 percent above a year 
earlier and are slightly above the previous record high for the period. 

A new survey of consumer finances for 1955 indicates that con- 
sumers are more Snags than a year ago and plan to buy homes, 
furniture, and appliances. Now, that last is extremely important with 
reference to what I said a minute ago. What the people of this coun- 
try plan to do, whether they buy these things or whether they do not, 
depends, gentlemen, on confidence. It depends upon the confidence 
they have in the maintenance of their jobs, in the future of the econ- 
omy, and the way things are going. They decide, 160 million Ameri- 


cans decide, either that they will go forward or that they will be 
cautious. 
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Unemployment in February was 300,000 below a year earlier, less 
unemployment than there was in February a year ago. Nonagricul- 
tural employment in February was about 500,000 above a year ago. 
Unemployment was lower; employment was higher. But total civil- 
ian employment was about 100,000 lower due to the decline in the 
agricultural employment. So that for the month of February we 
had 59,938,000 people employed as against 60 million and a few-odd 
in the previous year. 

Personal income in January, amounting to an annual rate of $290, 
700 million, was only $700 million below the December 1954 record 
high and was about $6 billion above a year earlier. 

Disposable personal income in the fourth quarter of 1954, the lat- 
est available, reached a record high, 2 percent above a year earlier, 
the greatest disposable income we have ever had. 

Average nud earnings of factory workers in February rose to 
an all-time high, 5 percent above a year ago. 

Gross national product in the fourth quarter of 1954 rose $61, 
billion to an annual rate of $362 billion. A comparable increase is 
easily possible in the first quarter of 1955, which would raise it to 
close to the record peak by the time we get to the end of the first 
quarter. 

Those are facts that I think it is well to know and to have in mind. 

Now, where we go from here you can guess as well as I. 

Senator Carenarr. The average turnover or sale of stocks on the 
New York Exchange I think has been running about 3 million a day. 

Secretary Humpurey. I think something like that. 

Senator Carenarr. Is that a large amount, a small amount, or a 
normal amount taking into consideration the fact that there are about 
four times as many shares listed today as there were in 1929? 

Secretary Humpnurey. Well, Senator, I am not an expert on the 
stock market. I really cannot tell you. I never in my life have paid 
much attention to the stock market. As to the stocks I have been 
interested in, 1 was interested as an investor, and I have never paid 
much attention to it. 

Senator Carrnart. In 1929 the average turnover was about 5 mil- 
lion shares a day. The average turnover for the last several months 
has been about 3 million shares a day, and yet there are about T be- 
lieve four times as many shares to trade in today as there were in 1929. 

That is all the questions I have, Mr. Chairman. 

The Cuamman. The Senator from New York. 

Senator Lenman. Mr. Secretary, before I ask you a question I do 
want to make one observation in reply to the implications I think of 
the remarks of the Senator from Indiana. 

Obviously in this study it has not been possible to avoid frequent 
reference to 1929. That is natural because that experience, that bit- 
ter experience through which this country went, is still pretty well 
imbedded in the minds of people. 

But my recollection of these hearings is that while none of the ex- 
oe in securities matters such as the presidents of the exchanges, the 
read of the Federal Reserve System, the former head, economists and 
others, would venture an opinion, just as you, Mr. Secretary, have re- 
fused to venture an opinion as to whether the stock market or any in- 
dividual security is too high or too low—and I think you are very 
wise in doing it—nonetheless they have brought out very clearly and 
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heen encouraged to bring out just as you have the vast differences be- 
tween conditions in 1929 and in 1955. The description of those differ- 
ences I fully concur in. I think there is a vast difference in the situ- 
ation existing in 1929 and existing in 1955. 

Mr. Secretary, you have referred to what you call group buying, 
and I will say that I have been talking about institutional buying. 
I think your term, group buying, is far more descriptive than the 
term I have used, institutional buying, because it is all-inclusive. 

That group buying has gone on, of course, at an increasing rate in 
the past years. The President of the stock exchange testified that 
today there were $66 billion of securities, listed securities, held by 
institutions, compared to $32 billion in 1949. He did point out that 
80 percent of this increase was accounted for by a rise in the market 
value, but, nonetheless, the fact remains that 28 percent of all the se- 
curities listed on the exchanges are held by groups. I am using that 
term now rather than institutions. 

In your testimony, in talking about group buying and approving it 
because it brought so many small investors into the market—and I 
think there is a great deal in that—you said as follows: 

They often do not realize it, but these small savings multiply into hundreds 
of millions of dollars of security purchases, which is making millions of people 
investors in American industry who had never thought of doing it before. 


That is true I believe. But then you go on to say: 


These purchases are largely for long-term investment and so tend to con- 
tinually work to lessen the floating supply of the securities they buy. 


I think any study of the portfolio of the institutions or groups would 


show that their purchases are not evenly divided or anywhere near 
evenly divided among the 1,200 or 1,300 securities listed on the ex- 
change. They pretty well are limited to two or three hundred lead- 
ing companies. So that it is fair to assume that in those companies 
the proportion of the purchases and the holdings is very much more 
than 28 percent. 

You say these purchases continually work to lessen the floating sup- 
ply of the securities they buy. If that is carried to a further limit, do 
you not think you destroy your free markets? Do you not create a 
situation where the floating supply is so small that it really does not 
reflect the actual value of the stock? That it simply means the sup- 
ply is governed by the law of supply and demand rather than by the 
actual value of the stock which can be set only if there is an adequate 
wi of available stock, floating stock, which can be purchased ? 

hat is one question I would like to have your comment on, and 
I would like to couple it with another. If it is true that so large a 
proportion of the stock of these companies is now controlled by 
groups, is it not a relatively easy thing for these groups in time to 
get possession of a great many of the companies of this country, in- 
dustrial companies, railroads, and commercial banks? I would like 
to have your comment on that if you will. 

Sere Houmenrey. Well, now, as to your first question, Senator, 
of course the more stock of any company that is purchased and taken 
out of the market, the less supply there is to be available for future 
purchasers. But I think it is only within very narrow limits that 
that is effective—for two reasons. 
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In the first place, as you yourself have just pointed out, most of 
these group purchases are in a more limited number of the companies, 
and most of those companies are the companies with the largest 
amounts of shares outstanding. They are large companies with large 
amounts of stock outstanding. So that while it is possible as time 
goes on and over a long period of time that all of the stock of some 
particular company, Steel Corp. or General Motor, might be owned 
by these groups of people with their pension funds or with insurance 
funds or something of that sort, it is a long ways away and I think 
quite improbable. 

As to the operation of the law of supply and demand, it is simply 
this: ‘The demand for the purchase of a security depends very large- 
ly upon its relative worth in the market. A large investor is more 
interested in the relative position of two stocks in the market than 
he is in the level of those two stocks with respect to the dollar. 

Now, there are two comparisons you have to make in thinking of 
the value of the stock. One is the value of the stock in comparison 
with the value of a dollar. To buy or sell a share of stock in relation 
to the dollar is one determination that you have to make if you are 
going to speculate in the stock or if you are going to purchase the 
stock even for a long term. What is the relative worth of the dollar?! 
What is the relative worth of the stock? 

The same thing is true if you buy or sell commodities. What is 
the relative worth of the dollar as compared to the worth of the 
commodity ? 

The other consideration that an investor in securities has, has noth- 
ing to do or very little to do with the current relationship between the 
value of the stock and the value of the dollar. It has to do with the 
relative value of one stock as against the relative value of another 
stock. And in that case, if one stock gets higher relatively than 
another stock, then the tendency is for investors to sell that higher 
stock and purchase the lower stock, because one is overpriced at 
some point and the other is underpriced in the opinion of the investor. 

So while you can follow this suggestion you have made through to a 
possible difficulty, I think in practice the field is so large and it 
involves so much money and so many people that I do not think you 
are going to run into a case except rarely where the value of the 
security is determined by a fictitious demand. And that is particu- 
larly true of the big companies. 

In some smaller company with a limited amount of stock what 
you are really suggesting is: Can you get an old-fashioned corner in 
the stock? I think it is very difficult to get an old-fashioned corner 
in the stock, practically impossible in the big companies and very 
difficult in a small company. 

Senator Leuman. Well, I am not suggesting the likelihood of any 
corner, 

Secretary Humpurey. That is what it means. 

Senator Lenman. No; I do not think it does mean that. The old 
corner was for the purpose of squeezing—you are not too young to 
recal] it—— 

Secretary Humpurey. I was not referring to the purpose of it. I 
was referring to the fact. 

Senator Lenman. I recall the Northern Pacific corner, of course, 
which was partially for that and partially to gain control of the 
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Northern Pacific. But here I believe that the floating supply of a 
great many companies, possibly not the companies with 20 or 30 
million shares of stock, but the medium-sized companies, but com- 
panies of, nonetheless, considerable size, has today already been so 
diminished that I do not believe that there is a free market in those 
securities. 

When I say “free,” I mean that it is not a question of merely supply 
and demand but other factors enter into the price of the stock to a 
greater extent than merely whether when a man wants to buy or a 
group wants to buy a thousand shares of stock they find the market 
denuded of available offerings with the inevitable result in most cases 
that the price will be pushed up. I was wondering whether you do 
not think that the impact of tite lave group buying has had something 
to do or a considerable amount to do with the steady rise, and the 
very substantial rise in the security markets. 

Secretary Humpurey. Well, I think that what this group buying 
is doing is supplying a steady demand for purchasing in a greater 
amount than we have ever had before. I think it is one of the 
greatest things that has ever happened to America. I think the fact 
that millions of Americans do not even know they are doing it is an 
unfortunate thing. If you told a lot of people, “I see that you 
bought five shares of Steel common yesterday,” he would be amazed. 
The fact is that what he did was to tell his employer to deduct so 
many dollars from his payroll over a period of time and that that 
amount which was deducted from his payroll went into a trustee’s 
hands in a pension trust, and a pension trustee today bought so many 
shares of Steel common of which his share was five shares. His money 
actually bought five shares of Steel common today. 

Now, the same thing is true with respect to buying insurance. You 
pay the premiums on an insurance policy, and that money, if you 
followed it around, you would find actually bought two shares of 



















































General Motors or something or other. 

; Senator Lenman. I know that 

, Secretary Humpnurey. All that is a very healthy thing, I think, to 

t liave going on in America today. 

° The Cuarmman. The time of the Senator from New York is up. 

° The Senator from Ohio. 

r Senator Bricker. I will yield my time to the gentleman on my 
right. 

: The Cuarrman. The senior Senator from New York. 

. Senator Ives. Mr. Chairman. 


The distinguished Secretary provided us with a very succinct and 
effective statement which I think all Americans should digest. He 
claims to know very little about the stock market. I suspect he knows 
more than he claims. I wonder if his memory harks back to 1929 and 
1928 perhaps, and the psychology which was noted at that time. I 
believe you pointed out that there was a vast difference between con- 
ditions as they exist today and as they existed in 1928 and 1929. TI 
think you will find that testimony corroborated by nearly every wit- 
ness who has appeared before us. 

However, do you remember in 1928, quite a lot of talk began about 
the stock-market crash. Do you remember that? 

Secretary Humpnrey. I certainly do. I am an old man, Senator 
Ives, and I have been through a lot of these. 
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Senator Ives. I thought you knew more about the market than you 
claimed to know. 

Secretary Humpnrey. I remember 1921. 

Senator Ives. I do too. 

Secretary Humrnrey. And some others. 

Senator Ives. Ido,too. That talk of a market crash stepped up, did 
it not, and the higher the market went the more was heard of a crash. 

Secretary Humpurey. That is right. 

Senator Ives. Everybody was trying to beat the crash, though. 
They all thought they could get in and out at the right time. A lot 
of us did not get out. 

Secretary Humpnrey. The biggest bulls were the sold-out bears. 

Senator Ives. That is right. Do you hear anything today about 
the stock-market crash? Is there any talk about it at all? 

Secretary Humrurey. I think aside from the comparison between 
1929 and the present time as developed in the hearings of this com- 
mittee, that is about the only conversation I have heard about it. 

Senator Ives. I have not heard any talk about a stock-market crash. 
I have not even heard any talk about a stock-market crash at these 
hearings. Nobody pointed it out. 

Secretary Humpnrey. Just by comparison. 

Senator Ives. That is all 

Secretary Humrnrey. I think the indication is there is no impend- 
ing crash. I do not know what you mean by acrash. Normal fluc- 
tuations of the market, or whether we are headed for another 1929? I 
think the only conversation I have heard that is largely gossip is I do 
not think anybody believes we are headed for another 1929 today. 

Senator Ives. Here is another question I would like to ask you. I 

ather from what you just said in reply to my colleague from New 

‘ork, you greatly favor having stock owned generally by the Ameri- 
can people, and the broader that ownership, or the more shee there 
are of the stock, the better for all concerned. 

Secretary Humpurey. I think that is right. 

Senator Ives. That being the situation, do you feel that these pro- 
motional activities on the part of the Stock Exchange are proper? 

Secretary Humrnrey. I] think they are very good. You mean the 
promotion of wider ownership ? 

Senator Ives. Trying to encourage people to understand what own- 
ership means and buy stock, although not any particular stock. 

Secretary Humeurey. I think it is excellent, and just for this rea- 
son. In America today a man cannot earn a living with just his two 
hands. In America today a man can only earn a Gian when he has 
tools in his hands, and power in his hands, and you cannot get tools 
and power without investment. So that without investment a man 
just cannot have a job in America today. There has to be some invest- 
ment back of him, 

I want to be perfectly clear on this, because people say that means 
I cannot get a job. That is not true. Somebody os to have invest- 
ments in transportation, and somebody has to have investments in all 
kinds of power developments, and somebody has to have investments 
in all sorts of tools, and somebody has to have investments 
in plants, and somebody has to have investments in factories, and 
somebody has to have investments in farm equipment. You have 
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to have investments in highways and many things in order for a man 
to function. 

A farmer today has to get his produce to market. It has to be 
marketed through storage. A newspaper reporter today who works 
with a pencil and a piece of paper—those are not the only tools he 
works with. Somebody has to own some forests, and somebody has 
to own some paper mills, and somebody has to own some newspaper 
establishments, and somebody has to have railroads to carry the stuff 
on. Somebody has to have delivery wagons and trucks. Somebody 
has to have the right methods, and the stores where papers can be 
sold, and so on. 

So that everybody today, to earn a living, has to be backed up with 
an enormous amount of investment to permit him to do the things 
he is doing currently and sell his services and the goods he produces. 

The wider that investment can be—the more that investment can 
be encouraged, the more we have available for tools with which people 
can work, and the more tools and power they have, the more they can 
get for their services; and the more they can produce as individuals, 
and the higher individual productivity goes, the higher goes our scale 
of living. That is what makes America. 

Few people think of that, but that is the way this thing works. In 
investment we have more people coming along all the time and we 
have to have more jobs all the time. We have to have more investment 
all the time, so that more people can earn more all the time; and by 
earning more all the time we have more and better goods for all of us 
toenjoy. That is the sequence of events that takes place, if you stop 
to think about it, in the way our economy functions. 

So the wider the spread of inevstment we have and the more people 
we have investing their money, the better off everybody will be; the 
more jobs there will be and the more wages they will be able to earn. 

Senator Ives. Thank you very much for that very enlightening 
statement. It is very lucid. One more question, Mr. Chairman, and 
then I will desist. 

It has been brought out here in some of the questioning that it is a 
possibility that institutional or group buying has something to do 
with the reduction in the floating json of stock. I gather from what 
you said in reply to questions that you think it possibly has some bear- 
ing on it. Obviously, it must have some effect on it. 

Secretary Humpurey. That is right. 

Senator Ives. You are the chief authority of the Government from 
the standpoint ef taxation. I would like to ask you what you 
think—— 

Secretary Humrnrry. The Ways and Means Committee are. 

Senator Ives. We are leaving the Congress out of this. I would like 
to ask you what you think the effect of the capital-gains tax is on 
diminishing the floating supply of stock. 

Secretary Humpurry. I think the capital-gains taxes undoubtedly 
have some restraining influence on the current sale of securities. I 
think, as I said a minute ago, the large investor or true investor is 
interested more in the relative merits of different securities than he is 
in the levels at which those securities are selling, because if he sells 
one he has to buy another, and he has to keep his funds invested. It 
is a relative matter. 
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If in the process of switching from one security to another he has to 
take a loss of part of his investment and pay it to the Government in 
taxes, then he has to be more sure that the security he is switching to 
is better than the one he has—more than he would be if he made an 
even trade. To that extent, it is a deterrent to the supply of stocks and 
to the ready sale of stocks. 

| suppose the next question or the next thought is that if that is so, 
why do you not recommend its repeal? I have not recommended its 
repeal. We have given a great deal of study to whether it should be 
scaled down, or whether it should be partially modified or repealed 
entirely. I think, as I have said, there is no question that—I will go 
further than that. I will say I think there is no question but that if 
the capital-gains tax were repealed today that the Treasury would 
probably get as much, and possibly more, money than it will with a 
half a tax than it would with the full tax we have today. I think that 
would continue for some little time, because I think the increase in 
volume would more than offset it for the reduction of some substantial 
amount in the rate. 

The deterrent to repeal, and there are several of them, is this: That 
the great disparity between the tax on individual income and the tax 
on capital gains is a thing that is so wide and so great that it is influenc- 
ing commercial transactions. Business people and individuals, and 
everybody in the country—you, me, and all the rest of us—determine 
or think very carefully and cautiously as to what we are going to do 
and how we are going to do it to get it into a capital-gains field rather 
than into a current income field if it can be done, possibly because of 
this great disparity in tax costs. 

If you repeal the capital-gains tax you still further intensify that 
disparity and still further increase the incentive to manipulate your- 
self into a capital-gains operation instead of into a current-income 
operation. 

I think that the complexities and difficulties, and the tremendous 
influence a tremendously high level of income-tax take has on business 
conduct is such—on the grade on which you have to operate—is such 
that I do not think it is a good ing for the country to increase that 
disparity. So in my mind, while there are advantages on one side, 
the disadvantages on the other are such that I have not felt I wanted 
to come to the Congress and make a recommendation of a reduction 
of the capital-gains tax. 

Senator Ives. Thank you very much. 

The Caarrman. The Recinten from Connecticut is recognized. 

Senator Busn. Mr. Chairman. 

I certainly congratulate the Secretary on the excellent prepared 
statement ma er he first made here, and on his subsequent comments 
on the question of confidence. I feel we are very fortunate in our 
Secretary of the Treasury in having a man of his broad experience 
and sound judgment and character and integrity and devotion to the 
public interest, at a time when we are living, as we are so often re- 
minded, in an age of peril, and the maintenance of a strong and healthy 
economy is of vital interest to the people of the United States. 

I believe the Secretary has shown that in all of his actions and 
utterances of the past 2 years. He has spoken about the question 
of confidence. I think that is a question of considerable importance 
to this committee. The Secretary says that a healthy stock market 
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is one of the evidences of a strong and growing nation. I believe that 
is correct. He speaks of the 41% billion shares representing the in- 
vestment by millions of savers throughout the country. That is im- 
portant to remember, that it is millions of people who own these 
shares—small investors for the most part—and that they are the 
fountainhead of more and better jobs. 

I emphasize those words because I think they are very, very sig- 
nificant in this whole thing. I think we owe the Secretary a debt 
of gratitude for pointing out that involved in this business of stock 
market is the.question of confidence; and upon confidence depends 
the development of more and better jobs. A healthy stock market 
can be one of the greatest jobmaking forces in our American life, 
because it will attract the great mass of the people’s savings into 
jobmaking enterprises. 

' Task the Secretary if he does not agree with that statement. 

Secretary Humenrey. I certainly do. 

Senator Busn. Mr. Chairman, much talk has been had about com- 
parisons between 1929 and 1955. I think we should also consider 
another comparison which is of more interest to this committee, which 
is the period of 1933 and 1934. Because it was in 1934 that the Securi- 
ties Exchange Act was passed. I think that was the year, or about 
then. 

As I understood it a few weeks ago, and I certainly said so at the 
committee executive hearing, the purpose of this investigation or 
study was to find out how that law was working and whether there 
was any amendment to it that was desirable at the present time. I 
venture to express the hope that this investigation will keep that 
purpose in mind and realize we are dealing with a very sensitive 
situation. 

In 1934 the purpose of that investigation was to restore confidence. 
Confidence had been very badly shaken by a worldwide depression. 
Confidence was very badly shaken and the decline in the stock market, 
of course, had a lot to do with it. We had a terrible unemployment 
situation. In order to bring savings back and create more savings 
so that we could create more jobs, we had to restore confidence. That 
was the purpose of that investigation and the Securities Exchange 
Act of 1934, which I believe stands as a great credit to the adminis- 
tration at that time. It is a real constructive contribution to our 
American way of life. 

So, Mr. Chairman, I might point out too that in that investigation 
the committee did go into the question of manipulation, and the ques- 
tion of disclosures, and the question of pools—and all of these ques- 
tions—to see whether the public interest was being served properly 
or not. It found out in many casés that it was not, so the legislation 
that was drafted was designed to serve the public interest, recognizing 
the importance of the equity markets, particularly, to the whole 
American economy, and the fact that there had to be confidence if we 
were going to go ahead with the American system under which we 
propose to live. 

So I venture to hope that this investigation can pay somewhat 
more attention to the law and to the different sections of the law, 
and to find out as we go along here whether there is any need for 
revision, and whether the law is working well, and stick a little more 
to our business of lawmakers and not use this investigation in any 
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way inadvertently—and I think perhaps some of the fears that have 
been aroused around the country have been due to inadvertent ques- 
tions by members of this committee—rather than otherwise. But 
let us stick to the question of how we can improve the situation so 
as to protect the savings of the people and attract them into these 
jobmaking enterprises that the Secretary so wisely speaks of. 

Secretary Humpurey. I just make this one comment, Senator Bush. 
Confidence may take weeks, months, and years of good conduct and 
demonstrated conduct to build up. It can be lost in a day. 

Senator Busn. I think the Secretary is absolutely right in that. IL 
think we should be very grateful to him for reminding us this morn- 
ing of that very important fact. 

Mr. Chairman, I yield the balance of my time. 

The Cuarrman. The Senator from Maryland. 

Senator Brau. I pass, Mr. Chairman. 

The Cuarrman. The Senator from [linois, 

Senator Doveras. Mr. Secretary, I would like to address a series 
of questions to you on the relationship of the tax changes in the 
1954 act to the increase in stock-market prices. I would like to begin 
with the effect of the so-called accelerated depreciation provision in 
your tax bill of last year. 

Mr. Secretary, could you tell us in a few words something about 
the new accelerated depreciation provisions which were put in your 
bill last year? What are those provisions, and how do they affect 
the depreciation charges of companies? 

Secretary Humpnurey. Well, Senator, in a word, what the changed 
depreciation provisions provide is that in the earlier years of the life 
of a depreciable item a greater amount of depreciation can be taken. 
Then it is graduated down to a lesser amount in the later years, 
rather than taking the-— 

Senator Doveras. Starting out at double the straight-line rate. 
Is that right? 

Secretary Humpnrey. That is approximately right. It is the same 
total amount in the end, but it is more now and less later. 

Senator Dovenas. Would you mind if we worked through an ex- 
ample to see how it develops? Let us take a company that wants a 
new depreciable facility that costs, let us say, $1 million, and which 
has a 20-year life. Under the old straight-line method its annual 
depreciation charge would be one-twentieth of that, or $50,000 a year. 
Is that correct? 

Secretary Humpnrey. That is right. 

Senator Doveras. And the tax receipts at a 52-percent rate then 
would be $26,000. 

Secretary Humpurey. That is right. 

Senator Doveras. Under the new declining balance method—and 
I omit the sum of the years method—the depreciation in the first year 
would be what? 

Secretary Humpnrey. I will have to check that. 

Senator Doveras. It would be $100,000, would it not? If the 
straight-line method were $50,000 and you have doubled the rate 
of depreciation in the initial year, then the deduction would be 
$100,000, would it not? 

Secretary Humpurey. That is right, sir. 
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Senator Doveras. And the tax value of that depreciation charge 
would be $52,000. Am I correct? 

Secretary Humeurey. That is right. 

Senator Doveias. In other wor ds. the company would save $26,000 
in taxes in the first year by using this method. Is that correct? 

Secretary HumMpHREY. That is right. 

Senator Dovetas. In the second year, then, what would the depre- 
ciation allowance be? 

Secretary Humepnrey. I will have to ask Mr. Smith to work it out. 
It is a mathematical calculation. 

Senator Dovetas. Would it be 1.8 times the straight-line method? 

Mr. Smrru. I think it would be $16,000. 

Senator Doveias. No; $1 million is the capital facility. Twenty 
years physical life. The straight-line method is $50,000. The second 
year would be 1.8 times that, would it? 

Mr. Smiru. Yes. On $900,000. 

Senator Doveuas. No. Not $900,000; $90,000, would it not? 

Secretary Humpurey. It isa declining balance ‘and you have $900,- 
000 left. You do not have a million dollars left any more. All you 
have is $900,000 now. 

Senator Doveras. How much would you deduct then? 

Secretary Humpurey. Just figure it out. 

Mr. Smrru. In the first year the original cost was $1 million. 

Senator Dovexas. That is right. 

Mr. Smrrn. The depreciation the first year would be $100,000. 

Senator Doucias. That is correct. 

Mr. Smiru. That would leave a balance of $900,000. 

Senator Dovuanas. That is correct. 

Mr. Smiru. To which the rate would be applied at the double rate 
on a 20-year life, which would be 10 percent, or $90,000. 

Senator Doveias. That is what I thought. 

Mr. Smirn. Yes. 

Senator Dovetas. What would the tax value on that be? Are my 
figures correct? I have $46,800. According tomy arithmetic the tax 
value of 52 percent of that would be $46,800. Does that check with 


your figures ? 


Mr. Suir. It sounds substantially correct. 
Senator Doveras. Or $20,800 more than under the old straight-line 
method. In the first 2 years, therefore, the company would save 
$46,800 in taxes; $26,000 the first year and $20,800 the second year. 

Mr. Smrrn. Those figures seem correct. 

Senator Doueias. I understand that the argument is—and I believe 
the Secretary repeated that in his initial statement—that after a num- 
ber of years the company will start to repay the tax savings of earlier 
years because it would be able then to claim less depreciation than 
under the straight-line method. 

Secretary Humpnrey. That is right. 

Senator Doveias. Assuming the rate of depreciation remains the 
same. 

Secretary Humpnrey. That is right. If there is no change and 
it remains the same. 

Senator Doveras. But, Mr. Secretary, if at that time the company 
buys another $1 million facility it will again save in taxes, will it not? 
Secretary Humrnrey. Each time you buy an item 
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Senator Dove as. And these savings will be greater than the 
amount of repayment with respect to the first facility. 

Secretary Humpnrey. Will be what? 

Senator Doves. The savings in taxes will be greater than the 
amount of repayment with respect to the first facility. That is, you 
get your saving on your first facility and saving on the second before 
the first is really fully depreciated. : 

Secretary Humpurey. It would depend, of course, on when you 
bought it. 

Senator Dovetas. I understand. In fact, if the company continues 
to expand—and I presume that that is the purpose of this progres- 
sion—its tax savings on new facilities will continue for some consider- 
able time to stay ahead of the former tax savings it would have to give 
back as the facilities get older. 

Secretary Humpnerery. That could be. 

Senator Dove.as. In other words, what you are doing is eating into 
the future in the same way as was done under the Rum! plan and 
under section 462 of the 1954 Internal Revenue Code, about which 
there has been some discussion in recent days. 

Secretary Humpnuney. I do not quite like to say. I do not know 
how this compares to section 462. But the fact is that this could, if 
carried out. 

Senator Doveras. Section 462 eats into the future. It charges 
off 2 years’ expenses in the first year and therefore went on a future 
year. Therefore, this is part of the same family, so to speak. One 
eats into the future on the first new installation, and by the time the 
depreciation charges are less and the taxes would be more, then by 
developing other new facilities one is able to get a greater tax 
deduction. 

Secretary Humpnmrey. Senator, do you not think that that would 
be a good thing? 

Senator Dovetas. I am not going into the question, Mr. Secretary, 
as to whether or not it is a good thing. I am not arguing that. 

Secretary Humrnrey. Let me ask you this: Do you not think it is 
a good thing if I have had to buy one of those machines either to 
make a new job or a better job for a man to work at? 

Senator Dovenas. I am not arguing, Mr. Secretary, please. Re- 
strain yourself. I would like to find out how this operates. 

Secretary Humpurey. I would like to have it all in—the entire 
operation brought in. 

Senator Doveras. But please answer the question. 

Secretary Humpurey. I am trying to show how it operates. 

Senator Dovenas. I had not questioned its propriety. I have tried 
merely to understand its operation. Now, Mr. Secretary, these tax 
savings under accelerated depreciation in the early years of a new 
facility’s life can be used to help pay for the equipment, or build up 
a fund with which to buy new equipment, can they not? 

Secretary Humpnrey. The tax savings? 

Senator Dovaras. Yes. 

Secretary Humpurer. Yes, certainly. 

Senator Doveras. In fact, using the example we had before over 5 
years, if my arithmetic is correct, the tax savings would amount to 
about $81,000 in the initial years. 
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Secretary Humpurey. I imagine something like that. 
Senator Doveas. These tax savings of 8 percent of the cost of the 
facility would mean, if the company ‘had to raise money from outside 
to finance the investment, it would have to raise 10 percent less because 
of these tax provisions. 

Secretary Humpnrey. It would raise substantially less and have a 
much better chance to raise it. 

Senator Dovetas. That is right. Therefore, is it not fair to assuine, 
insofar as companies can take advantage of these accelerated depre- 
ciation provisions, that their dependence on the market for financing 
would be reduced ¢ 

a Humpnrey. I think to that extent, yes. 

Senator Dovuetas. So we might expect that companies will be offer- 
ing fewer shares of new stocks than they would be if they did not have 
these tax savings? 

Secretary Humpnery. Not necessarily, because as business expand- 
ed and put in new developments—— 

Senator Doveas. I understand, but you are providing for this out 
of tax savings. 

Secretary Humpurey. If you did exactly the same. 

Senator Dovetas. That is right. 

Secretary Humpurey. But of course, the chances are they would 
not do the same. 

Senator Doves. So the effect of this accelerated depreciation seems 
to be that new issues of stock would fall off while demand increases and 
the price of shares goes up. 

Secretary Humpnrey. No. That is where you get into trouble. It 
is just the opposite. 

Senator Doveras. This may be where the Treasury gets into trouble, 
but it is not where I get into trouble. 

Secretary Humpurey. I think the stimulation of industry and 
stimulation of jobs—— 

Senator Doveras. I do not see how you can avoid it. You have said 
“ves” to all of these previous questions. I do not see how you can 
balk at the final question; namely, that it makes possible greater 
internal financing without dependence on the stock market. 

Secretary Humeurey. We will have more people working at better 
jobs and making more goods and collect more taxes. 

Senator Douenas. It increases the earnings of corporations at the 
same time it diminishes the amount of stock issues and increases the 
demand for stocks and diminishes the supply of stocks, and hence 
increases the price of stocks. 

Secretary Humpurey. I am sorry. I just do not follow you and 
I do not think that is it. The trouble is, you have lost the logical 
sequence, 

Senator Doveras. No. I think you simply refuse to follow the 
inevitable processes of logic. 

Secretary Humpurey. No, Mr. Senator. The difficulty is you leave 
out the other factors involved. 

Senator Dovetas. Mr. Secretary—— 

Secretary Humpnrey. You leave out the fact that you have more 
people working at better jobs, and making more goods at better prices. 

Senator Doveras. Mr. Secretary, I pointed out, and I have even 
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granted that these tax savings would be spent for new equipment. It 
is really part of the equipment. 

Secretary Humpnrey. That is right. : 

Senator Dovenas. That is enough at the moment, Mr. Chairman, 

The Cuatrman. The Senator from Delaware. 

Senator Frear. No questions, Mr. Chairman. 

The Cuarrman. Mr. Secretary, I am not sure I can ask you any 
questions that might not have implications that would or might affect 
the confidence. 1 will try not to. 

Secretary Humrurey. I hope you won't. 

The Crarrman. I would like to say, however, in this hearing there 
has been ample opportunity for any ‘member to ask any questions he 
would like, showing that everything i is perfection. There is a differ- 
ence in the approach of any questioners, I suppose. The intent was 
simply to elicit whatever knowledge the witness had at the moment. 
I am at a loss to understand why ‘there is such approval of the 1934 
hearing and enactment of legislation compared to this. The obvious 
purpose of this hearing is to ‘avoid the necessity for another 1934. It 
is purely preventive in action and in its intention. Whether or not 
it succeeds is another matter. 

I remember Professor Galbraith peewe out one of the reasons 
why the Federal Reserve or anyone else in authority would not make 
any criticism of the market in 1928 would be the very reason we were 
here; because they would be blamed for whatever corrective action 
might result, and therefore they all persisted in saying everything 
was fine. Unfortunately, somebody has to take that Sites, I am 


perfectly willing to take it because I think corrective action is very 


healthy to this market. 

I think even in the Wall Street Journal—I should not say even, 
because I do not know of anybody better qualified to observe or eval- 
" ate the effect of this hearing and its effect if it did have one, and 

I do not know that it did, on the market. They said in this morning’s 
paper 

By and large, Wall Street brokers believe this attitude is all to the good at this 
juncture and will cause investors to be more careful and also put a brake on 
those tempted to buy any stock that is momentarily in the market limelight. 

I think it expresses pretty well what the real judgment of com- 
petent observers on the effect of these hearings. 

I can only say that if the members of the committee feel that the 
questions of the chairman are not appropriate, they have a perfect 
right to ask any questions they like in a different approach. I am not 
seeking only the b a news, but trying to elicit whatever the witnesses 
themselves would say. I would not presume, for example, to influ- 
ence the responses of a man like General Wood. The fact that he 
says he has $90 million that he did not wish to invest was not brought 
out by me with any purpose of having an effect on this market. It was 
a fact that came out. He might well have said something else. I 
did not know what he was going to say, as a matter of fact. 

I wish my colleagues would question the Secretary, or any other 
witness, at length, and develop whatever they wish to as far as the 
significance is concerned, however it may bear on this present market. 
I was not conscious of any restraint at any time upon you. If any of 
you wish recognition, from now on all you have to do is ask for it. 
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Senator Capenart. I am delighted to know you have changed the 
rules. 

The CuairmMan. I have not changed the rules. I have explained 
to the Senator several times what the rule is. We will go through 
the full committee once with everyone having 10 minutes, and there- 
after it is a matter of recognition, which is the customary and normal 
way. 

Senator Capenart. Let me ask this question of you: Why did you 
start this hearing out with this statement—and again I read it: 

In November and December of 1954, however, there was a sudden change in 
the market; and with it, a marked change in the public’s mood. Stock prices 
shot up abruptly, reaching heights equal te and even in excess of those on the 
eve of the 1929 crash. Now the question was everywhere asked whether the 
wheel of history was about to make a full turn; whether a new stock-market 
collapse on the 1929 model lay directly ahead. 

Why did you start out in that atmosphere and with that statement ? 

The CuarrMan. Because the statement happens to be true. 

Senator CapeHart. You mean it is true everybody was talking 
about. whether or not we were going to have a 1929 stock crash? 

The CuarrMan. I think, however, it is very inappropriate to engage 
in bickering with you before this audience. We are perfectly willing 
to argue—— 

Senator Caremarr. You started it just a minute ago by looking 
around here and criticizing in professor fashion the members on this 
side for our failure to have done this, that, or the other thing. If 
you will just stick to your knitting and ask your questions we w vill be 
perfectly able to take care of ourselves and ask our questions. We 
do not need a lecture from you or anybody else on your side. We 
resent the fact that we have been lectured. 

I stand on the statements I made. I am going to brief and put 
into the record the tenor of the questions that have been asked here. 
I shall prove when I get through with the brief that the tenor of 
questions that have been asked has been on the basis that stock prices 
are too high and something might happen. I will prove it. It will 
take 3 or 4 days to brief it, but ‘T will prove it. We do not need any 
lectures from you any any body else, Mr. Chairman. We are capable 
of asking our own questions, and we will. 

The Crairman, Well, the Senator always adds a great deal to the 
dignity and intelligence of our hearings; just as he did in New York 
on last weekend. 

Senator Carenart. Let me say this about that. 

The Cuatrman. I wanted to question when you were through. 

Senator Careuartr. You said a minute ago you would yield. 

The CHarrMan, For a question, 

Senator Carrnart. I was one of the liberals and I adopted the 
procedure in this committee under the FHA when I was chairman 
that any man whose name was mentioned before this committee and 
felt he had been harmed or hurt, had an immediate right to come 
before the committee and be heard and present his own viewpoint. 
That philosophy I believed in then, and I think it is the proper phil- 
osophy. Having tried on several occasions to get you to call Mr. 
Winchell, who is the only man and the only third party who has been 
mentioned in these hearings. Some Senator’s questions brought out 
facts that indicated he was irresponsible and he had been trying to do 
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this and that and the other thing. I felt he should have an oppor- 
tunity as an American to come before this committee and present his 
own viewpoint on what he did or did not do. 

That is exactly the way I feel about it. Being one of the great 
liberals of the United States and wanting to look after the civil rights 
of people and give them a right to | eard when they think they 
have been harmed, I took that position and did go to New York and 
did appear on Mr. Winchell’s program. I did it use I thought he 
is an American and had a right to be heard, and the right to defend 
himself and tell his side of the story. The testimony that went before 
does have some very, very unkind things that were said about him. 
I do not know whether they were true or not, but nevertheless, he was 
placed in a very unfavorable light. Being a great liberal, as I know 
the able Senator is, I believe in the rights of an American who is hurt. 
I have heard a lot about that over the last several years, as to how 
witnesses were denied the right to be heard when they felt they had 
been harmed. 

I shall put into the record tomorrow where, when I was chairman 
of the FHA hearings, not once but 20 times I made the statement that 
any man whose name was either advertently, or inadvertently, or pur- 
posely mentioned, he had the right to come immediately before the 
committee and state his own position. You can criticize me for it if 
you want to, but I stand on that principle. I thought all liberals did. 

Senator Douveias. Will the Senator yield? 

The Cuarrman. I yield to the Senator. 

Senator Dovetas. I agree with you it is not seemly to have this 
discussion in public, but for the sake of clarification of the record, if 
my memory is correct our initial question as to Mr, Winchell in con- 
nection with this oil company was asked by the very able Senator 
from Connecticut, Mr. Bush ; and that the subsequent questions merely 
expanded the initial question. 

The Cuarrman. That is right. I think that is correct. 

Senator Capenarr. It makes no difference to me who asked it, even 
if it was inadvertently and innocently asked. I maintain any man 
whose name is mentioned before this committee, or any committee, 
ought to have the right immediately to appear before this committee 
or any other committee and present his viewpoint. I stand on that, 
and think it is the right principle. I hope from this time on not only 
this committee, but every committee in the Congress will take that 
position, because sometimes innocent people get hurt. If you ask a 
man a question, particularly under oath, he has to answer it. That is 
the way I feel about it. 

I want to say this: You might get more cooperation on the part of 
our side of the aisle if we knew more about what was going on, and if 
we were consulted about who might be witnesses in advance, and be 
given an opportunity to pick some of our own witnesses. 

I do not mind telling you, since you bring it up and want to make 
an issue of it and lecture us, we are not very happy. We have not 
received any information, and our advice has never been asked in 
this hearing, or any other, as to who might be called as witnesses, or 
how we might proceed. We have been told very little about what was 
going on. 

The CuarrMan. Is the Senator through? 
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Senator Capruart. I have quit talking. You ought to be able to 
appreciate that fact. 

Senator Douvenas. Mr. Chairman? 

The Cuarrman. The Senator from Illinois. 

Senator Dovexas. Does the Senator yield? 

The Cuarman. I yield to the Senator from Illinois. 

Senator Dovenas. Unless my memory is greatly at fault, in the 
executive session the list of prospective witnesses was submitted by 
the chairman, and I heard no objection to that list. It was pub- 
lished very shortly afterward. I seem to have seen a mimeographed 
list. 

The Cuarrman. The Senator is quite right. It was all discussed 
in the committee. Not only that, but in the hearing itself, and its 
objectives, and all the rest of it. The scene has changes and the story 
has changed. The Senator from Indiana knew all about that. 

Mr. Secretary, I am not sure there is any profit in retaining you here. 
I am afraid if I should ask you about the effect of interest rates on 
Government bonds that might unsettle the bond market. Do you 
think it would? 

Secretary Humpnrey. I do not know. 

The Cuatrman. Has there been considerable fluctuation in the 
price of Government bonds since you have been Secretary ? 

Secretary Humpnrey. Yes, there has. 

The CuatrMan. What caused that? 

Secretary Humpnrey. Different pressures and demands for money. 

The Carman. Did some bonds go down as low as 90 cents on 
the dollar? 

Secretary Humpurey. I believe so. 

The Cuamman. Then they recovered ? 

Secretary Humrurey: Partially at least. 

The Cuarrman. Are any of them under par now? 

Secretary Humrnrey. I cannot tell you. 

The Cuarrman. You cannot tell oat 

Secretary Humpurer. No. 

The Cuarrman. [f you cannot, then I do not know who can. 

Secretary Humrpurey. I have not checked it. 

The Cuamman. Do you think it would be improper to inquire about 
the effect of inflation upon the holders of Government bonds in a 
hearing like this? 

Secretary Humpurey. What? 

The Cuarrman. Do you think it would be improper to inquire about 
the effect. of inflation upon the holder of a Government bond in a 
hearing like this? Is that a subject that might affect the confidence 
of people in Government bonds? 

Secretary Humpnrey. I do not think so. 

The Cuarman. It seems to me it would very much if we really 
went into the effect of inflation upon the people who own any kind of 
interest-bearing security ; would it not? 

Secretary Humenrey. I think the effect of inflation is becoming 
pretty well known. 


The Cuarman. If it was well known why do you think people 
buy bonds? 

Secretary Humpnrey. Why would they buy bonds? 

The Cuarmman. Yes. Why do they? 
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Secretary Humenrey. Do you fear inflation now ¢ 

The Cuarrman. I am asking you. 

Secretary Humpnrey. I do not just quite get what it is you are 
seeking. I do not understand what it is you are driving at. 

The Cuairman. Inflation destroys the purchasing power of money, 
does it not ¢ 

Secretary Humpurey. That is right. 

The CHarrman. If you own a bond, it is to make up for the destrue- 
tion of the purchasing power. 

Secretary Humrpnrey. That is right. 

The Cuarrman. If a man bought a bond in 1939 or 1940, has he 
fared very well as the owner of a bond, contrasted to stocks, in the 
last 20 years? 

Secretary Humrpnrey. No; I think not. 

The CuatrMan. I only use it as an illustration. It is difficult to 
talk about any of these things without raising this question of con 
fidence. I do not know how one goes about trying to understand a 
simple thing like that without actually raising some question ‘Bisut 
it. I suppose you should not talk about it. 

With respect to the stock market, I am unable to follow this argu- 
ment that confidence is such a delicate thing that in 1 minute it can 
be destroyed. I do not believe that. I think our economy is much 
too strong and much too sound to be affected by the observations of 
witnesses here, many of whom do not agree. Naturally they have 
not agreed on all items that might be affected. I cannot believe that 
vou mean we are so delicately balanced that we could destroy the 
confidence in our economic system in a few minutes by conversation. 
I cannot follow that. 

Secretary Humpnrey. I do not think that just conversation will 
do it, Senator. I think the thing that will affect confidence is fear 
ot action at some time. 

The CuarrMan. Fear of action? 

Secretary Humpurey. That is right. 

The CuarmrMan. We have certainly proposed no action here. We 
were inquiring about why action was taken. You in your own state- 
ment say that the increase in margin re uirements was a desirable 
thing. “We believe it to be a desirable thing.” If it was desirable 
you must mean there were conditions which warranted that action. 

Secretary Humrnrey. I thought so. 

The Cuatrman. Which, I assume, means there was too much credit 
in the market—speculative credit? 

Secretary Humpnrey. I thought it was beginning—I thought it 
was time to do that. 

The Cuarrman. Then to that extent it raises a red flag? 

Secretary Humpurey. That is right. 

The Cruamman. I do not know that we have gone any further than 
that. This attack by my colleagues as to our destroying confidence 
seems to me no more justified than to say you did it. I do not think 
you did at all. I think your statement was entirely correct and jus- 
tified. As to the examination of the reason why, I do not see how that 
could hurt, either. In fact, I am not convinced about this idea that 
we have destroyed confidence, or that a discussion by a committee 
such as this would destroy it. It is not in the facts brought out by 
people like yourself and General Wood, or Mr. McCloy, of the Chase 
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National Bank. If they come in and tell of facts which indicate there 
is some great weakness, then, of course, that would ; but I do not think 
that has happened. Do you have the impression that has happened ¢ 

Secretary Humpnrey. I do not think there are any facts that 
justify that sort of thing. No. 

' The Cuarrman. I do not either, but I emphasize the facts. What 
do you think did justify it? 

Secretary Humpurey. I think an examination of facts is an en- 
tirely different thing. The examination of facts as I say—a study 
of what the facts are—is a perfectly proper method of procedure. I 
think a study on bringing the facts out is perfectly all right. 

The Cuairman. The facts with regard to the existence of credit, 
for example? How much credit is in the market? Those are facts 
which were brought out. 

Secretary Humrnrey. That is right. 

The Cuarrman. And brought out, I think, in an accurate way. As 
far as I know there was no challenge to the facts that were brought 
out with regard to matters of that kind. One illustration, I think, 
of perhaps a justifiable inquiry—and there has been the same criticism 
with regard to defense industries—I think it was about 2 or 3 days 
after the matter was first mentioned in this committee, if I recall it 
correctly, that the President himself requested the reenactment of the 
renegotiation bill. I think maybe it was a coincidence, but it could 
have been a reminder. 

Secretary Humpnrey. No. That was just a pure happenso. 

The Carman. A what? 

Secretary Humpurey. A pure happenso that it happened to come 
at that time. That had nothing to do with this hearing. 

The Cuarrman. Why do you think it was not requested in the 
initial program of the President? Did he overlook it ? 

Secretary Humpeurey. No. There was some discussion over in the 
Defense Department when they were examining contracts to see to 
what extent the matter could be covered by contracts. It was thought 
it possibly could be covered by contracts in the Defense Department 
and would not need to be a law. There was an examination made to 
see whether it could be effectively done, and it was decided that it 
could not be effectively worked that way. If it were, and the pro- 
visions were put in to be effective it would slow down activity. 

That had absolutely nothing to do with this committee. 

The Cuamman. I have just been handed a ticker tape which indi- 
cates that it seems this morning there was a big rally. Do you think 
we have caused that? It says: 

There was a rally in the stock market in the early trading. The ticker ran 
ate. 

Secretary Humpnrey. I would be very gratified if I caused it. 

The Crarrman. You would like to take credit for that. Do you 
have any other questions? 

Senator Capenarrt. I do not have any questions, Mr. Chairman. 

The Carman. Here is a great opportunity now to develop facts 
and restore confidence. 

Senator Cargenarr. I am mindful of the fact that it is almost 12 
o'clock and we will be voting in a minute. 
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The Cuatrman. I do not think you will be voting for quite a while. 
I understand we are not likely to vote until quite late this afternoon 
under the agreement of 2 hours, or something like that, on each side. 

Senator Caprnart. I think the Secretary made a good statement, 
and what he said I agree with. I do not have any further questions 
to ask him. 

The CHatrMan. Does the Senator from Illinois have any questions? 

Senator Dovetas. I would like to ask the Secretary some questions 
on the dividend-exemption provision. 

Mr. Secretary, when the dividend-exemption plan was originally 
advanced in your bill last year, one of the arguments, which I believe 
you brought forward in support of it, was that you thought it would 
overcome the reluctance of corporations to issue new equities. They 
would then finance their growth to a greater extent by the issuance 
of stock and less by the issuance of bonds. Am I correct in that? 

Secretary Humpnrey. I do not think that it was the reluctance of 
corporations to do it, but I think it was to assist the marketing of 
securities. 

Senator Dovetas. Yes. As I read your testimony there were re- 
peated references to the recent trend to more and more debt financing. 

Secretary Humenrey. There have been. 

Senator Doverias. Pardon ? 

Secretary Humpnrey. There have been. 

Senator Doveias. Yes. I suppose the staff in the Treasury De- 
partment has made a careful study of new capital issues in recent years, 
and it was on the basis of such a study that it was concluded that the 
dividend windfall for the upper-bracket individuals was necessary. 

Secretary Humpnrey. I do not think it was a dividend windfall. 
I think we intended to correct an error. 

Senator Doveras. Or dividend exemption. 

Secretary Humpnurey. We were attempting to correct an error that 
crept in. 

Senator Doveras. And that in recent years the percentage of debt 
financing had increased and the percentage of equity financing had 
diminished ¢ 

Secretary Humpurey. No. That is not what we said. We said 
we were trying to encourage a greater amount of equity financing. 

Senator Doveras. Did you not also say the percentage of equity 
financing had diminished ¢ 

Secretary Humpurey. No; I do not think so. We said we were 
trying to stimulate equity financing as opposed to debt financing. 

Senator Doveras. And that the corporation tax combined with the 
personal income tax led to double taxation, and to remove this it was 
necessary to exempt some of the dividends from taxation ? 

Secretary Humpurey. It was desirable. Yes, sir. I believe so. 

Senator Doveias. Did we have taxation of corporate profits in the 
twenties ¢ 

Secretary Humrnurey. In the twenties? 

Senator Dovetas. The 1920's. 

Secretary Humrnrey. Yes. Corporate profits you are talking 
about / 

Senator Dovetas. Yes, sir. 

Secretary Humpurey. There were corporation taxes in 1920. 
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Senator Doveras. Was there a tax on corporation profits in the 
twenties / 

Secretary Humrurey. Sure. You had an income tax. 

Senator Dovetas. As high as the present tax ¢ 

Secretary Humrurey. Oh, no. 

Senator Doveias. Do you know what the rate of taxation was, Mr. 
Secretary ¢ 

Secretary Humrnrey. No, I do not, but I will have to look it up 
and see. [ 

Senator Doueias. Very much lower, was it not? 

Secretary Humpnrey. We have had corporation taxes for a long 
time. 

Senator Doveias. Very much lower, was it not, if it existed 

Secretary Humpurey. I will get the rates. I cannot guess, but it 
is just a matter of record. Of course, the individual taxes and cor- 
poration taxes were both lower. 

Senator Doveias. Mr. Secretary, are you acquainted with the 
Survey of Current Business issued by your sister Department, the 
Department of Commerce ! 

Secretary Humrurey. I have not seen it yet this month. No. 

Senator Doueias. You do not read it? 

Secretary Humpnurey. I see it sometimes. 

Senator Dovetas. You are acquainted with the publication? 

Secretary Humpnrey. Yes. 

Senator Doveras. I hold in my hand the issue for March 1948 and 
the issue for April 1954 and I would make them available to your 
staff for checking so that they can verify whether or not my figures 
are correct. 1 have made a tabulation from these studies of the per- 
centage of new issues in the form of stocks from 1920 to 1928, a period 
of 9 years; and from 1946 to 1953, inclusive—the postwar period of 8 
years. Would you be interested in those results, Mr. Secretary ? 

Secretary Humwrurey. I do not know that it makes any particular 
difference. 

Senator Doveias. The argument has been that because of the heavy 
taxes, alleged to have been doubled in nature, that equity financing was 
crippled. That statement has been made. Would you be interested 
in facts on this point ¢ 

Secretary Humpnrey. I would be interested in the facts, of course. 

Senator Doveras. The facts are these, Mr. Secretary, if I can add 
and divide—and I will have them checked by your group. 

In the 9 years from 1920 to 1928, inclusive, the average of the years 
was 28.31 percent of new issues in the form of stock. If you include 
1929, which was a year of high issue, that average was raised to 31.69 
percent. 

Senator Busu. Does the Senator yield? 

Senator Dove.as. I would like to finish. 

Senator Busu. I want to clarify it. When you said “stock” is that 
all common stock, or preferred stock, or what kind of stock? 

Senator Douenas. Stock issues, All kinds of stock. If you take 
the 8 years, 1946 to 1953, inclusive, the average is 34.87 percent, or an 
absolute increase of 614 percent cver the 9-year period from 1920 to 
1928, indicating that in the postwar period the percentage of stock 
as a form of new issues was appreciably higher than the twenties. 

Secretary Humrurey. Let me read you a few figures. 
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Senator Doveras. Mr. Secretary, before you come back on some 
other subject, would you say, or could your staff inform you and then 
you inform the committee whether my statement of facts is correct ? 

Secretary Humpurey. It depends on what years you take. Let 
me read you a few years so that we actually have some facts. 

Senator Doveras. I would like to have you answer the question, Mr. 
Secretary. The 9 years from 1920 to 1928, or the 10 years from 1920 
io 1929, inclusive, either one, as compared with the 8 years from 1946 
to 1953. So that we have an agreed basis of facts. 

Secretary Humpurey. I do not have those figures before me, but I 
have some others. 

Senator Doucias. Naturally there will be fluctuations from year to 
vear, but T would like to take an average. 

Secretary Humpurey. Let me read you a few figures. 

Senator Doveras. These figures are taken from your sister depart- 
ment, the Department of Commerce. 

Secretary Humpurey. My figures show beginning in 1926 the per- 
cent of stocks was 27. 

Senator Dove.as. What percentage in 1926? 

Secretary Humpnrey. 27. 

Senator Dovetas. That roughly agrees with mine, but mine is 26.3. 

Secretary Humpnrey. 1926 was 27; 1927 was 27; 1928 was 50. 

Senator Doveias. Will you give them more slowly, Mr. Secretary. 
1928 was what? 

Secretary Humrurey. 50. 

Senator Douatas. I have 45. 

Secretary Humpnrey. 1929, 72. 

Senator Doveras. I have 62. 

Secretary Humpnurey. Let me read you the last 3 years. 

Senator Doveras. Why do you not start with 1946, Mr. Secretary? 

Secretary Humrurey. With what? 

Senator Doverias. With the year 1946. 

Secretary Humpurey.. All right. I will. 29. 

Senator Doveras. I am 41. 

Secretary Humpnrey. 23. 

Senator Doveras. I am 25.9. 

Secretary Humpurey. 16. 

Senator Doveras. I am 20.9. 

Secretary Humpurey. 19. 

Senator Doveras. I am 32.4. 

Secretary Humpnrey. 23 in 1950. 

Senator Dovetas. 46.2. 

Secretary Humpnmrry. 26. 

Senator Dovenas. 43.0. 

Secretary Humpurey. 20. 

Senator Douenas. 37.7. 

Secretary Humpurey. 20 and 21. 

Senator Doveras. The figures seem to be at variance, and I may sa 
the figures I gave are also on galley sheet 79 of the preliminary researc 
material prepared for this committee. 

Secretary Humrnrey. I think it would be well to see that we are 
talking about the same thing. 
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Senator Dove as. I think it would be. I would like to suggest 
that you designate a member of your staff to confer with me and with 
a member of the Banking Committee’s staff to see if we can aline 
these figures. 

Secretary Humrurey. I will be glad to do that because there is ob- 
viously some difference in what we are talking about here. 

(The following supplementary information was inserted, at the 
request of the Secretary of the Treasury, in order to clarify the record.) 


DATA ON THE RELATIVE VOLUME oF CORPORATE STOCK FINANCING 


The figures used by Senator Douglas and Secretary Humphrey on the ratio 
of stocks to total corporate financing are close together for the 1920-28 period as 
a whole, although there are differences in specific years. Both sets of figures 
are based on tabulations made by the Commercial and Financial Chronicle, al- 
though the Secretary’s figures include refunding issues and investment com- 
pany issues in addition to issues for new capital. The 1920-28 average of 28.0 
percent of new corporate security issues in the form of stock (literally averag- 
ing the yearly percentages the same way Senator Douglas did) is only slightly 
different from the Senator’s ratio of 28.31 percent. It appears, therefore, that 
the inclusion or exclusion of investment companies and refunding issues in this 
period as a whole makes little difference in the ratio of stock issues to total 
financing. 

The fundamental difference between the two sets of figures is in the postwar 
period. For this period the Secretary relied completely on Securities and Wx- 
change Commission data since, as the Senator indicated, this provides the most 
dependable source available. These figures indicate that 22.0 percent of gross 
new corporate financing in the 1946-53 period was done through stock issues as 
compared with the 28.0 percent ratio during the 1920's, 

The figures Senator Douglas used for 1946-53 are from two different sources 
which are not directly comparable with each other. His data for 1946 and 1947, 
like his 1920-28 figures, came from the Commercial and Financial Chronicle 
rather than from the Securities and Exchange Commission. But his figures from 
1948 through 1953 are part of a different statistical series, prepared by Securi- 
ties and Exchange Commission and used by the Department of Commerce in 
developing an excellent body of background data on sources and uses of cor- 
porate funds. However, those figures reflect net changes in corporate securities 
outstanding, not total new corporate issues. Comparable data on the net basis 
are not available for the years prior to 1933. 

The Department of Commerce has prepared a table bringing up through 1953 
the series on new capital issues which Senator Douglas used through 1947. That 
series indicates that 24.5 percent of corporate issues were in the form of stock 
during the 1946-53 period. The attached tables show (1) the figures on total 
corporate issues used by Secretary Humphrey, and (2) the figures on new capi- 
tal issues as brought up through 1953 by the Department of Commerce. 

Both sets of figures, therefore, indicate a larger proportion of stock financing 
in the 1920’s than in the 1946-53 period (28.0 percent versus 22.0 percent on 
the Secretary’s figures ; 28.3 percent versus 24.5 percent on the Senator’s figures 
as brought up to date by the Department of Commerce). 
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TABLE 1.—New domestic corporate security issues, 1920-54 


{Dollars in millions] 
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Source: 1920-33: Commercial and Financial Chronicle compilation, as reported in Federal Reserve Board's 
Banking and Monetary Statistics (p. 487); 1934-54: Securities and Exchange Commission, as reported in 
Federal Reserve Board Bulletins and Securities and Exchange Commission annual reports. 

TABLE 2.—New corporate security issues for new capital,’ 1920-29 and 1946-53 
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(The following was submitted for the record by Senator Douglas :) 
STATEMENT BY SENATOR DOUGLAS 


In view of the discussion which the Secretary and I had over the question of 
equity financing in the postwar years, I have sought additional information 
which would shed light on the facts. The original series which I used was 
from the Survey of Current Business for March 1948 and April 1954 and ap- 
peared as a single table in the preliminary staff materials prepared for the 
information of members of the Banking and Currency Committee at the stock- 
market hearings. The Secretary is correct in saying that the data for the 
years after 1947 were based on a series not wholly consistent with that of the 
previous years. 

The Secretary has also gone into the matter at my request and has gathered 
further information. His information and new tables appear in his supple- 
mentary statement. The sources of his table 1 are the Commercial and Finan- 
cial Chronicle for the years 1920-33, and for 1934-54 the Securities and Exchange 
Commission who have brought the series up to date on a consistent basis. There 
is, however, a minor inconsistency in that data as they include the security 
issues of investment and holding companies through 1933 and exclude them for 
the years following. His table 2 also has as its source the Commercial and Fi- 
nancial Chronicle. 
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In view of these differences I have obtained from the SEC a consistent series 
of corporate security offerings for cash from 1920 to 1954 which excludes in- 
vestment trust, trading, and holding company issues for the entire period. 

The series indicates that on an average of the years basis new stock issues as 
a percent of total new capital issues were 25.6 percent in 1920-28 compared with 
22.1 percent in 1946-53. As the Survey of Current Business for April 1954 
points out on page 15, “In the ‘bull’ market of the twenties, total stock sales were 
much higher on a gross basis, but a substantial portion of such sales involved 
changes in existing forms of equity securities rather than raising of new net 
funds.” If, therefore, we exclude 1928 and 1929, the years of the “bull” market, 
the average of the years was 23.6 percent in 1920-27 compared with 22.1 percent 
in 1946-53, a difference of 1.5 percent. On the basis of total new stock issues as 
a percent of total new capital issues for the periods as a whole, the figures are 24 
percent for 1920-27 and 22.1 percent for 1946-53, or a difference of 1.9 percent. 

Whatever figures one uses, and it is important that we have a published series 
of figures which can be accepted by all for their relative accuracy, I believe my 
main point was well taken. That point was the special treatment of dividends 
under our tax laws was not justified by the argument that existing tax treatment 
made corporations reluctant to issue new equities. There was no so-called 
double taxation in the 1920’s. Corporation taxes as a whole were far less than 
in the postwar period. Yet, in the postwar period new equity issues in actual 
numbers were greater than in almost all years of the 1920's (except 1928 and 
1929) and ona percentage basis were only slightly lower. 

It is my hope that the SEC table which I have submitted will be helpful in 
comparing the two periods and in making judgments of policy. 
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Note.—Total new stock issues as a percent of total new capital issues: 1920-27, 24; 1920-28, 27.1; 1920-29, 
32.8; 1946-53, 22.1; 1946-54, 22. 


Total new stock issues as a percent of total new capital issues on average of the years basis: 1920-27, 23.6; 
1920-28, 25.6; 1920-29, 20.23; 1946-53, 22.1; 1946-54, 22. 


Source: 1921-33, Commercial and Financial Chronicle. 1934-54, Securities and Exchange Commission. 
1934-54, same series as used by Treasury. 


Senator Doveras. Mr. Secretary, if my figures are correct that would 
indicate that there has not been a decline in equity financing. 

Secretary Humpurey. Whether there has been a decline, or whether 
there has not been, the dividend provision made it more attractive for 
people to buy equity securities than as though it was not in. 

Senator Doveras. Then the facts do not matter, in other words? 

Secretary Humpnrey. No. It is not the facts at all. It is just a 
matter of what is the actual fact with respect to that particular thing. 
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I do not think, Senator, it takes any argument to prove to somebody 
that if you can buy something with less tax instead of more tax, that 
it is more desirable to buy it with less tax. I do not think you need 
any statistics or figures to prove that. 

Senator Douc.as. Is it not true, and this is the final question, that the 
dividend relief provisions, by giving gains to investors—and I think 
you now admit that the majority of the stock is owned by a relatively 
small proportion of the people—do they not, by increasing the income 
from stock, increase the demand for stocks and, therefore, tend to push 
stock prices up ? 

Secretary Humpnrey. No. I think it makes more buyers for stocks. 
That is right. 

Senator Doveras. Pardon ? 

Secretary Humpnrey. I think it makes more buyers for stocks. 

Senator Douveras. And, therefore, sends up the prices of stocks? 

Secretary Humpurey. I do not know whether it will or not. 

Senator Doveras. If you increase the demand, sir, does that not 
cause an increase in the price? 

Secretary Humpurey. I think the stock is probably worth more. 

Senator Doueias. And therefore the tax law was partially respon- 
sible for the rise in stock prices. 

Secretary Humpurey. It would be helpful in making the advance. 

Senator Douc.as. I would suggest, Mr. Secretary, since my figures 
come from the Survey of Current Business, it would be well if you 
and Secretary Weeks got together. 

Senator Busu. Mr. Chairman. 

The CHarrMAN. I recognize the Senator from Connecticut. 

Senator Busu. Mr. Secretary, I listened with interest to the Sen- 
ator’s questions, but I am not sure it is so obvious that what he said 
would actually have the effect of putting prices up. It might increase 
the attractiveness of stocks, which might also increase the supply, 
which is an important thing, something we are interested in—to get 
more companies to use equity financing, and in that way attract more 
of the savings into the equity financing of the company. 

Secretary Humpurey. I think that is entirely right, Senator. 

Senator Busn. I would like to bring that out. It is not necessarily 
a factor that would tend only to put prices up, but would have a very 
constructive effect on developing a larger supply of stock. 

Secretary Humpurey. It would make the stocks more desirable, 
Senator. 

Senator Busu. Exactly. 

Senator Humrpurey. But whether they would demand a higher price 
or not would depend entirely on other conditions. 

Senator BusH. That is the point. It does not follow necessarily 
that it would. 

Secretary Humpurey. Not at all. 

Senator Doueias. May I comment on that? 

Senator Busu. I yield to the Senator. 

Senator Dovetas. My friend from Connecticut is always very cour- 
teous in these matters. I was using the earlier figures to indicate that 
the so-called double taxation argument could not really explain any 
alleged shortages of new stock issues in the market, because as the 
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corporate taxes increased, personal income taxes increased. Presum- 
ably, if there were double taxation, which I doubt 

Secretary Humpurey. Senator 

Senator Doveras. May I finish, sir? If there were double taxation, 
taxes then increased from 1946 to 1953 over 1920 to 1928, but if the 
Department of Commerce figures are correct, this has not been accom- 
panied by any reduction in the percentage of stock issues. On the 
contrary, the percentage of stock issues has increased. 

Secretary Humpurey. Well, Senator, may I just comment on that, 
if you please? I think you have forgotten something. The dividend 
tax was not in effect in the twenties, when you are talking about. 
There was no double taxation then, That came in much later. So 
that the figures you are showing, the periods you are bringing up, 
to show when there were purchases of stocks, were under a condition 
where there was not double taxation. Now, that came in in the thirties, 
and we are now trying to correct it. 

Senator Dove.as. Mr. Secretary, that is just the point that I made, 
that there was not a tax on divided in the twenties, and you said 
there was. 

Secretary Humenrer. No; I did not. 

Senator Dovuetas. Well, then, we misunderstood each other. 

Secretary Humpnurey. You asked if there was a corporate tax. I 
said there was a tax on corporations. 

Senator Doue.as. A tax on corporate dividends. 

Secretary Humpurey. No; you did not say dividends. You said 
corporations. There was a tax on corporations. There was not a 
tax on corporate dividends. 


Senator Dovexas. That is exactly what I thought. Now, then, if 
there were no double taxation in the twenties, but it is said there is 
double taxation now, in spite of the fact that there is said to be double 
taxation now, whereas there was not then, and in the percentage of new 
issues stocks actually form a larger ao e now than before, my 


argument is intensified and increased. Thank you, Mr. Secretary. 

Senator Busn. Mr. Chairman, as long as we are on this subject, I 
would just like to ask this of the Secretary: It seemed to me that last 
year, when this question of the tax that the Senator is referring to 
came up, the Secretary pointed out in his testimony, or in some speéch, 
that the action which he recommended at that time was in line with 
the recommendations of President Roosevelt in the midthirties; is that 
true $ 

Secretary Humpurey. That is correct. 

Senator Busu. Following the suggestion that was made then by 
President Roosevelt. Is it not also—— 

Senator Dovetas. President. Roosevelt made mistakes, too. 

The Cuarrman, The Senator from Connecticut has the floor. 

Senator Busu. I will yield in a moment. Is it not true also that 
the House Ways and Means Committee, back in 1946 or thereabouts, 
under Chairman Cooper, who is still the chairman of the committee 
made recommendations of legislation and actually approved a bill 
to move in the direction that the Secretary spoke about. 

Seeretary Humrnurey. That is correct. 

Senator Busu. So that all that you were doing in advocating that 
policy was to take a policy well recognized by the Senator’s own 
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party back in the thirties, and again in the midforties, and saying 
the same thing that they said, that it would have a desirable effect 
upon the economy. 

Secretary Humpurey. That policy was recognized, and it was gen- 
erally recognized that the double tax crept in = mistake, that it was 
not intended, that it was never enacted and never intended to be 
enacted, that it was a mistake in the first place, and it was several 
times that the policy was advocated of correcting that error. 

Senator Busn. Now, Mr. Chairman, if the Senator will want me 
to yield. 

Senator Dove.as. No. 

Senator Busu. I yield the floor. 

The Caamman. Thank you, Mr. Secretary, for coming down and 
giving us the benefit of your knowledge. 

Secretary Humrurey. Thank you very much. 

The Cuarman. Tomorrow the committee has two witnesses, Mr. 
J. A. Livingston and Mr. Dorsey Richardson, the chairman of the 
National Association of Investment Companies, of New York. 

The committee is recessed until tomorrow at 10. 

(Whereupon, at 12:05 p. m., the committee recessed until 10 a. m. 
the following day, Wednesday, March 16, 1955.) 
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WEDNESDAY, MARCH 16, 1955 


Untrep Srares Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D. C. 
The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10:10 a. m., Senator J. W. Fulbright (chairman) pre- 
siding. 
Present: Senators Fulbright, Robertson, Frear, Douglas, Lehman, 
Capehart, Ives, Beall, and Payne. 
Also present: Robert A. Wallace, staff director of the committee. 
The Cuarrman. The committee will come to order. 
The first witness today is Mr. J. A. Livingston. Mr. Livingston, we 
are very pleased to have you. I do not believe you have any asso- 
ciates with you this morning to introduce to the committee. 


STATEMENT OF J. A. LIVINGSTON, FINANCIAL EDITOR, 
PHILADELPHIA BULLETIN 


Mr. Livineston. No. Thank you. .I am all alone. 

The Carman. You are speaking for yourself this morning? 

Mr. Livineston. Yes, I am, sir. 

The Cuarrman. Would you care to read your statement to the com- 
mittee, or summarize it, whichever suits you? 

Mr. Livineston. My name is J. A. Livingston. I am financial edi- 
tor of the Philadelphia Bulletin. I write a three-times-a-week syndi- 
cated column on economics and finance called the Business Outlook. 

I am complimented to be asked to state my views on the stock mar- 
ket. To me, the fact that this committee is holding hearings is a 
major difference between 1955 and 1929. This time, a Senate investi- 
gating committee is studying the market before a crash, not after. 

I do not think that the decline we have had so far is anything like 
acrash. I think the investigation is good insurance against a crash. 
It is evidence that Members of Congress still remember the excesses 
to which we went in the twenties. 

In fact, one of the country’s hidden safeguards all through the post- 
war period has been the vivid remembrance of two depressions—the 
decline in commodity and stock prices after World War I and the 
great depression after the 1929 crash. 

Americans emerged from World War II with a depression psy- 
chosis. Depression was always just around the corner, in contrast to 
the early thirties, when recovery was always just around the corner. 

This fear has served the country well. The 1949 decline in business 
was referred to as the best advertised recession in history. So many 
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persons were expecting it. The same can be said in 1953 and 1954. 
But businessmen, because they were worried about what might happen, 
did not go head over heels into debt. They did not get overextended 
on inventories. Neither did persons get overextended in the stock 
market. Speculation did not become excessive. 

This, as I said, affected Wall Street. Although earnings began to 

rise sharply starting in 1946, the stock market did not follow. People 

reasoned : “We had a postwar decline after 1918 and we would have 
one again.” In fact, Sewell Avery, of Montgomery Ward & Co., act- 
ually showed stockholders charts indicating that inevitably after 
every war commodity prices and business declined sharply. When 
stocks broke in 1946, ‘people said, “This is it.” 

A recession surely would follow. The stock market was acting as 
a barometer of business. But industrial production and employment 
did not understand these feelings. Industrial production rose and so 
did employment. The pent-up wants of Americans, repressed all 
during the war, would not be denied. Nor did American manufac- 
turers of ea television sets, refrigerators, or builders of 
homes want to deny these wants. 

I would like to s fos a chart, if I may, which compares corporate 
earnings and stoek prices during that period. Can you see this? 

The CHamman. Yes. 
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Mr. Lrvrneston. Well, during the thirties industrial stock prices 
went up. Then we had had the decline j in 1937—a business decline—and 
then we had Hitler and the prospects of war. Stock prices began 
falling. There was a big ceo as you notice, when France fell and 
the Germans invaded France, because this seemed to be a threat to 
the American way of life. Totalitarianism might get a foothold. We 
ourselves might become totalitarian. 

Then beginning in 1942, after Pearl Harbor, when we began re- 
developmg and remobilizing our forces, and particularly r the 
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British victory at EF] Alamein, when it looked as if the fortunes of 
war were turning in favor of the British-American coalition, stock 
prices advanced until they got almost to the level of 1937. 

After the war, when there was fear of a postwar recession, they 
declined and stayed at a level for about 3 years. Then came a para- 
dox. Earnings began moving up. They moved up very sharply be- 

cause we took off controls. But all the while stock prices did not re- 

flect this increase in earnings. That was partly because we had a re- 
cession in 1949 and people said, ‘ ‘This is it. Earnings are not going 
to be worth anything because earnings are going to disappear.” But 
when earnings did not disappear in 1949, and again when we had 
the recession in 1953, stock prices began c: atching up. That is re- 
flected on the second chart I have on the price earnings ratio. 
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The price-earnings ratio represents the amount of money that peo- 
ple are willing to pay for a dollar of earnings. In other words, back 
in 1938 and 1939, people were willing to pay $20 a share for $1 of 

earnings. These are Standard & Poor’s statistics, incidentally. But 
then in 1942, because of the fear of war, the value of earnings dropped 
very sharply and people were worried earnings would not be vail out 
as dividends. The price people were willing ‘to pay for $1 of earning 
power dropped to $8. I am picking that figure off the chart. It may 
not be exact. Then the price-earnings ratio went up again when con- 
fidence in the outcome of the war increased. In other wor ds, we were 
going to win the war. 

Then after the war a fear of recession came in and the ratio went 
down very sharply, until in 1929 people in Wall Street were willing to 
pay about $6 a share. 

The CuarrmMan. 1949 you mean? 

Mr. Livinesron. 1949. Didn’t I say that? 
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The Caarrman. You said 1929. 

Mr. Lavrneston. Excuse me. 1949. People were only willing to 
pay $6 a share in earnings. In other words, $6 for 1 share of earnings. 

The CHAIRMAN, For #1 of earnings? 

Mr. Lavrnesron. Thank you. You know more about this than | 
do. You should be the witness. 

The Cuarrman. No; but I can read those charts from here. 

Mr. Livinestron. I cannot read them from here. 

Then they began moving up as a result of (a) the fact that we 
weathered the recession of 1949 and (b) weathered the recession of 
1953. In other words, confidence in the value of earnings, or in the 
prospects of a payout of earnings in the form of dividends, increased. 

Finally, the fear of depression and recession decreased and people 
were willing to pay more for earnings. 

Senator Capenart. Might I ask a question? 

The Cratmrman. Yes. I yield. 

Senator Carenart. Back in 1945 it goes up above the 20 mark, does 
it not? It goes up to about what—14? 

Mr. Lrvrnesron. I do not have 1929 on the chart. 

Senator Caprnart. I mean 1945. 

Mr. Livinesron. That is right. 

Senator Carrnartr. In 1954 you do not have any. In 1954 it goes 
up to 14. 

Mr. Livrnaston. About 13. 

Senator Carrenartr. About 13. My point is, Do you think it is on 
its way back up above where it was in 1945? 

Mr. Livrneston. In 1946, Senator, the value—the earning power 
of American corporations was not very great because we had come 
out of the war. There were excess-profits taxes. There was a great 
deal of reconversion expense affecting all corporations. There was 
a great deal of anticipation of prospective earnings. As you re- 
member, there was a big rise in the stock market between the end 
of the war and 1946._ The high, if I recall correctly, was in March 
1946, 212 in the Dow-Jones average. That was the period when you 
could sell almost every kind of stock you wanted to. There was a 
big frosted-food and orange-juice boom. So there was a great antici- 
pation of future earnings. 

Senator Carruart. That is a very interesting chart. As I get it, 
it shows in about 1946 the investors or buyers of stocks were willing 
to pay about $22 for $1 of earnings. In 1954 they were only willing 
to pay—— 

Mr Livingston. $14. 

Senator Carrnart. About $14 for every dollar of earnings. 

Mr. Livineston. That it right. 

Senator Carenarr, Yet earnings today are greater than they were 
in 1945 and 1946, 

Mr. Livrneston. But those are directly comparable, Senator. The 
earnings are equated. In other words, although earnings are up 
higher today, stock prices are higher too. However, stock prices are 
not as high in relation to earnings today as they have been. 

Senator Capruart. Where would stock prices be today if the pur- 
chasers were buying them on the basis of about $22 for every dollar 
of earnings? 
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Mr. Livineston. If you took the Dow-Jones averages, and you will 
permit me a rough guess, I would say 500, maybe 600. ; 

Senator Carenart. In other words, if they were buying them today 
on the same basis that they did in 1946—on the earnings basis of $1 
of earnings—or $24 for every dollar of earnings—then you think 
Dow-Jones index would be over 500? 

Mr. Livexcston. The relation would be 22 to 14, which would give 
you 8, or it would be 40 percent higher. 
~ Senator Capenmart. Is that a sound basis on which*to buy stocks— 
24 times—— 

Mr. Livineston. Twenty times earnings. 

Senator Capemart. Yes. 

Mr. Livineston. I would think not. 

Senator Cargrnarr. You think that is speculating ? 

Mr. Livineston. Well, you can see what happened. They went up 
here and then they went down here. In fact, I can give you the 
figures on that from memory. They were up to 212 and then went 
down to 168. 

The Cuamman, Mr. Livingston, is that light bothering you? 

Mr. Livineston. No; I am just trying to think, Senator. 

The CuarrMan. Maybe-he can change the light. 

Mr. Livinesron. No; it does not bother me at all. 

Senator Carrnarr. Both those charts are very, very interesting. 
In 1946, they were buying stocks on the basis of 24 times the dollar 
earnings, and today they are down to 14 times. That is a very, very 
interesting figure tome. Hoth of them are interesting. I agree with 
you, 24 is possibly too high. 

Mr. Livineston. You have a very good eye, Senator. The exact 
figure is 23.26. 

Senator Carenarr. So today they are 14 or 13 something, and in 
1946 on that chart they were nearly 24. 

Mr. Lavineston. That is right. Almost double. 

Senator Carenart. What do you think caused the people to buy 
them in 1946 on that basis, whereas today they are down to nearly 14? 

Mr. Livineston. After the war, as you will recall, we had predic- 
tions of a big rise in unemployment. I think the official Government 
estimates were from 8 million to 10 million unemployed. There was 
fear of a very real depression. It would not last long, perhaps, but 
it would be very sharp. There was fear that General Motors and 
Ford—— 

Senator Carenart. Would that not have had a tendency to have 
brought it down ¢ 

Mr. Livinesron. I am about to explain that. 

Senator Capenart. Pardon me. 

Mr. Livrneston. There was a fear that everyone would let em- 
ployees go. Instead of that the large corporations were fearful that 
they would not be able to get workers if they let them go. So they 
held on to workers, even though perhaps they did not have actual 
work for them todo. So instead of having a reconversion slump we 
had very high payrolls during the postwar period, and people who had 
been fearful we might have a destin sudidetily became terribly opti- 
mistic. This was wonderful. And it was reflected in Wall Street. 

That I think explains it in part. 
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Senator Caprnart. There is no question but what industry has done 
much better since the war ended than many people anticipated it 
would. 

Mr. Livineston. I think that is correct. 

Senator Carenarr. There is no question about that. It keeps doing 
better and better all the time. 

Mr. Lavrineston. I think that is correct. 

Senator Carpguarr. That is all, Mr. Chairman. 

Mr. Livineston. Shall I go on? 

The Cuarmman. Please. If you will continue. 

Mr. Livineston. I might say that the rise in earnings was con- 
tinued even during the Korean w ar, but people were nervous about 
the Korean war and thought controls might be reinstituted. The 
result is that the stock market had a momentary break and then went 
right up. In any case, there has been in the postwar period a.com- 
plete reevaluation of attitudes toward stocks, because of the failure 
of the 1949-50 recession to go very far and, so far as we can measure 
it today, the failure of the 1953-54 recession to go very far. People 
had just become more confident. Prosperity was no longer a mirage. 
The exe ess-profits tax went bye-bye. At the same time 

Senator Capenart. What page are you on? 

Mr. Livineston. I am on page 3 now, Senator. 

At the same time the administration worked out a tax program 
which was more favorable to dividends. That in itself stad stocks 


more valuable for persons who were interested in investing. The 
upturn in business indicated that the American economy was not as 
volatile as we had thought. We could have declines without a collapse. 


Then it seems to me a new rationale developed. The President 
talked of a $500-billion-a-year economy 10 years from now. The eco- 
nomic staff of the Joint Committee on the Economic Report put out 
a report in which it projected the growth of the American economy 
to $535 billion 10 years from now, or in 1965, as compared with a 1953 
level of $365 billion. Inother words, we got full of future projections. 
You did not think of what was going to happen in 1956-57, but merely 
looked ahead 10 years from now and s said, “Tomorrow is what counts 
and not today.” 

These projections contributed to Wall Street enthusiasm. It had 
to do with the increase in sales of penny stocks, the passing out of tips, 
the confident purchase of blue chip and growth stocks, and the entry 
of many persons into the market who were not entirely clear about 
why they were going into the market. 

The argument or rationale goes something like this: 

This is a growth country. Over the years, it has expanded at the rate of 3 
percent a year. We have a rapidly expanding population. Families are having 
more babies than they used to. We are going to need schools and celleges to 
take care of our youngsters. 

Senator Carenarr. Might I ask a question at this point, Mr. Chair- 
man ¢ 

The CHAIRMAN. Yes. 

Senator Carenart. Mr. Livingston, the thing I want to ask about 
the statement you just made is this: No one can argue with it, but 
on the other hand, the average turnover in stocks, that i is, the sales 

“ach day, has been only about 3 million shares. Is that right? 

Mr. Livineston. Yes, sir. 
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Senator Carenarr. Which is not a big turnover. 

Mr. Livrineston. No, sir. Not compared to 1929. 

Senator CareHart. Also, we have to take into consideration that 
there are today many times as many shares available, are there not? 

Mr. Livuxeston. Oh, yes. The value of stocks on the New York 
Stock Exchange today is about $175 billion as against $90 at the 
peak in 1929. 

Senator Carenarr. I am glad you brought out the value, but I was 
thinking in terms of the number of shares available. 

Mr. Lavrneston. Yes; but that reflects the number to some extent. 
You are quite correct. 

Senator Carenart. We certainly cannot quarrel with the state- 
ment you made. I think your description of what happened is pretty 
much true, but I am wondering to what degree, since there has been 
such a small turnover each day. If the thing you describe here is 
true—and I think most anyone would have described it as you did— 
why has there not been a bigger turnover ? 

Mr. Lavrneston. Turnover is a relative thing, Senator. During 
1930-31 we had many days in which only 500,000 shares were traded, 
or 1 million shares. I was on a newspaper called the New York Daily 
Investment News, since defunct. We could trace our circulation in 
direct ratio to the movement of shares. When shares went down we 
went into the soup. Actually the paper folded ultimately. 

When you compare 1929 to today in share volume you are compar- 
ing a lot of in-and-out trading which I do not think exists today. I 
do not think you can use that as a sole criterion of whether stocks 
are high or whether stocks are low. 

Senator Carenart. Let me get your thoughts on this. Iam frank 
to te you I do not know. Which is either the best situation or the 
worst situation? A tremendous turnover each day, or over a period 
of several weeks, or an average turnover and an increase in the price 
of stocks? Which should warn us most of danger if there is danger 
inthe future? A big turnover each day, or a rise in price with a small 
turnover ? 

Mr. Livineston. Whenever you have high turnovers, Senator, it 
indicates a sale of some kind. I mean, it is just like when you have 
a big mob at the Hecht Co. here, or Woodward & Lothrop. If people 
think stocks are bargains for some reason or other they will rush 
to buy. 

My Hecht analogy does not apply to what I’m about to say. If 
stock prices—if people think they are going to go down and some- 
thing causes a momentary loss of enthusiasm, why, then they will rush 
to sell. 

Senator CargHart. I do not want to take up the time here, but I 
just wanted to get your opinion as to the big turnover or increase 
in price. Which is the best or which is the worst? Whichever view- 
point you care to take. 

Mr. Livineston. We would all like stability. We would like sta- 
bility in Ford sales. 

Senator Carenart. I appreciate that. But my point is, which is 
the most dangerous—a small turnover and increase in price, or a 
terrific turnover with either increasing or declining prices. 

Mr. Livineston. I think a small turnover and a rising price would 
be a lot more healthy. 





640 STOCK MARKET STUDY 


Senator Carenart. Yes. Thank you. 

Mr. Livineston. Thank you, sir. 

Anyway, this rationale developed about the expanding America and 
the fact that people had to have a stake in the United States by buying 
stocks, that we are in the new era of electronics, atomic energy, and 
technology. People reason: “Well, maybe stocks will go down tempo- 
rarily, but 10 years from now everything will be fine. We have the 
Employment Act which requires the Government to step in if busi- 
ness sags; and if unemployment rises we have built-in supports, such 
as unemployment compensation and old-age and survivors’ insurance, 
minimum wages, and strong unions that protect workers, and a flexible 
tax system. As incomes drop, so do taxes. In other words, the Gov- 
ernment shares the calamity and has a responsibility for ending a 
decline in business, Therefore, any drop will be short lived and 
all you have to do is look beyond the drop. Forget the valleys and 
think of the hills.” 

Further went the rationale: “The Government is running a deficit 
and we have a big defense program. A cold war is on. Peace in our 
time is not likely. So maybe common stocks are a darned good hedge 
against inflation.” 

That was the rationale. That is the rationale that exists today, it 
seems tome. And it is not too different from the new era rationalism 
which led to the poorhouse in 1929. Every era has its rationalism. 
Wall Street encourages this rationalism. As the market goes up it 
attracts buyers. Avarice, the lust for easy riches, brings newcomers 
and oldtimers into Wall Street. The market has a wondrous power; 
a power that no other economic indicator has. It can make its own 
indications come true for a while. 

A rising market encourages businessmen to expand plant and make 
forward commitments. It makes holders of securities feel richer, so 
they are more inclined to spend money on automobiles, or homes, or 
vacations and jewelry. It generates prosperity ; it creates confidence ; 
it encourages for a while risk-taking; and, ultimately, it fosters 
excesses both inside and outside Wall Street. 

That is why I consider the study of this committee so timely and 
appropriate. We need a clinical reexamination of the market’s proc- 
esses. We need to be reminded that bubbles are manmade and, there- 
fore, can be man prevented. Only by watching ourselves—by regen- 
erating some of the caution which prevailed in the early postwar 
period—can we guard against another serious bust. 

Stock markets are like people. They sometimes get ahead of them- 
selves. Because the stock market reflects people’s actions and 
reactions. 

I do not want to leave the impression I think this is another 1929. 
I do not. A principal difference, as I indicated at the outset, is this 
hearing. The hearing did not wait for a crash. It will help, in my 
openon to prevent a crash. Because we have a rationale—a growt 
philosophy—which resembles 1929—does not make it necessarily true 


that it is a wrong philosophy or a doomed philosophy. We may well 
be on the threshold of another great era of growth. 

The danger is not that we are overoptimistic. The danger is not 
that the market is rising. The danger is not that there is a resemblance 
to things past. The danger is that imaginations may run so far ahead 
of reality that, ultimately, reality returns with compound violence 
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and then the imagination runs the other way—from boom to doom. 

There is the danger that people who have money in the savings 
banks to pay doctors’ bills in time of trouble, or to _ their children 
through college, or to take care of themselves in their old age, will 
suddenly decide they are fools; that they are not in the swing; that 
they ought to be in Wall Street. They will convert cash into stocks, 
because easy money is to be made in Wall Street. 

The danger is that businessmen, seeing the rise in stocks, will take 
money out of their business, or borrow money to play the market. 
The danger is that people will begin to devote more attention to 
stocks than to regular activities. 

I think Chairman Martin of the Federal Reserve Board mentioned 
the danger of preoccupation with the market. There are minor mani- 
festations of this now in crowded brokers’ board rooms; in the in- 
crease in letters I receive, and I am sure other persons receive, asking 
for market advice from persons who never before had been in the 
market. 

There are dangers and indications in the rise in tips. 

Recently I wrote about a chain letter going around touting St. 
Regis Paper stock. I said this was an indication of Mississippi bubble- 
ism—people wanting to get into the market for a quick profit. The 
day after that article appeared a woman called up and said, “Where 
can she buy St. Regis?” One of my assistants said, “You can buy it at 
any stock broker.” But he added, “You know, you want to be care- 
ful about that.” She was annoyed. She simply hung up. She did 
not want to be cautioned about anything. She just wanted to run 
out and buy St. Regis paper. The possibility of easy profit was all 
that mattered to her. 

Once it becomes easier for people to make money faster by buying 
Du Pont stock than the Du Pont Corp. can make money by producing 
nylon, dacron, and chemicals, then it is time to watch out; and that 
has been happening. More and more people are turning to the stock 
market pages before turning to the comics. They want to figure 
out their winnings at the end of the day. That is not a good sign. 

People are no longer buying for income alone, but for capital 
appreciation. They are not investors. They are speculators. And 
when their stocks do not go up they feel poorer. They have lost out 
in the race. 

I would urge, therefore, that particular attention be paid to credit 
used for purchasing or carrying securities. This committee has 
already done a notable service in asking the Federal Reserve Board 
to collect data on leans on securities which are stated to be for purposes 
other than carrying stocks. I hope the committee can persuade the 
Board to continue the collection of such data regularly. 

It is important for two reasons: 

1. We want to know the total amount of collateral which would be 
vulnerable and might have to be sold in the event of a market decline. 

2. Such loans which are technically known as nonpurpose loans, are 
not covered by the Federal Reserve Board’s margin rule. There are 
no legal limits on loans which are not used for the purpose of carry- 
ing securities. A bank will lend up to 75 percent on such loans, in 
contrast to the 40 percent limit on loans which are specifically for the 
oe of carrying registered securities, I should say registered 
stocks, if I may correct that. 
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One other change it seems to me ought to be made. Regulation U 
applies only to securities which are traded on registered stock ex 
changes. A bank can lend 75 percent or more if it wants to on over 
the-counter stocks. Here is a grave defect. Usually stocks traded on 
registered exchanges have much more active markets than stocks 
traded over the counter. Yet we permit banks to lend less on the 
registered stocks—on the actively traded stocks—than on stocks which 
are much Jess liquid. 

I would also suggest that bank examiners make spot checks to see 
if borrowers are diverting business credit into speculative channels. 
Such checks would make banks more wary in lending to persons who 
say the purpose of the loan is not for the purpose of purchasing se 
curities yet who put up stocks as collateral who have no obvious use 
for the credit except to buy stocks. 

| would like to suggest that Congress pass legislation requiring com- 
panies whose stocks are traded over the counter to obey the same dis- 
closure rule as companies whose stocks are listed on registered ex- 
changes. It has come up before and I think it is known as the Frear 
bill. 

It does not make sense to permit corporations to avoid registering 
stocks with the Securities and Exchange Commission, and to asaal 
making reports, and to avoid conforming to SEC proxy rules, simply 
because their stocks are unlisted. Nor should their ollicers, as now, 
be exempt from the insider-trading rule. 

If such companies were required to obey the rules of listed com- 
yanies, then they would probably list their stocks on the exchange. 
i suppose Keith Funston and Ted McCormick would approve this, 
It would increases the volume of business on their exchanges. 

Stockholders of such companies would have the benetit of real quo- 
tations; of real sales prices rather than the assembled quotations that 
we now have on the over-the-counter market. 

Now to another subject. I hope I am not taking too long. 

The Cuairman. No. You go right ahead. 

Mr. Livineasron. Keith Funston, President of the New York Stock 
Exchange, attributed the rise in stock prices in part at least to the 
shortage of stocks. He said many investors were locked in with large 
profits. They did not want to sell because they would have to pay 
capital gains taxes; and nobody wants to impose a tax upon himself. 

Secretary of the Treasury Humphrey made the perfectly valid 
point yesterday that when a man has a profit on a security and has to 
pay 25 percent of that profit in taxes to sell that stock, then when he 
tries to transfer into another security he has to get that much extra 
value in order to maintain the same position as before. That is true 
as it applies to the individual investor. It is certainly a consideration 
in the sale of securities. 

However, I think this shortage of stocks will be selfcorrecting. 1 
think in 1955 and 1956 there will be plenty of new stock coming on 
to the market. 

We same some evidence of it in 1954, General Motors, for example, 
as has been noted, recently floated $3800 million of new stock. That 
augments the supply of General Motors shares available for sale 
on the market. It sops up some of this anxious stock market money. 

In November the Dorrance estate sold $50 million of Campbell Soup 
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stock. This was the rirst public offering that has ever been made of 

Campbell Soup stotk. 

The Ford Foundation is expected to dispose of some of its shares of 
Ford Motor stock. 

Stocks have reached a point at which it pays a corporation, or a 
dominant holder, or a trust controlling the corporation, to sell. 

A year or two ago—— 

Senator Carguartr. Mr. Chairman, may I at this point, as it is per- 
tinent here, correct the record of the last few days? I think I was the 
one who inadvertently misstated some facts. 

The CHAIRMAN. Yes: if you would prefer to do it now. I will 

ecognize you now, or later. 

Senator Carprnart. I would like to do it now because it has to do 
with this. The reason why I say this is in colloquies between Chair- 
man Martin, of the Federal Reserve Board, and Secretary Humphrey 
yesterday we were talking about the number of shares listed in 1929 
and 1955, and we talked about millions when it should have been bil- 
lions. I would just like to correct the record. 

The CuarrMan. The Senator is recognized. 

Senator Carenart. I would like to say in 1929 there were 841 com- 
panies that had shares listed on the New York Stock Exchange—1,292 
stock issues were listed by the 841 companies, and it was 1 billion, and 
not 1 million, as we referred to here yesterday. There were 1,117,126,- 
726 shares listed, for a value of $63 billion-plus; whereas in 1955, 1,100 
companies having stocks listed for a total of 1,600 issues with the 
iumber of shares being 3 billion, or a little less than 3 times what. it 
was in 1929; and the value at the moment is $169 billion. We were 
talking in terms of 3 million and 1 million, and I thought we ought 
to correct the record because it was inadvertent. 

| thank you very much for the opportunity to correct it. I,think 
it has to do with this point you are talking about right here. 

Mr. Livinestron. A year or two ago, as I started to say, Benjamin 
Fairless, chairman of United States Steel, commented that steel shares 
were selling well below the real worth of the assets claimed. But only 
recently United States Steel common climbed above its book value. 
sty book value is the value of all the assets of the company divided 
by the number of shares of stock after you subtract the amount of 
bonds and preferred stock. When the market price of stock reaches 
the book value it means a corporation can issue additional stock either 
to its stockholders directly by the issue of rights, or simply by the 
flotation on the capital market through one of our great underwriting 
houses, such as the First Boston Corp.; Eastman, Dillon & Co.; Kid- 
der, Peabody, and so on, without diluting the equity of the rest of the 
stockholders. 

Banks also complained that they could not afford to sell stocks be- 
cause the market value was below book value. But yet, in October, 
National City Bank of New York sold $131 million of stock to its 
shareholders. Recurrently, American Telephone & Telegraph Corp. 
issues rights to shareholders to purchase A These deben- 


tures in turn are convertible into common stock, which also augments 
the supply of common stock of American Telephone & Telegraph. 
That. is one source of supply of stock aside from the sale of stock by 
persons who already hold the shares and are locked in. 
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Executives themselves, it seems to me, are likely to become a source 
of the supply of stocks. Corporations in recent years have been con 
cerned about the earning capacity of their executives and about th: 
fact that they are not able to build up fortunes because of the high tax 
rate at the upper levels. So they have been in the custom of issuing 
stock options. I believe there are 400 companies whose stocks are lister 
on the New York Stock Exchange have stock option plans. 

The United States Steel Corp. in 1951 and 1953 optioned 770,000 
shares to its executives. That represents about 214 percent of the 
total stock outstanding. The options were at prices of $37 and $41 
a share. Recently 19 of those executives took up options on 45,000 
shares. I believe the latest United States Steel report indicates 
about 250,000 or 270,000 shares have been taken up under options. 

As stock prices rise it seems reasonable to think that some of these 
executives will sell some of their stock, not because they have a dis- 
trust in United States Steel, but because they may not want to have 
all of their eggs in one basket. They do not want to have their job 
in the same basket as their principal investment. The same applies 
to executives in other companies, such as Columbia Broadcasting, 
General Electric, Westinghouse Electric, and Jones & Laughlin, and 
so on, all of which have stock-option plans. 

[ want to comment on a common impression in Wall Street that 
may tie indirectly to Senator Capehart’s comment. That impres- 
sion is that activity in the stock market is synonymous with stability. 
I do not think it is. Naturally brokers like activity. It is their 
bread and butter. But it is not necessarily good for society. For 
that reason I would be interested in curbing, if possible, some of the 
speculation. I would be interested in reducing stock-market trans 
actions that depend on margin buying. I see no reason why persons 
should be able to borrow on stocks or on securities without a commit- 
ment to repay. 

We talk of stock-market loans as demand loans. I go into a 
bank and say I want to borrow on a stock. They give me a note 
to sign and there is no maturity date. It is payable on demand. 
In effect, that is a semipermanent loan. As long as my stock is 
above the value of the loan and as long as there is ample protec 
tion, the bank is unconcerned about it, because it knows there is 
collateral back of it. Then when a borrower gets tired of holding 
the stock, he sells at a profit or a loss, as the case may be, and retires 
the debt. Or, if the market should happen to decline, then the 
lender may ask for more collateral or for a reduction in the Joan. 
That puts pressure on the market at a time when it can least sustain 
pressure. It generates forced selling. Then activity becomes 
synonymous with instability on the downside. 

It seems to me loans on securities should be amortized and made 
repayable at a stated time just as mortgage loans are amortized. 
The borrower should be required to set up a schedule of payments 
which is feasible. Repayment should not depend exclusively on 
selling stock. This would make the stock market a true capital 
market. 

We say people invest in stocks in order to provide capital for cor- 
porations. But what is capital? Capital is savings. But the way 
we operate we make bank money capital. Bank loans are created 
money. Then this money is used to provide capital to corporations. 














STOCK MARKET STUDY 645 


I do not mean people should not be permitted to borrow on stocks. 
But I think if we talk about a capital market let us make it: an honest 
capital market. I know there will be evasions, but 1 think lenders 
will get wise to the evasions, and I think with proper regulation we 
can see that banks set up a type of lending which makes purchasers 
of securities true investors, true capital purchasers, true capitalists. 

I would exempt from this rule investment banks, dealers in stocks, 
brokers, professional traders, and speculators who make their living 
in the securities market. We need speculation and want speculation, 
too. To this group, loans on securities, on stocks, would be like in- 
ventory loans to a business. I think that is a perfectly proper 
procedure. 

But I think for every Tom, Dick, and Harry to go in and borrow 
simply on the idea, “I will pay it when I feel like it,” is not neces- 
sary to the well-being of the American economy. 

1 also think a change in the capital-gains tax might be considered. 
This tax as presently constituted is not a true capital-gains tax. I 
consider it a transaction tax. (I know my friends in Wall Street are 
not going to like me for saying this—and I still have some friends.) 
By holding a stock for more than 6 months, the taxpayer pays a 
maximum tax of 25 percent on his profit. It seems to me holding a 
security for 6 months does not constitute a long-term or a capital 
transaction. A person does not buy a home every 6 months. A 
corporation does not purchase a new factory every 6 months and sell 
it out to make a profit. Those are the type that we consider capital 
transactions. I would be in favor of raising the tax on short-term 
transactions. To professionals in the stock market, profits in stocks 
are a form of income. This applies even to persons who go in for 
occasional trading—3, 4, 7, 10, or 12 times a year, and sell every 6 
months. I think that can be considered an avocation. The profits 
represent supplementary income. I do not see why such gains should 
not be mee to regular taxes. 

You make money and say to your wife, “How about a trip to Ber- 
muda? I did very well last week.” Or, you buy a new car, or a 
diamond bracelet. I think that kind of money is used for income. 

But, I would eliminate entirely a tax on true capital gains—where 
you have an honest transfer of capital. I think when a person buys 
his home and has lived in it for 6 or 7 or 8 years and moves to another 
city and buys another home, there is no reason for paying a tax on 
that. I think Congress has wisely made a provision for it. 

Apply the same kind of rule to the stock market. If a person has 
held American Tel & Tel for many years and then thinks, “I do not 
want to hold American Tel & Tel. I think I would be better off in 
United States Steel, or General Motors.” I think that is a reasonable 
transfer. He is going from one company to another. It is true 
capital, He is using it as capital. 1 would not charge him tax for it. 

But, if it is a trading operation I would charge him a tax for it. 
In other words, I think our present law extends to trading in stocks 
a special benefit under the guise of selling or transferring capital. 

I am afraid I have taken a long time. I have touched on only a few 
phases of this complex subject. The committee may have some ques- 
tions. I do not know all of the answers, but I will certainly try to be 
responsive. 
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The Cuarmman. Thank you, Mr. Livingston. That is a very 
thoughtful statement. Does ‘he Senator from Indiana wish to be 
recognized for 10 minutes ¢ 

Senator Cargenart. I think I have taken up considerable time, Mr. 
Chairman, and I will pass at the moment and give the others an 
opportunity. 

The Cuairman. The Senator from New York is recognized for 10 
minutes. 

Senator Ives. Mr. Livingston I was very much interested in your 
statement. I was rather intrigued by your comment on comparing 
book values with market value. What do you think the relationship 
between book value and market value should be? Does it vs ary as 
between industrials and utilities, or rails? What is your idea? 

Mr. Lavineston. I do not think there is any relationship between 
book value and market value per se, Senator. The price at which a 
stock sells depends usually upon earnings or dividends. The book 
value is just exactly what the term means—the bookkeeping value. 

Senator Ives. I know that. 

Mr. Livineston. The price of the stock will sell, it seems to me, on 
earnings and on dividends. High earnings and expectation of high 
earnings in the future will tend to increase the bidding for a stock a 
investors and speculators. Lower prospects would decrease the bid- 
ding regardless of book value. 

1 would like to be able to cite instances of low book value. I think 
American Woolen, for example, has a high book value and a low 
pric e-earnings ratio; a low price. 

The point I have brought out about book value is that the corpora- 
tion when it wants to float stock, if its stock has a book value of $100, 
and let us say it has 100 shares outstanding for the purpose of sim- 
plicity—if it has 100 shares outstanding, that would make it $10,000 
I think. Suppose its market value is $50. Suppose it wants to double 
its capital. It could only sell stock at $50 a share. It could only 
bring in $50,000 of new money at the market, and yet it would be 
doubling its capital. So that each $100 of book value by that trans- 
action would be reduced to $75 of book value. In other words, you 
cut the asset value of the existing stockholders by 25 percent in order 
to get new money. 

Corporations do not like to do that. Their preference would be 
to float debt if they can float debt. That does not reduce book value. 
But book value in the long run is secondary. Earnings capacity also 
would be greatly diluted. The officers would be giving the new stock- 
holders an equal share in the company, in the example L gave, for assets 
which were worth a great deal more. They would be giving up also 
half the earning power. 

Senator Ives. Thank you very much for that explanation. I want 
to make clear that the market value of stocks is in no way contingent 
upon book value. That is correct, is it not? 

Mr. Livineston. Yes, indeed. 

Senator Ives. [ was a little bit uncertain from your previous remark 
as to whether they ran together. 

Mr. Livrneston. I am grateful to you for clarifying that. 

Senator Ives. Do you think the stock market generally acts as a 
barometer of general business conditions ? 
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Mr. Livineston. No;I donot. I think it sometimes does and some- 
times does not. When I was economist for Business Week we made a 
study of the stoc ‘k market in relation to the turns in business and came 
to the conclusion that the stock market was wrong 50 percent of the 
time: which would also mean it was right 50 percent of the time. I 
will supply the charts illustrating this later. 

(The following was received for the record :) 


THE EVENING BULLETIN AND THE SUNDAY BULLETIN, 


Philadelphia, April 5, 1955. 
Mr. Rosert A. WALLACE, 


Staff Director, Banking and Currency Committee, United States Senate, 
Senate Office Building, Washington, D. C. 

Dear Mr. WatrAce: During my testimony, 1 mentioned a Business Week 
study on the stock market, indicating that the stock market was wrong in fore- 
casting the turns of business 50 percent of the time. Chairman Fulbright asked 
me to provide the study for the record. Here it is—as it appeared in Business 
Week in September 1937. 

The checks indicate when the market correctly forecast industrial production; 
the crosses, when the market went wrong. 

Sincerely, 


J.. A. Livineston, 


Financial Editor. 
(See pp. 649-651.) 


Senator Ives. You mentioned the differences between 1928-29 and 
1954-55. I do not think you have mentioned all of them. 

Mr. Livincsron. No. I just mentioned one. 

Senator Ives. What do you consider to be the chief difference? 

The Cuamman. Would the Senator yield for a question? I would 


like to ask him if that study is availab le: and, if so, could you give it 
to the committee. 


Senator Ives. Yes. 

Mr. Livinesron. I am sure it is available in the back files of Busi- 
ness Week. We ran achart of it. I am sure the Business Week or- 
ganization would be very happy to provide it. Would you like me 
to undertake to get it? 

The CHatrMan. I would appreciate it. 

Mr. Livinesron. Yes; I will do that. Regarding the differences 
from 1928-29: I would say in the first place that there was a great 
amount of debt outstanding in 1929—particularly securities loans. 
The total amount of loans outstanding on securities amounted to about 
$10 billion in 1929. 

[ think the committee’s study that was obtained from the Federal 
Reserve showed there were about—I am sorry—I ought to know those 
figures by heart but I do not. I have them though. What was it, 

Mr. Wallace? Well, I have it here. 

The CuatrrMan. What was that question ? 

Mr. Livrnesron. I have it right here. The total securities loans 
outstanding today are only $3 billion. So you have one-third of the 
amount of loans ‘outstanding on securities today as against about— 
the brokers’ loans in 1929 were about $814 billion, and if you want to 
count loans made by banks you have to add another billion, or about 
$914 billion. So you have one-third of the loans outstanding. 

Again, as has been testified—and I think it is very signific ant—the 
price-earnings ratio of securities in 1929 was much higher. In 1929 
you had to pay about $19 a share for $1 of earnings. Today you have 
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. pay only about $13 a share. Dividend yields are higher too—about 
4.2 percent versus 3 percent. Yet the dividend payout in relation to 
earnings is lower today. I think corporations are paying out about 
55 percent of div idends. They were paying 60 to 65 percent in 1929. 

So the dividend rates are better cushioned. 

The prospects for long-term business, I think, are better today; 
partly because we have a great many improvements in our system— 
particularly our Government system. 

A couplete, collapse in income is most improbable. For one thing 
we have the Government today spending $60 billion each year. That 
represents about 15 percent of our gross national product. I do not 
think that is going to decline, Senator. Not very rapidly. That isa 
stablizing force. 

In 1929. if I recall correctly, Government expenditures amounted 
to : ree $3 billion—and these figures I am picking out of my mem- 
ory—on head $90 billion of gross national product. That’s less than 
t percent. Much less stabilizing. 

Furthermore, we have a new concept of the Government. That con- 
cept is enunciated by the Employment Act. The Government will 
not stand aside as in the thirties. I am not criticizing the Govern- 
ment then. That was the concept and the general world tenor. You 
let the economy go through the wringer. You do not let the economy 
go through the wringer today. 

Not only that, but we have these built-in forces I have mentioned. 
We have the unemployment compensation; old age and survivors in- 
surance, which is very important because when you have layoffs the 
first persons who are laid off are the older persons—naturally. You 
want efficiency when you are laying off people. And they immediately 
get their old age and survivors insurance. 

I think the unions are a stronger factor in their relations with 
management. 

So, I am not too much worried about the bottom dropping out. I 
think that gives confidence to people in relation not only to business, 
but in relation to the securities market. In other words, I think the 
economy inherently is more stable today than it was in 1929. 

That does not mean we will not have cyclical movements, because 
I do not think we have ever managed to correct the capacity of man to 
become overconfident, to be overenthusiastic, and to do things which 
are excessive. 

Senator Ives. You see no reason then for any lack of confidence to- 
day, do you? 

Mr. Livrnesron. I would like to divide that question into two parts. 
Anybody who showed a lack of confidence in the United States over 
the long run would be renouncing history. We have had a continu- 
ous expansion in the United States ever since George Washington or 
before George Washington. I think we are going to continue to ex- 
pand. I am not sure about the outlook for 1955. There are many 
questions about it. There are many plus signs and many minus 
signs. I am not prepared to say what will happen in the second half 
of the year. 

My confidence, my attitude, has not been changed by recent events, 
if that is what you are referring to. I have not the slightest miscon- 
fidence that we will have a higher level of business 5 or 10 years from 
now. I do not know about 1965. We may be high in 1963 and low 
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in 1965 in relation to 1963. I do not know that. I have not the 
slightest doubt that we will have a much higher level of business along 
about 1963, 1964 or 1965. I have not the slightest doubt that stock 
prices will be higher then. So I have lot of confidence. I may have 
some doubts about 1955 or 1956, yes; but that does not indicate lack of 
confidence. Let us call it a kind of a caution whether we can continue 
the recovery pace that we have had since 1953 and 1954. 

Senator Ives. Thank you very much. I think my time is exhausted. 

The CHarrman. The Senator from Vi irginia is recognized. 

Senator Roserrson. Mr. Livingston, during the testimony on Mon- 
day of the Federal Reserve Board, L took occasion to say that I have 
frequently read your financial column and thought it was pretty good. 

Mr. Livinesron. I am honored by your saying that, Senator. 

Senator Rosertson. I did not know we would have the pleasure and 
privilege of having you before us today. Before I was elected to 
Congress in 1932, L practiced law and I would occasionally have need 
for expert testimony. But even though you may not be a lawyer, I 
am sure you know that you cannot take the testimony of a witness 
where it involves the expression of an opinion on a given state of 
facts unless you qualify him as an expert. So lam going to ask for an 
expression of your opinion on a very vital matter “to all of us right 
now, but first I want to qualify you. Where were you educated ? 

Mr. Livinestron. I was educated, Senator, in the high schools of 
New York City and at the University of Michigan. 

Senator Roserrson. What did you major in at the University of 
Michigan ¢ 

Mr. Lavineston. Literature. [ Laughter. ] 

Senator Doveras. I congratulate you. 

Mr. Livinesron. I am sorry if I have disqualified myself. 

Senator Rosertson. After you left school, what did you then do? 

Mr. Livrneston. I went into general newspaper work, covering 
murder trials, like the Snyder-Gray trial. I did not get interested 
in the stock market until September of 1929, when I brought a group 
of friends together and organized a small investment trust, and the 
first stock we ‘purch: ased never saw the price at which we purchased it. 

Senator Rogserrson. Then you got into the stock-market game at 
a very crucial period in our history, 1 1929? 

Mr. Lavineston. That is right. 

Senator Roperrson. And I assume that you learned something about 
stock-market gyrations at that time? 

Mr. Livineston. Yes; I did. 

Senator Roperrson. Have you been in this matter of studying fiscal 
affairs ever since? 

Mr. Livineston. I would say that is correct, sir. 

Senator Rosertrson. How long have you been writing a financial 
column ¢ 

Mr. Livineston. Well, my present column began in October of 1945. 
1 had written a column prior to that when I was on the New York 
Daily Investment News around 1930 or 1931. Then I later became 
economist of Business Week magazine, and I wrote what was called 
The Business Outlook and The ‘Trend, which was the back page, the 
editorial page. 

Senator Rozertson. Is it fair to say that Business Week is an organ 
of conservative business interests ? 
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Mr. Livineston. I wonder if you would change that question. 

Senator Roserrson. Mr. Merle Thorpe was editor for quite a while? 

Mr. Lavineston. No; I think you are referring to Nation’s Business. 
| do not thing Merle Thorpe was ever on Business Week. 

Senator Roperrson. I beg your pardon. I did get the two con- 
fused. Tell me about Business Week. 

Mr. Livrneston. You are asking me to characterize a publication 
with which I am no longer associated. I would say when I was 
there—and I still think so—that Business Week was published by a 
vreat publishing house and attempted at all times to be objective. 

Senator Roserrson. With what party have you been affiliated ? 

Mr. Livineston. I am affiliated with no party, Senator. 

Senator Roserrson. How do you vote, then? 

The CuarrmMan. You do not have to answer all these questions if 
you do not want to. 

' Mr. Livinesron. I do not mind your asking me. If you really want 
me to answer that question 

Senator Dovetas. Mr. Chairman, I must say, in due deference to 
my good friend from Virginia, that the ballot should be kept secret. 
I do not think a man should be asked that question and be under any 
obligation to answer it. 

The Cuatrman. I do not think he should be obliged to answer any 
such question before this body. 

Senator Rosertson. I do not want to embarrass this witness. I was 
just trying to qualify him and get his background for this question 
[am going toask him. I claim I have qualified an expert, and I am 
going to ask him for an expression of opinion. I assume when you 
invited him you called him as an expert. 

The Cuarrman. That is correct. We thought he was an expert. 
That is the reason we asked him. 

Mr. Livineston. I might say the reason I am not affiliated with any 
party is because I did not want to be tied in my attitude toward a party 
in writing a column, and when once I was asked to help a candidate, 
I declined on that ground. 

Senator Roserrson. Will you give us your explanation of the 
gyrations—I think we might properly term them so—of the market 
during the past week ? 

Mr. Livinesron. Well, I would say first these hearings were an 
important factor. The hearings, it seems to me, came at a time when 
the market was vulnerable. Now, I do not mean that I thought the 
inarket was vulnerable before the hearings. Iam using ex post facto 
reasoning. The fact that the market went down indicates to me that 
the market was vulnerable. I think that when these hearings 
started—as a matter of fact, when Mr. Funston and Mr. McCormick 
testified, as I recall it, the market went up. That was because they 
said that there was no worry about the present conditions and 1929 
had no relationship to it. Then on the subsequent day when Professor 
Galbraith testified that there is some resemblance to the spirit of 
1929—I do not think he said “the facts of 1929”—and that caused the 
market to decline. Before the hearings started, the committee sent 
out a questionnaire. This generated a great deal of deliberation about 
the stock market. It caused people to wonder, to reappraise what 
was ha pening. “Is business going to be as good as we say it is?” 
After all, we never know what is going to happen to business. 
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The automobile industry is operating and has been operating at 
a rate of 814 million cars a year. It is almost inconceivable (a) that 
the auto companies can sell ‘that many cars, and (b) that production 
could continue at that rate. Harlow Curtice, who is head of General 
Motors, estimated at the outset of the year that 5,800,000 passenger 
cars would be sold. Subsequently, when sales went very well, he 
estimated that maybe sales would be higher. His particular estimate 
was that industry would sell 7144 million cars and trucks. If you 
subtract the number of trucks that might be sold, you take off a mil- 
lion. ‘That would make it 644 million passenger cars. Well, 614 
million car sales versus an 8Y, 6 million car production rate means a 
decline some time this year 

Now, tied to the activity in the automobile industry is a very 
high level of steel operations. Further, Homer J. Livingston, who 
is the head of the First National Bank of Chicago, recently made a 
talk in which he cautioned about the great use of mortgage credit. 
We know that this rise in business in the early part of the year has 
been fostered by auto and housing, in part. Am I talking too long, 
Mr. Chairman ? 

The Cuarrman. You have just about used up the time of the Sena- 
tor from Virginia, I may say. 

Mr. Livineston. Well, some people began to wonder, “If automo- 
biles go down in the second half, if housing goes down. will stock 
prices be worth quite as much as we are saying they are worth in 
Wall Street?” Now, that does not mean that they said housing will 
go down. It does not mean that they said that automobile produc- 
tion is going to decline very sharply. It simply means that that was 
one of the concerns. 

Senator Rosperrson. May I interrupt there, because I have but half 
a minute left. In your article that I read on Monday and referred to 
on Monday, you said, after watching the stock market go down most 
every day of the week, that in your opinion it was a reappraisal of 
values, and then you said in effect that if it went up again it would 
mean that confidence in future business expansion was still there. 

Mr. Livrneston. That is right, sir. 

Senator Roserrson. Then on Monday it went up. On Tuesday it 
went up again. On Wednesday 

Mr. Livineston. This is Tuesday. 

The Cuarrman. This is Wednesday. 

Senator Roserrson. Yes. I mean on Monday it went down very 
sharply. Tuesday it went up very sharply. 

Mr. Livrneston. That is right. 

Senator Roperrson. And closed strong. 

Mr. Livinestron. Yes, sir. 

Senator Roserrson. And my information is that so far today in- 
dustrials are up 2.93, rails up .84, utilities up .14, and the market 
is quiet. 

Mr. Livrneston. It is quiet? 

Senator Roserrson. That is what they said. What is your ap- 
praisal of the propriety of this investigation and the effect on the 
market ? 

Mr. Lavineston. Well, I said in my opening statement that this is 
a good investigation. I approve of it. I do not think it is doing the 
market any harm. I think it is doing a lot of good. 





STOCK MARKET STUDY 655 


Senator Roserrson. That is all. Thank you. 

The Cramman. The Senator from Maine is recognized for 10 
minutes. 

Senator Payne. Mr. Livingston, I, too, have had occasion to read 
your column and have-enjoyed it very-much indeed. I would like to 
touch just briefly on a matter that you mentioned very briefly in your 
talk here and in your presentation with reference to stock options that 
are available to executives, and so forth, in many of the corporations, 
to learn whether or not you feel that there is any possibility in the 
exercise of those stock options that it might lead to unwise decisions, 
let us call them, on the part of the executives in the corporation that 
might reflect itself in the price of those issues, I raised that question 
before with another witness, and I believe it was in this last week’s 
issue of U. S. News & World Report they came out with a very com- 
prehensive article outlining what could happen with the use of those 
stock options. 

Mr. Lavrneston. I think it could, Senator. I think it is most un- 
likely. I think it is a little different from a bonus, which is based upon 
sales. I will come to that in a moment. When you issue a stock op- 
tion under the income-tax law, as I understand it—I am sure Senator 
Douglas knows more about this than I—you have to hold it for 2 years, 
and when you actually buy the stock you have to hold that stock for 
§ months in order to get the benefit of the capital-gains tax rate. Oth- 
erwise it is treated as ordinary income. So that means that a decision 
that a corporation executive makes or the board of directors makes 
postulated on a stock option, would have to run for 2 years or at a 
minimum 6 months to affect the market price of a stock. 

Suppose John Jones actually picks up his option on January 1. 
Suppose it had run from June of a year and a half ago. So he picks 
up the option. We will take the United States Steel option, for ex- 
ample. A lot of executives picked up their option at either $37 a share 
or $41 a share along about December or January. Now, they cannot 
sell that stock until June in order to get the benefit of this capital- 
gains provision. Well, now, they might say, “Well, let’s get a good 
earnings statement. Let’s push sales, or let’s do this or that.” But it 
just seems to me that that is the kind of a thing they would not do, 
because after all it does not make too much difference to them w hether 
they make their profit in June or whether they make their profit in 
December of that particular year or two years from now. 

Senator Payne. In other words, while it might be a basis on certain 
issues that might reflect an upward trend, on the overall picture it 
would not be true? 

Mr. Livrnesron. I would think for most of our large cor porations, 
for most of our well-managed corporations—and I think most of our 
corporations are well managed—it would be an extremely marginal 
consideration. Now, when you issue a bonus on sales, however, so 
that a year’s bonus depends upon the sales, then you might get a pres- 
sure to go to a large company and say, “Look, if you w ill give us this 
order now, we will give you a concession in price, ’ because then you 
get a big bonus, and so forth. I do not think it w ‘ould apply quite so 
materi ally to stock options. 

Senator Payne. Well, now, Mr. Livingston, would you say that 
the trend that the market has taken over recent months has led in 
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any way to having that market reach a level that is more compatible 
with the true earnings of the companies, generally speaking? 

Mr. Livineston. I do not think there is any compatible relation- 
ship between true earnings and the level of the stock market. That 
is purely a matter of judgment. If you look at this chart, sir, it 
shows you what can happen to the market’s evaluation of earnings. 
Here are earnings in 1948, sir. They are way up—about $23 a share. 
But people were worried. I eonduct every 6 months a survey of 
economists. I send out a questionnaire to them. They are 60 or 70 of 
the top-ranking economists in the country. I asked them what they 
thought about business toward the end of 1948, and they were all mod- 
erately optimistic. But then the decline began. They were begin- 
ning to get pessimistic. And then in March, because the decline in 
business was rapid, the St. Louis Post-Dispatch asked me if I would 
make an interim survey, and I sent out a special questionnaire. The 
economists were very much more pessimistic. They were bears. 

Senator Payne. That was in 1948? 

Mr. Livineston. In 1949, sir. Iam sorry. At the end of 1948 they 
were beginning to get pessimistic about a decline in business. Then 
in June I sent out the regular midyear questionnaire. 

I want to make one point about March. In March, one of the econ- 
omists made a very interesting comment. He said that the decline 
in business has proceeded so rapidly that “I am revamping all of my 
vear-end estimates downward.” In other words, he was influenced 
by the decline in employment, in production, and in profits to some 
extent. Then in June the economists were even more pessimistic. 
But in the meantime earnings were holding up. 

Senator Payne. But you had the factor of pessimism entering 
in there? 

Mr. Livineston. Because people were pessimistic, they were willing 
to pay only $6 for $1 of earning power. When the recession did not 
get very far, there came a revaluation and price—price-earnings 
ratios—went up. 

Now, I do not know what will happen tomorrow. I do not know 
whether there will be an automobile strike because of the guaranteed 
annual wage; whether Walter Reuther will get a great big increase 
in wages; whether auto companies will pay a lot of money in wages 
to avoid a strike. We could have a squeeze on profits. We could 
have profits going down and pessimism rising. Then earnings would 
be revalued downward. I would say vou cannot say what is a right 
price or what is a wrong price. That is each individual man’s judg- 
ment, and each individual man’s judgment will vary from day to 
day or week to week, and for me to comment on whether I think earn- 
ings are high at the moment or the price-earnings ratio is high or low 
would be just like handing out a tip, because I would be saying today 
what I thought and 3 days from now I might change my mind. 

The tax bill, for example, has an effect. I was going to answer 
Senator Robertson that I think that the concern over the tax bill, 
whether the dividend tax would be changed, was one of the influ- 
ences that affected the decline in the market; also whether the rule 
on depreciation would change. The tax debate happened to coincide 
with these hearings. Taxes were an influence that put the market up. 
They could also put the market down. Do I make myself clear? 
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Senator Payne. Yes, sir. Mr. Livingston, my final question: Since 
1945 the gross debt of the private corporations has increased about 
90 percent, according to the figures that I have available. In other 
words, new money was raised through bank loans and funded debt, 
and it has been about 314 times greater than the amount that has 
been raised by stock issues. I wonder if you would care to comment 
as to why in your opinion corporations are raising money in this way 
and not through stock issues. 

Mr. Lrvrneston. Well, in the first place, Senator, I would say that 
it has not been an abnormal proportion. All through the history of 
borrowing, the tendency has been to raise more money by going into 
debt than by the sale of common stocks. I have a chart here which 
shows that. I happened to run a chart in my column some weeks 
ago on this. Stocks as a percent of new issues, according to this 
chart, run about 25 percent, which would not be too out of line with 
what you said. You said 344 tol. This is3to1. Back in 1921 it 
was 18 percent. Back in 1927 it was exactly 25 percent. 

Now, there is an advantage for corporations to borrow money, be- 
cause it increases the leverage for their common stocks. They like 
to do that. I do not think that the amount of money a corporation 
raises in common stocks today, particularly in the postwar period, is 
a true indication, a true index, of common-stock money. Corpora- 
tions did very well when it came to profits in the postwar period, and 
they held on to a good part of these earnings. They were paying 
out about 40 percent of earnings in dividends, whereas in the twen- 
ties they paid out about 60 percent. One of the oil companies men- 
tioned that it had such a large capital expansion that it simply did 
not want to pay out large dividends to shareholders. One of the 
factors in our “growth stocks” is that the companies hold on to the 
earnings. The earnings compound—and up, up, up things go, you 
see. So I do not think that is extraordinary. 

Now, there is also the factor that the market has been selling at a 
low price/earnings ratio, and, if you are a corporation executive, you 
do not want to dilute your earning power. You do not want to sell 
a stock at, say, $20 or $25 when you are paying a dividend of $3.50 
or $4. That is more than 15 percent. It is just too much money to 
pay newcomers to the corporation. You want to pay that to your old 
stockholders. So you hold the money back from your old stock- 
holders and do not pay it out. Now, as the market goes up, corpora- 
tions will feel freer about paying larger dividends, because they feel 
they can go to the capital markets and get their money back, and then 
1 think you will have a rise in new capital issues of common stocks. 

The Carman, The Senator’s time is up. The Senator from Dela- 
ware is recognized. 

Senator Frear. I yield to the Senator from Illinois. 

The Cuarrman. The Senator from Illinois is recognized for 10 
minutes. 

_ Senator Doveras. Mr. Livingston, on page 10 you made some very 
interesting comments about stock-market loans, and in the third para- 
graph you described them as being semipermanent loans. 

Mr. Livrneston. Yes, sir. 

Senator Dovenas. Will you state why you regard them as semi- 
permanent loans? 
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Mr. Livineston. Well, they are demand loans. The demand is a 
fiction. When a person borrows on common stock or bonds it is ver 
seldom that the bank ever requests a repayment so long as the col- 
lateral maintains its value. 

Senator Doveras. The same thing would be true of brokers’ -loans, 
too? 

Mr. Livrneston. Are you referring to a loan of a bank to a broker, 
or are you referring to 

Senator Doveias. Stock purchased by an individual, held by a 
broker, upon which the broker in turn gets a loan from the bank. 

Mr. Lavineston. The effect I think, sir, is the same. 

Senator Doveras. So that these are permancut loans as long as the 
price of stock has not diminished to sweep away the customer’s mar- 
on ¢ 

Mr. Livineston. That is my impression. You realize that I am not 
an expert on this particular phase. 

Senator Doveras. Is this true of a loan by a customer from a 
broker ¢ 

Mr. Livrneston. I would say so, sir. 

Senator Dovexas. The customer gets sold out if the market price of 
the stock goes down below the amount of his cash payment; is that 
not true? 

Mr. Livinesron. The customer gets sold out when the value of the 
collateral of the stocks he owns approaches the amount of the loan. 

Senator Doveras. That is correct. 

The CratmrmMan. Pardon me. I did not understand that to be cor- 
rect. Would you elaborate on that a little more? I do not think that 
is correct. 

Mr. Livineston. The customer gets sold out when the value of the 
stocks that are used as collateral approaches the amount of the loan. 

The CuairmMan. Give a concrete illustration. I do not follow the 
way you describe it. 

Mr. Livrnesvon. Yes, sir. Suppose, Senator, under the present 
margin rule—I hate to take it under the present margin rule. 

Senator Dovetas. Take the 1929 period. 

Mr. Livineston. Suppose in 1929 a customer bought $100,000 worth 
of securities and he put up $20,000 in cash. He borrows from the 
broker and he then owes the broker $80,000. Now the market goes 
down. At the time that the price of the stock that he owns goes down 
to about $90,000, the broker might say, “Look, we are getting a little 
worried. How about putting more collateral up or putting up more 
cash to reduce the amount of the loan?” Now, if 10 days later he 
does not do anything about it and the market value has gone down to 
$85,000, the broker really gets worried, and 2 days later if the market 
goes down still further to about $84,000 or $83,000 he will sell out the 
stock. If he sells out the stock at $83,000 and the customer owes 
$80,000, the customer gets a credit of $3,000, less interest. 

Senator Doveras. That is right. Mr. Livingston, what I take it 
you are saying is that stock-market loans result in the creation of bank 
credit as a more or less permanent factor as long as the market does 
not decline markedly for the purchase of stock ¢ 

Mr. Livineston. That is right. It becomes permanent capital for 
American corporations or semipermanent capital for American cor- 
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porations when we think our savings should be the capital, and I think 
it 1s wrong. 

Senator Dovetas. Do you regard this as a mixture of commercial 
banking in the field of what is normally regarded as investment 
banking ¢ ' ; ho 

Mr. Livinestron. I think that is a very good description, yes, sir. 

Senator Dove.as. You make a most interesting suggestion in the 
last paragraph on page 10. You say the loans on securities should 
be amortized and that a schedule of payments should be set up, so that 
the margin of credit can be absorbed instead of being allowed to 
remain as a more or less permanent factor, 

Mr. Livinestron, Yes, sir. 

Senator Dovueias. That is a most. interesting suggestion, and it 
might be a way of not compromising but synthesizing the arguments 
of both groups, namely, those who want no commercial credit injected 
into the stock market and those who believe that commercial credit is 
necessary. You say allow commercial credit, but for the ordinary 
borrower or investor require that he amortize the loan as he would if 
he bought an automobile or an electric refrigerator. 

Mr. Livinesron. Precisely. 

Senator Dovenas. In this way, instead of being a permanent over- 
hang on the market and contributing to instability on the down- 
swing, the abuses of this credit would be at least reduced ¢ 

Mr. Lavineston. That is right. This would be no assurance that 
if a man had an amortizable loan and you had a sharp decline he would 
not be sold out, but I think it would reduce that considerably. 

Senator Dovexias. During the upswing what would happen to his 
loan? Would you take an increase in stock-market prices as paying 
off the loan; for payments that should be met ? 

Mr. Livineston. No, I think I would try to base the loan on the ca- 
pacity of the man to repay. 

Senator Doueias. So that he would have to repay in cash even 
though there was a capital appreciation in the stock / 

Mr. Livineston. Yes, sir, unless he wanted to take the profit. That 
would make a difference. 

Senator Doueias. Then, in other words, you would require the 
stock-market loans to be as far as possible self-liquidating ? 

Mr. Livineston. Yes. I would make it a considerable period. 

Senator Doueias. I understand. The period on automobile credit 
em 

Mr. Livinesron. Three years, but I suspect maybe you could make 
this even longer. 

Senator Doue.as. I think that is a most constructive suggestion, 
Mr. Livingston, and I am personally very grateful to you for making 
it. I think it ought to remove some of the excitement which has 
unfortunately—and I think unnecessarily—arisen about this question 
of margins. 

I notice that you would exempt from this rule, according to page 
11, investment dealers, brokers, professional traders, and speculators 
who make their living in the securities market. 

Mr. Livineston. That is right. 

Senator Doueias. Why would you do that? 

Mr. Livineston. Well, I was very much interested in your comment 
at one of the hearings. I think it was an interchange with Senator 
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Capehart, in which Senator Capehart said that men have to take 
their risks and their losses and that is a form of gambling, and you 
said 

Senator Dovue.as. It was even worse than that, and I may say that 
there is no coaching between the witness and myself on this point. 
I did not know he was going to bring the name of the Senator from 
Indiana in. The Senator from Indiana compared the stock market 
with gambling, and I rose in protest, saying that he was abusing 
the stock market and capitalistic system, and that speculation was a 
legitimate function. 

Mr. Livinesron. I was not interested so much in that as much as 
your definition, which I thought was quite profound. You said that 
speculation is the sharing of risk, if I recall. 

Senator Doveras. A better sharing of already existing risks. 

Mr. Livineston. Precisely. 

Senator Caprnart. May I ask this question? 

The Cuarman. All right, Senator. 

Senator Carenart. Is it also the sharing in the losses? 

Mr. Livinestron. Oh, yes; of course. 

Senator CaprHart. Gambling and investing in the sharing of the 
losses as well as the gains? 

Mr. Livingston. That is what risk means, sir. 

Senator Doveras. What I said was that gambling is increasing 
the total of risk; speculation shares existing risk more effectively. 
This is a very vital distinction. Otherwise, the capitalistic system 
will be improperly defended by its advocates and improperly attacked 
liy its opponents. 

Mr. Livineston. May I take your time to explain what I thought 
you meant? 

Senator Dovueias. Well 

Senator Carenart. I would like to hear that myself. It would be 
very interesting, knowing that. I think it is very interesting. 

Mr. Livineston. I take it “No”? Well, it seems to me that there 
is a place for risk taking in the stock market. 

Senator Doue.as. Certainly. 

Mr. Livineston. And it seems to me that a man who sets himself 
up as a speculator pure and simple, in contrast to an investor or person 
who wants to buy securities solely for the accumulation of long-term 
capital, is entitled to a different type of credit, because he is willing 
to multiply his risk. He is willing to take over the securities which a 
corporation is willing to float. He knows what he is doing. He has 
a purpose, and he wants that kind of risk-taking. 

Senator Doveras. Mr. Livingston, what you are saying is that when 
a speculator or trader or specialist buys for his own holding that he 
should not be required to amortize his loan? 

Mr. Livinesron. That is right, because obviously he knows—we 
know and he knows that his purpose is not for long-term holding. His 
purpose is to trade out ata hig 1er profit or at a fo depending upon 
what may develop, and we need persons to temporarily take burdens 
in the market. 

The Cuarman. The Senator’s time has expired. The junior Sena- 
tor from New York is recognized for 10 minutes. 

Senator Lenman. I notice, Mr. Livingston, a very interesting dis- 
cussion on page 11 with regard to the capital gains tax. I interpret 
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it that you feel that the 6 months’ period does not constitute capital 
gain ¢ 

Mr. Livineston. That is right, sir. 

Senator Leaman. Therefore, you suggest that that is not recognized 
as capital gain, but at the end of 3 years there be no capital gains tax? 

Mr. Livineston. Well, I put the 3 years in, Senator Lehman, be- 
cause I felt you had to have a period. Now, whether it should be 
5, 4, 3, or 2—I picked on 3. That is an arbitrary indication of judg- 
ment of what constitutes really an investment. I think if a person 
holds United States Steel Corp. common stock for 3 years he has really 
been an investor and contributor to that company. 

Senator LenmMan. Somewhere along the line in the testimony here— 
| do not recall which witness testified to this effect—it was proposed 
that the waiting period before a security holder could invoke the capi- 
tal gains tax be increased from 6 months to 12 months, but thereafter 
the capital gains tax be diminished in proportion to the time that the 
stock is held. In other words, if it is held for 1 year the man would 
be subject to 25 percent tax ; if it is held for 2 years he would be subject 
maybe to only 22 percent tax; if he holds it 4 or 5 years it would be 
15 percent, and down along the line. I do not think there was any 
particular table worked out. What do you think of that ? 

Mr. Livinesron. I think Mr. Eccles made that suggestion. I would 
certainly think it would be an improvement over the present law. I 
suppose we ought to grant a true investor, a true capitalist, a period 
of 1 year in which to change his mind. Maybe that is all right. 

Senator Lenman. Yesterday the Secretary of the Treasury, refer- 
ring to institutional purchases, which he called group purchases— 
| think it is a much better description than institutional purchases, 
because it includes a wider category of purchases—said these pur- 
chases are largely for long-term investment and so tend to con- 
tinually work to lessen the floating supply of the securities they buy. 
It has been testified here, as you know, that even today or at the end 
of 1954, 28 percent of all the securities were held by institutions or by 
group account. This is a pretty large slice to take out of the market, 
particularly as probably most of those securities were in a relatively 
small number of companies, right down along the whole line of 1,200 
or 1,300 listed companies. 

Do you feel that the lessening of the floating supply which is created 
by these institutional purchasers—and I am not condemning them in 
any way or criticizing them—has played a substantial part in the 
steady rise, the continued rise and substantial rise, in the stock 
market ? 

Mr. Lavinestron. Well, I would think, sir, that the increase in the 
purchases of institutional investors, along with the purchases of every- 
body else, has increased the price of securities. The floating supply 
is a term that I think is pretty vague. I do not know what the floating 
supply is. I think that the supply is constantly augmented by sales 
of persons who have made profits. I think it is constantly augmented 
by new issues of securities. I think it is constantly augmented, as I 
indicated, by the sale of securities taken by corporation executives 
under option. Now, naturally, at any time when a lot of people think 
that prices of securities are undervalued the price goes up. 

Senator Lenman. What I am interested in is this: If it is true— 
and I believe that it is definitely true—that these long-term invest- 
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ments of institutions tend to continually work to lessen the ‘floating 
supply of the securities, that means that there is a considerably 
narrower market than if the securities are held by the general public. 

Mr. Livinesron. But that is a question of fact, whether they 
reduce the floating supply, Senator. 1 do not know that they do. We 
know that each year, if I have my figures correct here, about a billion 
or a billion and a quarter dollars of new stock issues are put on the 
market. So we would have to make a calculation as to alum the 
purchases of institutional investors exceed the new stock coming on 
the market. The fact that the market goes up does not mean that 
the institutional investors are absorbing the floating supply. 

Senator Leuman, I realize that, but Mr. Funston testified the very 
first day of the hearing that the institutional holdings—and I prefer 

calling them group holdings—had a value of about $68 billion, or 28 
percent. ‘That is a very, very healthy slice. What I am getting at 
is this: If you have an ever-narrowing available supply, it is not only 
going to affect the market on the upturn but it may affect it very 
seriously on the downturn when some of these companies decide to 
liquidate and find a very narrow market in which to operate. 

_ Mr. Livrneston. I agree with the conditional statement you make, 
SIr. 

Senator LeumMan. Let me ask just one more question. Have you 
ever made a calculation of the amount of equity securities that are 
sold in order to provide the capital needs of companies. Capital 
needs are satisfied by bond issues, by depreciation, by earnings that 
have been plowed back, and in many cases by equity financing. Have 
you any impression as to the percentage of new capital that is provided 
by equity financing, on the average? I do not mean in any one 
company. 

Mr. Livineston. Last year I think it was about 25 percent. I think 
Senator Douglas brought out the figures. New capital issues have 
been running along about 6 or 7 billion, and new stock flotations have 
been running at about a billion and a quarter. Is that not what you 
brought out ‘yesterday, Senator Douglas? 

Senator Doveias. That is right. 

Mr. Livineston. I think it is about that. I have a chart here that 
you might want to look at. It is pretty close to what you want, sir. 

Senator Lenman. I would like to see that, if I may. Let me ask 
just one more question. 

You say that prosperous companies are usually willing to sell 
securities when the market price is higher than the book value. Is 
that always so? Do they not very often do their financ ing by bond 
issues which pay a very much Jess return than dividends would? 

Mr. Jaen By all means, Senator. You are completely cor- 
rect. I did not mean to imply that just because the price of the stock 
went above the book value that corporations would invariably sell 
stock. What I meant was that when the stock went up above the book 
value conditions were more favorable for selling stock, but lots of 
times you will have a corporation that would prefer to have the 
leverage of bond money rather than stock money. 

Senator Lenman. Thank you very much. 

The Cuarrman. The Senator from Delaware is recognized. 

Senator Frear. I have no questions. 
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The CHAIRMAN. Mr. Livingston, do you ever concern yourself much 
with the state of agriculture in this country ? 

Mr. Livineston. I look into it sometimes, Senator. 

The Cuarrman. What do you think about it at the present time? 
What effect may it have upon the market, if any. 

Mr. Livineston. I don’t think it has had very much effect on the 
market, sir. It has had some effect on the agricultural implement 
stocks. 

The CuairMan. Put it this way. One of the outstanding character- 
istics of 1928-29, during the twenties, was the weakness of agriculture, 
was It not ¢ 

Mr. Livrneston. Yes, sir. 

The Cnarman. Coming from an agricultural State, I am con- 
scious of the deplorable state of agriculture now, under the surpluses 
which exist, and the very drastic reduction in acreage. You see what 
I mean. 

Mr. Livineston. Yes, sir; I do. 

The CHarrMan. It occurs to some of us that the economy may be 
getting out of balance, that industry is running away and leaving 
agriculture at the post. That that may in time “have an effect upon 
the markets themselves. Not that anyone except those from the agri- 
cultural States apparently are concerned about it immediately, but in 
the long run that may have an effect upon the market. It is something 
to be concerned about, is it not? 

Mr. Livineston. Senator, this is the one question I came pre- 
pared for. 

The Cuatrman. Goad. I thought you were well prepared on the 
others that have been asked here. 

Mr. Livineston. Well, I thought you might ask for this. I do 
not share your views on agriculture. I think agriculture is doing all 
right in this country. 

The Cuatrman. Good—I like a little reassurance, too. 

Mr. Livineston. Well, it is true that agricultural income has been 
declining in recent years. However, the technological improvements 
in agriculture have also gone on considerably, and the number of 
workers in agriculture has gone down from 12.8 million to 8.5 million, 
since 1929, And the net income from farming has gone up from $7.4 
billion to $15.5 billion. The average annual income per worker in 
agriculture has gone up from an index of 100 in 1929 to 300. 

The Cuarrman. When you go up 300 percent from nothing, you do 
not. go very far, do you? What is the actual comparison of the 
income ? 

Mr. Livrnesron. That is one thing I forgot to bring. 

The Cuarrman. That is what is important. 

Mr. Livrneston. No, it is not quite as bad as you say, because agri- 
culture—— 

The Cuatrman. Well, I agree it is not nothing. 

Mr. Livrneston. Agriculture was not in a depressed state in 1929, 
Senator. It is true that agriculture had not shared in the prosperity 
in the late twenties. But I don’t think the income per worker in agri- 
culture was so bad. And I don’t want to guess at a figure, because 
it is just one of those figures that I don’t have in mind. But the 
agriculture of this country went up to a very high level in the postwar 
period when there were great shortages. Prices were quite high. 
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Then when there was a decline in demand, the agricultural income 
went down, and it has gone down during the period when industria! 
income has gone up. 

The Cuatrman. During the last year it has been going down, has 
it not ¢ 

Mr. Livrneston. Yes, sir; slightly. 

The Cuarrman. Is it not true that this coming year such major 
crops as cotton and rice and wheat are under very severe acreage 
restrictions ¢ 

Mr. Livinaston. Yes, sir. 

The Cuarrman. The price is not the only element. In those cases 
there will be a very drastic reduction in the amount they can raise, 
will there not? 

Mr. Livineston. Yes. But there is also a decline in the number 
sharing in them. 

The Cuatrman. That is true. They have been forced out. They 
have been starved out of agriculture to a great extent, have they not / 

Mr. Livineston. Forced out? 

The CuarrMan. Yes, for various reasons. 

Senator Roserrson. Mr. Chairman, if you will yield there, I wil! 
give you a figure on agriculture. 

The Cuarrman. I would welcome it. 

Senator Rosertson. There was a time when 20 percent of our pop- 
ulation was dependent upon farm income. It is now down to 15 
percent. But the 15 percent dependent upon agriculture spends near) 
its entire income. There is a very small margin of savings there. 
And it would necessarily follow that if 15 percent of the population 
gradually loses its purchasing power, sales of industrial companies 
go down; and if the sales of industrial companies go down, their earn- 
ings go down; and if their earnings go down, the quoted price of 
their stock will go down. Is there any objection to that sequence ¢ 

Mr. Lavineston. No, I think that is correct. 

The Cuatrman. I thank the Senator from Virginia. Here are the 
figures I had in mind, and I would be glad to supply them to you. 
These are the average per capita net income of farm population 
compared to nonfarm population. 

Mr. Lavinesron. What. page is that on? 

The Cuarrman. Page 23. 

Mr. Livrnesron. Is that from Statistical Indicators? 

The Cramman. The Farm Income Situation. This is by the 
United States Department of Agriculture, Agricultural Marketing 
Service, page 23. 

Mr. Livineston. You know, Senator, I did have those figures. 
Yes, sir. 

The Cuarrman. Here is the type of thing I note, and I think it is a 
matter of importance. It is at least worth calling to the attention of 
those of you who are preoccupied with the stock market. Not that | 
expect them to do anything about it, but at least it is an element 
which should be considered in evaluating the market itself, I think, 
over a period. In 1951 the per capita income of the farm population 
was $738. In 1952 it went down to $675. In 1953, it went down to 
$645. We do not know what it is yet in 1954. Compare that with 
the income of the nonfarm population. In 1951 it was $1,716, as 
against the $738. Then it goes up in 1952, against what happened in 
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agriculture, to $1,817. And again in 1953 it is up to $1,868. Do you 
see what I mean { 

Mr. Livineston. Yes, sir. 

The Cuamman. Do you not think that is a matter of some concern 
to people who are interested in the stability of General Motors or the 
stock market ¢ 

Mr. Livinesron. I think it is a matter of great concern, Senator. 
It is also a matter for interpretation. 

The CuarrMan,. For example, what I meant about this percentage 
increase, even after your 300 percent, or whatever it is, $645 does not 
compare very favorably with $1,868, does it? 

Mr. Livinasron. No, sir. 

The CuarrmMan. That is what I meant by saying the percentage 
is not quite as significant when it is dissociated from the actual dollar 
income. I would like you to comment. 

Mr. Lavineston. Thank you, Senator, I did want to comment. In 
the first place, 1 don’t want to say that. the farmworker is as well off 
as the city worker. I don’t know whether the farmworker is as well 
off as the city worker. However, there are certain—I hate to use the 
word “emoluments”—but there are certain derivements, if I can make 
up a word, associated with farm living. 

The CHarrmMan. You are a romantic now, Mr. Livingston, I see. 
You mean the thrill of seeing a little seed bud in the spring? Is that 
what you mean? Or what Se you mean? I have heard that all my 
life. What is the compensation, which is the term you started to use; 
was it not ? 

Mr. Livinesron. In the first place, you have food that you eat on 
the farm. That is a very important consideration. In the second 
place, you don’t have to take transportation to your work. You don’t 
have to pay whatever the Capital Transit charges every morning. 
Let’s see what else the farmer has. You don’t have to buy the same 
kind of clothes as a city worker has. There are a great deal of dif- 
ferences in farming. Farming at one time was considered a way of 
life. I think it is changing now under the impact of technology. 
And, therefore, I shy away from the direct comparison of an income 
of—I have forgotten what you have said—$645 per person as against 
$1,800 per person. There are a great many things. Taxes tend to 
be higher in the city. There are all those differences. Now, I would 
like to see farm income generally higher, too. But in farming, just 
as in everything else, you have fluctuations, you have fluctuations 
which depend upon the demand for products. 

Now, for instance, the woolen industry was flat on its back last year. 
Why is that? Because people wanted less. Industries go through 
cycles, and so does farming. 

The Cuamman, Yes, I understand that. Do you think that the 
farmers should have any share in this so-called new era, the great new 
technological developments, or not ? 

Mr. Livineston. Yes, I think the farmer will. I own a farm, 
Senator. 

_ The Cuatrman. Yes, but you are not the kind of farmer I am talk- 
ing about. [Laughter.] 

Mr. Livingston. You are right. 

The Cuarman. That is where we misunderstand one another. Do 
you raise sheep, like Mr. Smith? 





666 STOCK MARKET STUDY 


Mr. Livineston. No, but I sometimes feel like a sheep. 

Senator Dovenas. Mr. Chairman, would you yield for a minute. 

The Cuamman. I think this is a very serious matter. One other 
question. When we look at what hapa to companies like General 
Motors—I raised this before, and I have nothing’ against General 
Motors, they are no different from any other. It is “simply a well 
known example, and so many of us buy their product. But do you 
not think farmers perhaps should share in the sense that they might 
occasionally have a little lower price on their automobiles. When 
the excess-profits tax was taken off last year, you notice that practi- 
cally all of that was carried to the benefit of the shareholders, none 
of it apparently carried to the benefit of the consumer. There was 
a seller’s market, I presume, or otherwise they might have lowered 
the prices a little. But they did not lower the prices. You know 
what that does to the farmer on this very low fixed income when it 
comes to buying a car or a mowing machine. I say this not just be- 
cause we are concerned solely with the welfare of the farmer, but with 
some regard to the stability of General Motors itself. 

I think that a good argument can be made that a more equitable 
distribution of the gross product among all of the people will give the 
whole thing stability and would even be good for General ‘Motors. 
Has that ever occurred to you that it might be good for General 
Motors to enable the farmers to participate a little more fully in the 
benefits of their developments, new kinds of gadgets and so on? 

Mr. Livinesron. I don’t think the farmer should get a better price 
on a car than a city dweller. 

The Carman. I did not mean it that way. I meant that every- 
body might get a little break on automobiles, the farmer along with 
everyone else. 

Mr. Livinestron. Well, I don’t know what General Motors should 
charge for its cars. 

The Cuarrman. No, and neither do I. 

Mr. Livinesron. But that is the kind of question we are getting into. 
Now, it is true that General Motors makes very large profits. I 
worked it out some years ago—I don’t know what the figures are— 
that the profit per car General Motors makes is a great deal more than 
Chrysler. I don’t know what it is in relation to Ford because those 
figures are aa available. That was true when I did it. 

Now, whether General Motors, as a matter of pricing policy, should 
reduce the price of its cars so that more persons would buy General 
Motors at the expense of Chrysler, I do not know. That is a matter 
of 

The Carman. I did not wish to confine it to General Motors. I 
wish I had used Studebaker or somebody else. I did not mean to raise 
that point. I was trying to raise the point that no one seems to be 
bothered about the participation of agriculture, which I think is a 
serious oversight on the part of financial people. 

Mr. Livrneston. Well, Senator, I do not think it is an oversight. 
[ started out under the tutelage of a person who was greatly interested 
in agriculture and agricultural economics, who contended that the 
prosperity of the country depended exclusively on agriculture. But 
as the number of persons on farms diminished, the importance of agri- 
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culture also diminished. I know that this is not a nice thing to say 
to somebody fr fan agricultural State, but I think it is a fact. 
Senator Capenarr. Will the Senator yield? I wonder if you have 
taken into consideration the fact that while the number of farmers 
has declined, the total amount of goods purchased by the farmer as a 
result of power farming has increased. I do not have the figures, but 
I would say that it is 3, 4, 5, 6 times as much as it was 25 or 30 years ago. 

Mr. Lavrneston. I think that is correct. 

Senator Carenart. Today you cannot start to farm, power farm, if 
you bought everything you ‘had to, for less than $20,000. If you 
bought a “combine and a picker, you could share that with your neigh- 
bors. They do share combines and pickers. But even then I do not 
believe you can buy just the bare necessities for much less than $12,000, 
and I think $15,000 would be more near it. So the farmer is a big 
buyer. Another thing the farmer buys today he did not buy years 
ago—he buys sustenance. 

Mr. Livineston. The investment of a farmer in his equipment is 
frequently equal to the value of his farm. 

Senator Cargnart. So I am wondering if this philosophy that you 
are expounding is true. The number of farmers has gone down, ‘but 
the purchases that the farmer is forced to make each year have gone 
way up. Therefore, he is buying a larger percentage of the national 
product than ever before in the history of the country. 

Mr. Livineston. Senator, I hope you do not mind if I disagree with 
your use of the term “philosophy.” It is not a philosophy. I thought 
I was deser ibing what I considered a condition. 


Senator CaprHart. I seem to have trouble here with philosophies 
and the word “gamble.” I guess I use the wrong terms. 

Mr. Livineston. Not only have farmers bought increased equipment 
for the operation of the farm and increased fertilizer, increased fenc- 
ing, but they have bought increased « appaenannners for the home, The 


farmers now have electrification , they have electric washing machines, 
electric refrigerators. The standard of life on a farm I think 

Senator CarprHarr. My point is that is true. Therefore if the 
farmer’s income goes down, he does not buy or cannot buy those things 
that he is buying today and will need in the future. I have heard a 
number of people take the same position you do, that the farm income 
is down, but the number of farmers is down, and therefore everything 
isallright. But I have not yet heard anybody propound the fact that 
the farmer today is buying a larger percentage of the national product 
than he ever did before. While there are fewer farmers, the fewer 
farmers buy and spend in dollars, I would think, being a farmer and 
having been born on a farm, at least three times what they did 30 
years ago, 

Mr. Livrneston. I don’t think there is any question about that. 
The figures that Senator Fulbright cited indicate that. The average 
income per farmer, cash income, fas gone up from $200 in 1929 to $645. 
That is three times—exactly the figure you mentioned. 

Senator Cappuarr. Senator F rulbright did not have the figures, but 
the income has gone up in 1954 to $918. But even that is small. 

Mr. Livineston. That is per farm ? 

Senator Capenarr. No, the individual income. 

Mr. Livingston. This is per capita. 

60650—55——43 
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Senator Carenart. The per capita is $918. 


As a result, the average per capital total income of farm people rose from 
$914 in 1958 to $918 in 1954. 

That is from the Economic Indicator. But it is about the same 
as Senator Fulbright’s figures. 

The Cuarrman. Mr. Livingston, with respect to the total income 
of the country, has the percentage of income of the farmers been 
declining or increasing ¢ 

Mr. Lrvineston. I would think, Senator, it has been going down 
since 1947. 

The Cuarmman. I think you are correct. Mr. Livingston, have 
you paid any particular attention to consumer credit in this country ? 

Mr. Lavineston. Well, it is one of the facets of our economy that 
I have to look into; yes, sir. 

The Cuatrman. Do you think it is an important facet ? 

Mr. Livrneston. Yes, I do, sir. 

The Cuamman. Has it increased or declined ? 

Mr. Livrneston. It is at an all-time high, I believe, sir. 

The Cuatmrman. Do you know what it is? 

Mr. Lavineston. I should say it is around $28 billion or $29 billion. 

The CHarmman. Well, it is just over $30 billion. We had testi- 
mony the other day. I do not think the exact amount makes any 
difference. That is close enough. What significance, if any, do you 
think that has in evaluating the state of the economy ¢ 

Mr. Livineston. The fact that it is at an all-time high is not per se 
anything to be disturbed about. After all, the total economy is 
virtually at an all-time high. 

The Cuarrman. Do you know what percentage of automobiles are 
sold on time payments ? 

Mr. Livrneston. I would say 60 percent. The prewar percentage, 
in 1939, I know was two-thirds. In the postwar period, the percent- 
age has not stabilized. But it started out around 40 percent. You 
see, in 1946, 1947, 1948,there were so many persons with pentup wants, 
and these persons had a lot of money, they had the money saved up, 
so that they purchased for cash. But as we have moved along and 
those oxigtil cash buyers—the more well-to-do persons—purchased 
automobiles, we get into a different stratum of buyers, a stratum more 
representative of the entire country. So it is about 60 percent, I 
would say. 

The Cuarrman. Do you consider that the existence of this large—— 

Mr. Livineston. Those are new cars. The percentage of used cars 
is, I think, higher. 

The CHatrman. Would you say it was somewhat the same per- 
centage in washing machines and other gadgets that go into the 
kitchen and household ¢ 

Mr. Livrneston. I would think not, but I do not know. 

The Cuarrman. Do you think the existence of this debt is a stabil- 
izing influence in our economy or not? ‘ 

Mr. Liyineston. Well, I would say that the existence of debt is 
never a stabilizing influence at the turn, if I make myself clear, Debt 
tends to exaggerate upturns and tends to exaggerate declines. That 
is the nature of it. But whether it is a disruptive force, a cause for 
concern, is something I would be more hesitant to be positive about. 
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I would say that the nature of the terms of installment credit is far 
more important than the quantity. And I think that one of the 
great safeguards of consumer credit, of installment credit, is that 
the lender takes a risk. When he lends money on a car, he knows 
that if the purchaser does not pay and he repossesses the car, he may 
take a loss. So he has got to do some checking, some looking into the 
nature of credit. It is a little different when you have a Government 
guaranty of credit. The lender is more removed, he relies on the 
Government. But when you put the burden of loss on the lender, he 
is apt to be more careful. ' 

The CuarrmaNn, Are you drawing a contrast with the debt in the 
housing field, for example? Is that what you had in mind? 

Mr. Cxviwalaeee That I am, sir. 

The CuarrMan. Would you describe that briefly ? 

Mr. Livineston. Well, 1 am not sure—— 

The CHArrman. How much is it, to begin with—do you know? 

Mr. Lavineston. No, I do not. 

The Cuarrman. Is it in the neighborhood of $75 billion? 

Mr. Livineston. Well, I think the total housing debt is $75 billion. 
What the total guaranteed debt is, I do not know. 

The Cuarrman. Did it not increase last year by $9 billion ? 

Mr. Livineston. I cannot say. I do not know the figure. 

The CuarrMan. I am told it increased to $11.3 billion last year. 
I thought someone the other day said $9 billion. 

Mr. Livixeston. I do know this—that 60 percent of the new homes 
are financed under FHA or VA. 

The CuatrmMan. Do you agree with the testimony that has been 
given here that those terms may be too liberal, or do you have any 
views! Someone has testified about that. Would you wish to express 
a view ¢ 

Mr. Liavineston. I think they are too liberal. 

The CHarrman. Is it having any effect upon our economy? Is it 
inflationary, or what is it? 

Mr. Livingston. I think it is inflationary. I think it is spurring 
the demand for homes. 

The CuHatrMan. You seem to have made some study of options. 
It is a subject I asked one of the previous witnesses about, but he 
had not looked it up or had not studied it. Could you elaborate a 
little more? When a man is given an option in a corporation, is he 
given it at the market value or below the market value? 

Mr. Livineston. Usually at or slightly below the market value. 

The Cuarrman. Is there a limitation that it cannot be more than 
15-percent below ? 

Mr. Livineston. I think that is a Treasury regulation. 

The CHarrman. Yes. 

Mr. Livingston. The Treasury has that regulation. 

The Cuarrman. Are options sold in New York on stocks on the 
Exchange ? 

Mr. Livrxeston. Of course you are talking about an entirely differ- 
ent kind of option now. 

The Carman. What do you mean an entirely different kind? 
What is an option to buy stock? What is the difference if I buy an 
option to buy 100 shares of General Motors at the market, we will 
say, and if the corporation I work for gives me an option to buy 
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it at the same price? What is the difference in the option? Isn’t it 
the same kind of option ? 

Mr. Livinaston. No, sir. 

The Cuarrman. I would be glad to have you describe the difference. 

Mr. Livrneston. In the first place, an option given by a corpora- 
tion to an executive is considered to be a form of remuneration. 

The CHarrman. Is what? 

Mr. Livrnaston. It is considered to be a form of remuneration. The 
executive may be told that he can purchase over a period of years—it 
might be 5 years, 10 years, frequently the options have no limit—stock 
at a certain price. And he may take that up. I feel 99 percent sure 
that such options are nontransferable. Now, an option to purchase 
securities—— 

The Carman. But the stock is always transferable that he buys 
with the option. 

Mr. Lavrneston. When he gets the stock. 

The Carman, Yes. 

Mr. Lavineston. Precisely. Now, an option on the New York Stock 
Exchange is something entirely different. You can see the advertise- 
ments in the New York Times every day on options. Options on the 
New York Stock Exchange are called puts and they are called calls. 
An option to put a stock means that I, Joe Livingston, buy from you, 
Senator Fulbright, an option to put to you in a limited period of time 
a stock at a particular price. 

The CuatrMan. Just not to confuse us too much, let us talk about 
calls only, and we can understand that. A call is an option to buy 
at a certain price. 

Mr. Livineston. At a certain price, yes, sir. 

The Cuamman. Can you give an example of an option to buy from 
the newspaper before you. 

Mr. Livineston. Here is an option to buy 100 shares of Baltimore 
& Ohio Railroad at $45 by May 12. 

The Cuatrman. At what price? 

Mr. Livineston. Well, the price of the option or what you pay for 
the option is $187.50. Now, Baltimore & Ohio Railroad is selling 
at $42. 

The Cuarrman. That means at that price, any time for 30 days, I 
can buy Baltimore & Ohio at $42. 

Mr. Lavrnaston, No, sir. Any time until May 12 inclusive you can 
buy Baltimore & Ohio at $45. The stock closed yesterday on the 
New York Stock Exchange at 42%. Now, what that means—— 

The Carman. Is there one there on General Motors, or a better 
known stock ¢ 

Mr. Livrineston. Well, any stock will serve the purpose, sir. 

The CramrMan, What is the price? Are they all the same price? 

Mr. Livineston. Let me explain how it works. 

The Cuatrman, Is that price for the option the same for all stocks? 

Mr. Livineston. No, sir. 

The Cuarmman, Is there any variation there? 

Mr. Livrneston, Oh, yes, a great deal. Here is Chrysler Corp. 

The Carman. What is the price of the 30-day 

Mr. Livineston. It is May 18—$350. 

The Crarrman. Is that the price they pay to buy 100 shares? 
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Mr. Lavineston. Right. And the price is 69%. In other words, 
I can call on this man who is selling the option for Chrysler at 697%. 
Now, let us see what it sold at. 

The Cuarrman. I do not need the details. 

Mr. Livingston. That is important, sir, to understand it. 

The CuarrMan. All right. 

Mr. Livineston. You see, it closed at 68144. Now, what that means 
is this: Suppose there is an investment trust, like Lehman Corp. or 
like Tri-Continental. They have a lot of Chrysler stock and they 
figure they would be willing to sell Chrysler stock at 69%. They 
might go to a put-and-call broker or a put-and-call broker might go 
to them and say “Could I have an option on this stock?” and they 
say “yes.” So the put-and-call broker puts a price on that option, 
at $350 up to May 13. If Lehman Corp. or Tri-Continental or some 
other trust engaged in this busines, they would get a share of this 
$350, and the put-and-call broker would get this share for being the 
intermediary between the seller and buyer of the option. So at any 
time up to May 13, they would have to be prepared to deliver Chrysler 
stock, at 697%, which is a point and something above the market. 
So they not only get their point profit, but they also get part of the 
price of the option. 

The CuatrmMan. Could I come back to that? 

Mr. Livineston. I am sorry if I am too elaborate on that. 

The Cuatrman. No. It is interesting. But it is not the point I 
was trying to develop. 

Mr. Livrneston. I’m sorry, sir. 

The Cuamman. Maybe I can make it concrete. If you wish to have 
an option to buy Chrysler stock, you pay $350 to buy at 69. 

Mr. Livinesron. Well, it would vary from day to day. 

The CuatrMaNn. The day you bought it—that day it was 69. It was 
approximately the market. Is that all right? 

Mr. Livineston. No; it was not approximately the market. 

The CuarrMan. As an illustration, can we take the assumption that 
you go in and the market is 69 and you buy an option for which you 
pay $350. Let us assume in that particular case that is the market 
price—it is 69 on the day you buy it. They give you a contract for 
the next 60 days, to use an illustration, that they will stand ready 
to sell you 100 shares of Chrysler at 69. Is that nearly what it means? 
That is leaving the details out. 

Mr. Livinesron. That is a possible option; yes. I would not say 
it is consonant with the manner in which the business is done. 

The Cuamrman. Would you agree that the right to buy that stock 
over a period of 60 days has value? 

Mr. Livinesron. Oh, it does indeed, sir, very much. 

The Cuamman. It has the approximate value of $350, assuming 
that period is about 60 days. 

Mr. Livinesron. Oh, yes. 

The Cuarrman. It is not a matter of no value. 

Mr. Livineston. Oh, no; it has a good deal of value. 

The Cuatrman. If you are given a right to purchase stock 15 per- 
cent below that price, would that also add value to your right? 

Mr. Livineston. It would add much greater value; yes—sometimes 
they give options below the market. 





672 STOCK MARKET STUDY 


The Carman. If you are working for a corporation and they 
give you, as a part of your remuneration, a right to buy 1,000 shares, 
would you consider it a matter of value at the time it was given you! 

Mr. Livineston. Oh, yes, sir; it has great value. 

The Cuamman. I just wanted to develop the very simple point that 
when they are given these options, are they reported as income or not ? 

Mr. Livrneston. No, sir; they are not. 

The Cuairman. If they are not considered income, why are they 
not? 

Mr. Lavrineston. They are not considered income until you take 
the profit, sir. 

The Cuarrman. Why are they not, do you think? They have a 
value as of that day, a very large value, do they not ? 

Mr. Lavrneston. Yes, sir. 

The Crarrman. If that corporation wrote you a check on that day 
for $100,000 as a gift, would you report that as income ? 

Mr. Livrneston. I suppose I éoubl not avoid it. 

The Cuarrmman. Well, if you did not want to violate the law. Iam 
curious to know why is not the option on the day it is granted to the 
employee a matter of value? You say it has value, it has great value. 

Mr. Livineston. It is a definite form of remuneration. 

The Cuamman. Why is it not income in the tax laws? Iam curious 
about it. I have no idea. There may be a good reason. I do not 
know anyone better qualified to give me a reason. 

Mr. Lavryston. I don’t know why it is not considered income in 
the tax law. I suppose one reason, Senator, is that to administer 
tax laws, you have to have something that is fixed in value. You 
do not have a fixed value for an option. It is not a form of specific 
remuneration in dollars and cents. And the proposal that I suppose 
underlies your questioning would be very difficult to admininster. 

The Cuarrman. Somebody is able to determine whether it has value. 
It is quoted. You read me a quotation. They determine that has 
value the same way they determine a stock has value, as of that day. 

Mr. Lavrneston. This is a day-to-day value. It depends upon 
numerous judgments about the future course of the market. Whether 
you are asking me whether it is pe sd that—— 

The Cuatrman. Do you think the question is improper, to find out 
about this? 

Mr. Lavineston. No, no. 

Senator Carenart. Mr. Chairman, would you yield a minute? 

Mr. Livrnesron. I do not think it is improper at all. 

The Cuarrman. I yield to the Senator from Indiana. 

Senator Carenart. I have a luncheon engagement at 12: 30 on offi- 
cial business. I presume you are going on for a few more minutes? 

The Cuarrman. Until 1 o’clock. Would you like to ask any ques- 
tions ¢ 

Senator Carenart. I have got to go now. When are you coming 
back ¢ 

The Cnamman. At 2: 30. 

Senator Carenart. I would like to have the gentleman come back 
at 2:30 so that I might ask him a few simple questions. 

Senator Dovetas. Mr. Chairman, before the Senator from Indiana 
goes, may I read some of the definitions of gambling and speculation. 

Senator Carenart. You havea much larger dictionary than I have. 
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Senator Dovetas. It is not only much larger, but much more 
accurate. 

Senator Carenart. Now, that is typical, I think, of the Senator, 
not knowing what is in this book, to make that statement. 

Senator Doveras. Naturally a larger dictionary can define more 
precisely. May I say if the Senator would like to read his definition 
first, that is fine. 

Senator Carenart. You go ahead. I am perfectly willing to take 
your definition. You go ahead. 
~ Senator Dovuecias. The Senator, in one of the other sessions, identi- 
tied gambling with speculation, which I thought was improper and 
a reflection on the New York Stock Exchange. I would like to read 
the definition of speculation from Webster’s New International Dic- 
tionary, on page 2417. 

Speculation, while confined within moderate limits, is the agent for equalizing 
supply and demand and rendering the fluctuations of price less sudden and 
abrupt than they would otherwise be. 

That is derived from Francis A. Walker, a great economist, and, 
incidentally, a great Civil War general. 

Gambling is defined as— 
playing or gaming for stakes; loosely the act of risking or staking anything 
on an uncertain event, wagering. In the strict sense of the term, gambling 
implies a playing or gaming, as at checkers, dice, cards, horseracing, cockfighting, 
and so forth, or some other sport or contest, as well as the staking or risking 
of money to be lost or won on the issue. 

I think what deluded my good friend from Indiana is the fact 
that both involve the taking of risk. But whereas speculation is a 
means of better bearing existing risk, gambling means going out 
and taking on risks which did not already exist, such as shaking 
dice, which is not compulsory upon us to engage in and not inherent 
in the nature of life, or betting on roulette, which is not inherent in 
the nature of life. To clinch the matter, I would like to read a 
quotation from Benjamin Graham’s Security Analysis, and I will 
read the sentence and will not quote out of context as has been some- 
times done in recent events. 


It is more or less the official position of the New York Stock Exchange that 
gambling represents the creation of risk not previously existing, for example, 
racetrack betting, whereas speculation applies to the taking of risks that are 
implicit in a situation and so must be taken by someone. 

One of the best examples of speculation is of course the familiar 
hedging which is applied to commodities. If an elevator has wheat 
which it will hold for some time and pays a given price for it but 
is not certain what the price will be in the future, what it frequently 
does is to sell in the future as a given price and buy simultaneously, 
so they are protected against price decline. In this event the risk 
is borne by the professional trader who presumably is in a better 
position to know what the future course of prices will be than the 
amateur elevator man. 

I hope my friend from Indiana will not attack the New York Stock 
Exchange and make it a mere crap-shooting joint. It is really much 
better than that. 

Senator Carenarr. Mr. Chairman, I do not know what this adds 
to the investigation, but it has been very enjoyable. What I said 
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the other day, at one of the first hearings here, was I took a gamble 
every time I planted a crop on the farm. 

Senator Dovetas. No; you take a risk. 

Senator Capenart. I took a gamble. Well, maybe I should have 
said “risk.” But we ordinarily say “gamble.” I think it is a term 
that is used now and then. But I want to say I am delighted to 
be lectured by the able professor from Chicago. I think it is one 
of the finest things about the United States Senate. We have the 
able Senator, who has had so much experience as a professor. We 
did not have the advantages possibly he had for education. He 
can look over at us every so often and say “Now, you used the wrong 
term. You said ‘gamble’ when you really meant ‘invest.’ ” 

I apologize to you, sir. I did not mean any harm, either, to your 
dignity as a Senator by misinterpreting words. I only meant to 
say what we do in Indiana when we plant a crop—we g gamble. When 
we buy something, we gamble. I think it is a common term. 

I apologize to you, sir. Maybe I ought to take some night course 
under you. I might learn the better use of these words. Because 
if I am good at anything, it coneraly is not at using words. 

Senator Dovetas. Mr. Chairman, I appreciate the labored courtesy 
of my good friend from Indiana. This comment of mine was only 
called forth by the fact that he reproved the Senator from Arkansas 
yesterday for using words which reflected adversely upon the stock 
market. I had his quotation before me but did not wish to use it 
until the witness brought in this matter voluntarily, without coach- 
ing from me, I may say, or without my knowledge. I felt that this 
was an appropriate time to indicate that others have used terms 
loosely, and I do not think that it has been the Senator from Arkansas. 

Senator Capruart. Let me say this, Senator Douglas. You did it 
just to needle me a little bit, and I thoroughly enjoyed it, and what 
I said back to you a moment ago was just “needling back a little bit. 
I have thoroughly enjoyed it. I think maybe it is a good, healthy 
thing. 

Senator Dovenas. I think we are now getting on good terms, and 
some of the acrimony of yesterday has disappeared, possibly floated 
off by the rise in the stock market. 

Senator Leuman. Mr. Chairman. 

The Cuarrman. The Senator from New York is recognized for an 
obser vation. 

Senator Lenman. I just want to ask one question of the witness 
and then make a very brief observation. It is my understanding 
that puts and calls, while guaranteed or handled by members of the 
stock exchange, are not actually traded in on the floor of the stock 
exchange, but over the counter; is that correct ? 

Mr. Livinesron. I think that is correct; yes, sir. 

Senator Lenman. Mr. Chairman, may i just make this observation. 
I know that Mr. Dorsey Richardson is going to be the witness this 
afternoon. To my very great regret, I will not be able to be here 
because of other engagements. I do want to say that I have known 
Mr. Richardson, who is a distinguished citizen of my State, for a very 
great number of years. In fact, for some years we were associates in 
business, before I retired 26 or 27 years ago. 

Even if I were able to be here, I probably would not enter into the 
discussion, because I am a substantial holder of the securities of invest- 
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ment companies. But I am very confident that what Mr. Richardson 
is going to testify will be of interest and of very great use to the 
members of this committee. 

The Cuarrman. I do not wish to labor this point, Mr. Livingston, 
and it is about time to quit. I asked one other witness, and he said he 
did not know what a put or call was, and we never got anywhere. I 
certainly have no criticism regarding such options. It is a matter, I 
think, that very few people understand. You mentioned, I believe, 
770,000 shares optioned to people in United States Steel. 

Mr. Livineston. Yes, sir. 

The Cuarrman. As you used it, I took it as a very fine thing, that 
this stock is going to come onto the market. We all understand that 
when they purchase this stock, at whatever the price is—you gave the 
price as what? 

Mr. Livineston. $37 and $41. 

The CHarrman. When they purchase it, they pay the $37 or $41— 
and what is the market today ? 

Mr. Livineston. $72. 

The Cuarrman. What they make on that is subject to the capital- 
gains tax. Is that not right? 

Mr. Livrnestron. That is right. 

The Cuamman. This is the point Iam trying tomake. At the time 
they are given the option, it is a right of very great value; is it not? 

Mr. Livineston. Oh, you are quite right, sir. 

The Cuairman. I only raise the point of whether or not it is subject 
to taxation. 

Mr. Lavrneston. The price is $75. I’ve just looked it up. 

The Cuarmman. This is the last observation. I only want to know 
if this is a correct understanding of it. ‘Take as an illustration your 
mention a moment ago that the — for 100 shares optioned for 60 
days of Chrysler is in the neighborhood of $350. That is approxi- 
mately what it is; is it not? 

Mr. Livineston. For a very short time, too. 

The CHarrman. If you bought an option to buy Chrysler for 69 
and it extended over 5 years, would it be worth more or less? 

Mr. Livinesron. A great deal more, sir. 

The CHarrmMan. Would you venture to say twice as much or 10 times 
as much? Just a guess. I know you do not know. I mean it is 
substantially greater. 

Mr. Livinestron. Oh, yes, indeed. 

The Cuarrman. That is on 100 shares. 

Mr. Livinesron. Yes, sir. 

The Cuarrman, If you had 10,000 shares optioned, for 60 days, at 
this price, it would be worth $35,000, would it not, approximately ? 
We are talking about this illustration—optioning, 10,000 shares for 60 
days. If it were 5 years, it would be a very substantial sum. 

Mr. Livrneston. I agree with you, sir. I did not understand your 
line of questioning. 

The Cuatrman. Why do you think it is not taxable, if you think it 
is a right of such value? 

Mr. Livineston. I did not say it was not taxable. You asked me—— 

The Cxamman. I understood you to say it was not taxable. 

Mr. Lavineston. No. You asked me—well, yes. You asked me 
why it was not taxable and I thought you meant why had not the 
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Congress made it taxable. I said one of the reasons may have been 
that the administration of it would be extremely difficult. I think it 
is a right of great value. I think it is a form of remuneration. And 
I think that it should be taxed. Now, whether it should be taxed at 
a capital gains rate or a particular rate or whether it should be paid 
out in the form of remuneration, I do not know. I had not thought 
about that particular problem, Senator. 

The CuarrMan. I cannot imagine that I would think of something 
if you had not thought about it in this connection. That is why I 
raised it. 

Mr. Lavineston. Well, I think an option is a very special kind of 
remuneration that the persons in control of a corporation are able to 
distribute among themselves. Whether they have to get it in order 
to operate a corporation efficiently or not is a question that requires 
great philosophic examination. Now, I just have not thought about 
it in those terms. 

The Cuarrman. It just occurred to me that if they sell these things 
on the markets 

Mr. Livrneston. You are quite right. 

The Cuarrman. I know you are tired and I appreciate very much 
your having been here. You heard the Senator from Indiana say he 
would like to ask you some more questions. Personally, I was think- 
ing we would let you go. Would it inconvenience you much to come 
back? I will promise you I shall not ask you any. 

i - Livineston. Not at all, Senator. I will be delighted to come 
yack. 

The Cuarrman. You have been very patient and extremely kind to 
come and give your time to this committee. A public service of this 
kind usually entails a great deal of inconvenience and probably re- 
crimination. I am sure something you said this morning will in- 
spire a lot of critical letters. I do not know why that is. Not me. But 
someone will disagree with you. I hope it does not ruin your column. 
I appreciate very much indeed your coming and giving us the benefit 
of your thought. 

Senator Dovenas. Mr. Chairman, I too want to thank Mr. Liv- 
ingston. I regard him as one of the very best and most honest eco- 
nomic commentators in the country. I think he has made some very 
constructive suggestions here. I hope the same thing will not happen 
to him as happened to Mr. Galbraith. We have a message from Mr. 
Galbraith that he has done what a number of people asked him to do— 
he broke his leg yesterday. 

The Cuarrman. We will recess until 2: 30. 


(Whereupon at 12:50 p. m. a recess was taken until 2: 30 p. m. of 
the same day.) 


AFTERNOON SESSION 


The Cuarrman. The committee will come to order. Mr. Livingston, 
we will proceed. 

The Senator from Indiana. 

Senator Cargenart. I would like unanimous consent to place in the 
record a letter from Standard & Poor’s Corp. that has to do with the 
indexes which I think is purely technical. 
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The Cuarrman. Without objection, it is so ordered. 
(The letter referred to follows:) 


STANDARD & PoorR’s CorP., 
New York 14, N. Y.,; March 11, 1955. 
Mr. Joun R. HANCOCK, : 
Assistant Clerk, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 


Dear MR, HANCOCK: In response to your letter of March 7, I take pleasure 
in enclosing an explanation of stock-market averages and indexes. I am also 
enclosing copies of the more complete (and perhaps more technical) description 
of the construction of our own indexes, together with a copy of a talk given some 
time ago by Mr. Harry D. Comer, partner of Paine, Webber, Jackson, & Curtis, 
in which he referred to the various averages and indexes. 

So far as our own material is concerned, we have not prepared nor intended 
this as a criticism of any other averages or indexes. 

I believe this will clarify the construction of market averages and answer any 
questions the committee may have. 

Very truly yours, 
Lewis L. SCHELLBACH, 
Vice President. 


CONSTRUCTION OF STOCK PRICE AVERAGES AND INDEXES 


There are two principal methods of constructing measures of the stock market: 
The most widely used arithmetic average and the weighted index. 

The first, as typified by the Dow-Jones averages, similar methods with varia- 
tions, are used by the New York Times, Herald-Tribune and Associated Press, 
started out as a simple average of prices of the stocks selected for sampling 
purposes. For example, prices of the 30 industrial stocks in that average were 
added together and divided by 30. 

It soon became necessary, to achieve continuity, to make some sort of adjust- 
ment for stock splits, stock dividends, and other changes in capitalizations. The 
Dow-Jones statisticians solved that problem by reducing the divisor. As a 
hypothetical illustration, suppose that the total of prices of 30 stocks is $2,700 
so that their average is $90 a share. Suppose further that one of the stocks, 
selling at $100 a share, were split 2 for 1. That action would automatically 
cut the total of prices by $50, and the average by $1.67. Unless an adjustment 
were made, therefore, the average would drop from $90 to $88.33 if prices of 
all other stocks in the list were unchanged, which would give a false impression 
of market weakness. If the divisor is reduced to 29.44, however, the average 
price remains $90. 

As a result of such reductions to accommodate capitalization changes over the 
years, the divisor used on the Dow-Jones daily average of 30 industrial stocks 
is now 5.76. 

The second method, pioneered by Standard Statistics Co., now Standard & 
Poor’s, and more recently adopted by Merrill Lynch and the Securities and Ex- 
change Commission in their weekly indexes, weights each stock used in the index 
according to the number of shares outstanding in the hands of investors. 

Using our daily index of 50 industrial stocks for purposes of illustration, the 
price of each of those stocks is multiplied by the number of shares outstanding 
to give the total market value. The total of those market values is then ex- 
pressed as a relative to a standard base market value, which has at all times an 
index value of 100. In other words, if the total market value of the 50 stocks 
in the base year 1926 averaged $10 billion and their current market value were 
$25 billion, the index would now stand at 350, subject to certain adjustments. 

The problem of adjustments for stock dividends, stock splits, rights, and so 
forth, is greatly simplified in the weighted index, as compared with the arithmetic 
average, The total value of 1 million shares of unsplit stock selling at 100 is 
identical with that of 2 million shares of split stock selling at 50. The adjust- 
ment, therefore, is automatic. Moreover, the stock’s relative position (weight- 
ing) in the index is unchanged, whereas in the arithmetic average its relative im- 
portance is reduced by 50 percent. This is not important in measuring hour-to- 
hour or day-to-day fluctuations, but becomes a significant factor when an average 
is used to measure market changes over a period of years. For the most part, 
those stocks that have been split or have paid stock dividends represent com- 
panies that have been participating fully in the growth of our economy. In 
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a weighted index, their relative position is maintained ; in an arithmetic average, 
their relative importance is reduced, while the importance of stocks not split is 
correspondingly increased. 

In another respect, we at Standard & Poor's believe the weighted index is the 
more accurate measure of the stock market. More people hold more shares of 
United States Steel, which has close to 26 million shares outstanding, than of 
Bethlehem Steel, which has 9.5 million shares. The fortunes of a typical, or 
composite, stockholder are therefore more nearly represented by an index 
weighted for number of shares than by an arithmetic average. 

The change is sometimes made that no index or average is sufficiently com- 
prehensive to give a true reflection of the entire market. In reply, it may be 
pointed out that the Standard & Poor’s weekly index of 480 issues represents 
some 80 percent of the total market value of all common stocks listed on the 
New York Stock Exchange. That is surely a representative sample. The daily 
index, which is also computed hourly, conforms rather closely to the weekly 
index in its fluctuations over a period of years. 

The Standard & Poor's weekly index is broken down between industrials, rails, 
and utilities, capital goods and consumers’ goods stocks, low-priced and high- 
grade stocks, as well as into some 96 industrial groups and subgroups. Thus, 
the investor is able to determine quickly how any individual group of stocks 
has performed relative to the general market over a period of years or under any 
given circumstance. 

As added tools of market measurement, Standard & Poor’s computes yields 
and price-earnings ratios on each of its daily indexes, 50 industrials, 20 rails, 
and 20 utilities. The yield is based on total dividends paid on the stocks in 
each of these indexes; price-earnings ratios are based on total earnings avail- 
able for the stocks in the indexes. 

In addition, Standard & Poor's computes indexes and yields of high-grade 
preferred stocks, as well as average yields on various quality groups of corporate 
bonds, Government and municipal bonds. 


Senator Carrnart. I would also like to place in the record an 
article, Betting on America, by David Lawrence in the U. S. News & 
World Report of March 18. 

The CuatrmMan. Without objection, it is so ordered. 

Senator Beatu. Sounds a little speculative, Mr. Chairman. 

(The article referred to follows :) 


BETTING ON AMERICA 


By David Lawrence 


The American people are constantly betting on their own future. 

They bet on the foresight of skillful management in American business. 

They bet on the inventive genius that saves labor and spreads human energy 
over more new tools. 

They bet on the profits to be derived from intelligent planning and from the 
written and spoken salesmanship that brings sellers and buyers together. 

They bet on the keen judgment which accurately estimates demand and avoids 
wasteful production. 

They bet on the honor and integrity of men who, when they borrow other 
people’s money, make every provision out of earnings to pay it back. 

They bet on the companies that seem to promise the maximum return on the 
money invested. 

They bet on the free-enterprise system which holds that, except for national 
emergencies, the citizenry shall employ its own capital and the Government shall 
not become a competitor. 

They place their bets daily in the market place where their hopes and aspira- 
tions are recorded along with their disappointments. 

In recent months the stocks of various companies have steadily moved upward 
in price. Fora long time many of these have been quoted below their actual book 
values. The fact that confidence does exist now seems to be something of a 
surprise to those observers who are unaccustomed to a stable economy. 

A procession of witnesses—many of them New Dealers—has appeared before 
the Senate Banking Committee to answer questions in a so-called friendly study 
of the stock market. But the bearish note is uppermost. The aim appears to be 
to convert into an indictment of alleged sinfulness the effort by the American 
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people to participate in the profits that accrue out of the growth of their own 
country. 

The theory that Congress is the guardian of the public purse is acceptable. 
But this bestows no right to impair the freedom of an individual to win or lose 
as he invests his money in the securities of American enterprises. He can 
borrow most of the money needed to buy a house, but it now is suggested that he 
pay all cash to buy a piece of industrial property—a share in the appreciating 
values of America’s businesses. 

It is true that speculative excesses sometimes occur in the markets. We have 
had our land booms and our wild speculations in commodities. But there is far 
greater danger in impeding natural growth and restraining legitimate expansion 
by undue governmental interference with the credit mechanism than in letting 
the foolish speculate beyond the bounds of reason. 

Had there been a genuine desire to study so complex an institution as the 
stock market, no klieg lights would have been necessary. It could have been 
undertaken by a legislative and executive commission with a staff of technicians 
who could have quietly made their studies in the offices of the brokers and 
traders in New York and in the industrial centers. 

The testimony of individuals—cloistered in academic halls and possessing 
little firsthand knowledge of the actual workings of industry or of the things 
that make America tick—has now frightened the populace into thinking some- 
thing is wrong with the economy. The stock market has been given a case of 
jitters by intimations of coming restrictions voiced by members of the Senate 
committee themselves. 

What is being overlooked by the critics among the Democrats is that we've been 
passing through 20 years of inflation—a period of loss of confidence in the dollar. 
Happily, under the Eisenhower administration confidence has been returning. 

For 20 years socialistic doctrines have been embraced by the Democratic Party 
so that American enterprise has faced the threat of gradual confiscation by 
Government, Today the number of Democrats in Congress who openly favor 
Government ownership of electric power is the largest in a generation. What 
other segments of our industrial structure will come next on the list of the 
destructionists? 

Are the American people being given a preview of what they may expect in 
1956 if the radical Democrats prevail at the polls? There are conservative 
Democrats who are fighting valiantly such a dangerous trend in the party of 
Thomas Jefferson. 

There is, of course, one sure way for many Americans to lose their bet on 
the future of the Nation’s economy. It is to vote in the confiscationists. 

As long as the American people can bet on the dynamic conservatives—led 
today by President Eisenhower and Democrats like Senator Byrd, of Virginia, 
and Senator George, of Georgia—they can win. 

For an expanding, dynamic America—an America in which technology makes 
perennial progress—is bound to return dollar for dollar more gain than any 
other investment anywhere else in the whole world. 

Betting on America is hazardous only when selfish politicians make it so. 


Senator Carenart. I would also like to place into the record Walter 
Winchell’s broadcast of Sunday, March 13, if there is no objection. 

The Cuarrman. Without objection, it is so ordered. 

(The material referred to follows :) 


[Walter Winchell’s American Broadcasting Co. Simulcast of March 13, 1955) 


Senator Carpenarr. Thank you, Mr. Winchell, for inviting me here tonight, 
and I came at your invitation because you said I could ask you any question that 
I might care to ask you. Now, I’ve got many questions to ask you here tonight, 
about what was said about you before the hearing in Washington, and about the 
facts in respect to the stocks that you have talked about over your broadeasts— 
in previous broadcasts. Now, if time permits, I want to get through all these 
questions, but if it does not, I’m going to, with your permission, give the balance 
of the questions to the press, and ask them that they print them, and then I hope 
that you, on Tuesday, will give us an answer to these questions in your column 
in the Mirror. 

Mr, WINCHELL. I will do so, Senator. Senator, before you start, may I ask 
just one question: When you were chairman of the same Banking and Currency 
Committee in the Senate, Senator, I remember reading that you said something 
like this, that anyone who was disparaged or criticized before that committee 





680 STOCK MARKET STUDY 


would be given an opportunity immediately to speak in his own defense. 
Does that still go? 

Senator Capenart. Well, I hope it goes, and I did say that, and I practiced it 
when I was chairman, and I think it’s a fine thing for every committee in Wash- 
ington to practice, and that is, when any man’s name is mentioned disparagingly 
or he’s—and he feels he’s been injured—injured, that he ought to be permitted 
to immediately come before the committee and give his side of the story. I— 
I’ve pleaded that Senator Fulbright would permit you to do that. I have urged 
him to do it, but I’m certain that he will. He ought to and I—, I just—he just 
should doit. There is no question about it. 

Mr. WINCHELL, Well, I certainly hope so, Senator, and thank you for what 
you've said here tonight. 

Senator CapeHart. And I hope every committee down there adopts that policy, 
because it’s a fine thing for every American to know, that if his name’s mentioned 
before a committee, he could feel that he could go before that same committee 
and be heard. 

Mr. WINCHELL. Thank you, very much. I am ready, Senator Capehart. 

Senator CapeHART. Now, Mr. Winchell, the first question I wish to ask you is 
this: Why should you or any radio or televison commentator ever refer to a 
stock as a good or bad nvestment? 

Mr. WINCHELL. Senator, I never recommend stocks. I never knock them, 
either. I never did it. I offer news in advance, most of the time, on the plans 
and the health and wealth of the companies listed on both stock exchanges. The 
president of the American Exchange testified before your committee that Win- 
chell’s market facts are accurate, and that I was not irresponsible. 

Senator CaPpeHarT. Well, do you make a distinction between yourself and, say, 
the New York Times, that is, the financial pages, or the magazines, like Time 
and Life, and other commentators? 

Mr. WINCHELL. Well, I feel, Senator, that they’re in the business of reporting 
the news, and so am I. 

Senator CapeHart. In other words, you feel that you’ve done nothing more than 
what they do from time to time? 

Mr. WINCHELL. That’s right. I’ve taken some of the market news out of the 
New York Times and the Wall Street Journal, and the other papers. 

Senator CAPEHART. Well, how many specific stocks have you mentioned on your 
broadcasts or telecasts? 

Mr. WINCHELL. More than 50; 42 in 1954, and some in 1953, and of course in 
1955. Once a week, at least. 

Senator CapeHaArT. Well, how and why did you select those particular stocks? 

Mr. WincHELL. Incidentally, I would like to again quote President McCor- 
mick’s testimony. Before your committee, he said, we investigated and found 
Winchell was not inaccurate. 

Senator Capenartr. Have you or any members of your family ever been paid 
or received anything of value for mentioning any of these stocks, Mr. Winchell? 

Mr. WINCHELL. No, sir. Nobody can ever reward me in any way, Senator, for 
any news that I publish or broadeast. If that were true, Senator, I think I'd 
be brought before some grand jury or the district attorney and in some jail by 
now. 

Senator CapeHart. Then your answer is that you’ve never taken anything 
of value from anybody in respect to—— 

Mr. WINCHELL (speaking at the same time). No, sir. I would like—— 

Senator Capenart. (A phrase covered over by Winchell). Stock. 

Mr. WINCHELL. This is what I would like to get into the record, too. This 
is from the Associated Press, a few hours ago, from New York. It came off the 
ticker. An official of the Securities and Exchange Commission, that’s for the 
United States Government, said today, “Walter Winchell was not ‘guilty of vio- 
lating any SEC regulation or law in giving out his so-called tips on securities.’” 
The official, whose name is Frank Purcell, New York regional director, said there 
was nothing incorrect in the information broadcast by Winchell, such as the 
recent mention of Pantepee Oil—— 

Senator CapeHaARrT. Let me—I want to ask you this question, now. Have you 
ever recommended to your listeners that they either purchase or sell any partic- 
ular stock or stocks? 

Mr. WrncHett. Senator, I have never recommended it. I made a statement 
of fact. 

Senator CareHart. Well, now, what about Pantepec, which was brought out in 
the hearing the other day in Washington the other day, and Amurex Oil Co.— 
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Mr. WINCHELL. Pardon me, Senator, Mr. McCormick testified about Pantepec 
as follows: “Winchell made no misstatements of fact, according to our investi- 
vation.” Incidentally, I read that in the New York Times on the front page. 
~ Senator CAPEHART. He did say this—I heard him say that, so I can vouch 
for that. He made that statement in my presence. 

Mr. WINCHELL. Senator, I have a memo here, I would like to add. In 1953 I 
reported advance news about Amurez Oil. That company denied it. After 
my news sent their stock up from 13 to over 20 points, their denial, according 
to your committee record, sent it down at once, falling back to 13, and—at the 
time, and I think lower, since. But Mr. McCormick testified, Senator Capehart, 
pefore the Fulbright investigating committee, that what Winchell said was 
accurate, and that the denial by the company was untrue. In short, they made 
me the goat. The newspapers didn’t play up what Mr. McCormick testified. 
It was not in any headlines that Winchell was accurate and that the company 
made a false statement. 

Senator CAPEHART. Well, now, Mr. Winchell, one more question here—many 
more, but one more right at this moment. 

Mr. WINCHELL. Pardon me, Senator, they—we have to sell few——— 

Senator CAPEHART. I well understand that. 

Mr. WINCHELL. Thank you very much. 

* » * + * € . 


Senator Capenart. Now, Mr. Winchell, what stocks have you or the members 
of your family purchased in the last 2 years, and did you purchase any of the 
stocks you mentioned on the air? That’s the 40 or 50 stocks you mentioned on 
the air. 

Mr. WincHELL. Senator Capehart, I have never bought a stock—for myself. 
I did buy three securities, over 2 years ago—for my family. As a matter of fact, 
it happened when we were invited by the stock exchange; that is, the Runyon 
Fund was, of which I am the treasurer, to come down there. So, Marlene Dietrich, 
who is the director of the Runyon Fund; Jackie Gleason, who is also a member ; 
and several other personalities from show business and television and radio 
and stage and sereen; we were all down there to get these contributions from 
these very generous people. And just about 2 minutes before the gong sounded, 
I—and thanking them all, I said to the top executives, “Thanks very much. 
I'd like to return the compliment. I'd like to buy something around here. What 
are you fellows selling in this store?’ And so, someone suggested A. T. & T., 
Du Pont, and General Electric and I bought $50,000 worth for my family’s 
security. 

Senator Capenarr. That was over 2 years ago. 

Mr. WINCHELL. Yes, sir. I’ve never mentioned them—— 

Senator CAPEHART. Now—— 

Mr. WINCHELL, Mentioned them in any way, except to explain to the people 
and anyone who wanted to know—— 

Senator CareHart. Now, one other question. What did you—did you ever sug- 
gest or infer to your listeners that a specific stock would go up or down in 
price? 

Mr. WINCHELL. No, sir. I only recommended United States Government bonds, 
of which I have bought them in bunches. I have often said to the people in the 
paper and on the air, investigate before you invest. 

Senator Capenart. Well, have any officer, director, employee, or stockholder 
of any corporation ever asked you to mention or plug any stock in which they 
were interested? 

Mr. WINCHELL. Senator Capehart, I am not aware of any private financial 
interest in my news reports. No person ever knows the name of any firm on the 
big or small board I intend to discuss Sunday nights. My sources see me Friday 
nights after the markets are closed. Sometimes not until Sunday night about 
curtain time, ‘These sources usually tell me what the rumors are on Wall 
Street, what the touts, the tipsters, and the other phoneys down there claim I 
am going to say. 

I can’t stop that or them, Senator Capehart. When I hear what the rumors are, 
I of course do not mention that company. The answer is no. Incidentally, 
President McCormick, of the American Stock Exchange, testified that my market 
news was accurate, but that the rush of almost 500,000 orders for Pantepec, 
or I think 493,000, gave Wall Street brokers a headache. Senator, I can 
remember when they all had a big heartache because they weren’t any orders. 


Senator CaPeHarT. Has any statement about a stock that you ever made 
turned out to be wrong? 
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Mr. WINCHELL (interrupting, phrase of Winchell’s lost). Senator, this old 
commercial thing again interrupts us. 
« os * 


< ‘* . - 

Mr. Wrncnert. I beg your pardon. Since the Fulbright friendly inquiry 
started, the public has been very frightened. Last week the values of stocks 
slumped almost $7 billion because of the Fulbright committee. When I was 
Wall Street's best press-agent booster, plus signs were blooming almost every- 
where. Incidentally, if I were going to buy anything, I would buy Tri-Conti- 
nental common stock. It’s, I understand, a very healthy and wealthy company. 

Senator CAPEHART. Now, Mr. Winchell, one other question. Has any state- 
ment about a stock that you ever made turned out to be false? Now that’s very 
important. 

Mr. WINCHELL, Well, it’s been testified before president—by President Mc- 
Cormick that I’ve never made a misstatement. I hope that’s the answer. I 
don’t know of any. I would like to know. I hope the SEC is continuing its 
investigation. And I'd like to know the names of anyone who gave me any mis- 
leading or false information—I would press for criminal action. 

Senator CAPEHART. One other question. Has any individual ever given you 
any stock tips, either orally, or in writing? 

Mr. WINCHELL, Oh, yes sir. That’s how I get my news. 

Senator CAPEHART. They give you tips. 

Mr. WINCHELL. I don’t call them tips. I call them advance news. I try to tell 
the future plans of a company listed on both stock exchanges. 

Senator Capenarr. What's the difference between advance news and tips? 

Mr. WINCHELL, Well, Senator, if it’s a tip it’s for a private circle, for private 
use. When I put it on the air—they estimate about 25 million or more listeners— 
it’s no longer private. Everybody’s heard it, or those who have listened to me— 
I think. That’s advance news, sir. I once said about Missouri Pacific 

Vorce. Last line. 

Mr. Capenarr. If asked, Mr. Winchell, would you go to Washington and 
answer these questions under oath, and if so, will your answers—your answers 
be the same? 

Mr. WINCHELL. I certainly will be glad to. I’d shout it from the rooftops, 
Senator Capehart, and thank you for what you’ve tried to do about it. 

Senator CApenArT, Then the answers under oath would be the same as the 
answers——— 

Mr. WINCHELL. Oh—oh, yes, of course. 


Senator Carenarr. Mr. Livington, first I want to say I think your 
statement is very good. 

Mr. Lavineston, Thank you, sir. 

Senator Carrnart. Even though I don’t agree with all of it, I think 
it is good because you come up with some positive suggestions as to 
what might be done in respect to the Securities Exchange Act and 
other Acts. You certainly provoked on my part a lot of thought in 
your recommendations. 

Mr. Livrxesron. I appreciate your saying that, Senator. 

Senator Carrnarr. I want you to know that. I just wanted to 
ask you a couple of questions about page 10, if you will turn to page 
10. 

You say loans on securities should be amortized and made repayable 
at stated times. 

Mr. Lavrneston. Yes, sir. 

Senator Carpnart. It isn’t quite clear to me how that would work 
for the simple reason that a bank would loan you money on securities 
just as they now do on margins. You say it ought to be amortized 
or have a specified maturity. 

Mr. Livineston. Yes, sir. 

Senator Carrmart. Would that solve the problem that you are strik- 
ing at or desire to solve? All they have to do at the end of 90 days 
or 6 months or a year is renew it if circumstances warrant it or if the 
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stocks have more value or the equity of the stock, let’s say, was greater 
than the loan value? Would you really accomplish anything? 

Mr. Livineston. I think so. If you mean that a person would buy 
stock, let us say, on January 1, put up 60-percent margin on, let's 
say, a $10,000 purchase, he would owe $4,000 and agree to pay it back 
on March 31, and then the price goes up and then he sells it, I quite 
agree that that would not solve any problem. But it seems to me 
that when he goes into the bank to borrow that money, the bank should 
say to him “Well, Mr. Capehart, how do you expect to pay this back ¢” 
And if he says “Well, I intend to pay it back by selling my securities,” 
then I would not permit the bank to make that loan. 

On the other hand, if he said “I intend to pay it back by paying a 
thousand dollars on March 31, another thousand dollars on June 30, 
another thousand on September 30 and another thousand at the end 
of the year,” and the bank said “Well, Mr. Capehart, do you have the 
income to do that?” and you indicated that you did, then I think it 
would be a very fine loan, and I would be all for it. Or it might even 
run 2 or 3 years. 

Senator Carenarr. My point is that even though he says that, he 
says “I will pay it back starting a year from now at the rate of a 
thousand dollars a month,” that if the stock still had the same equity 
or if he still had the same equity in the stock a year from now that 
he had that day, the bank ceuaty would renew his loan for another 
12 months. I am just wondering. 

Mr. Livincston. That is what I think is wrong, Senator. 

Senator CapeHart. Well, they would do it under your plan, would 
they not, just as they do now ? 

Mr. Livrneston. I think they should demand repayment—the very 
point that I make. 

Senator Carrnart. Do you think you could pass a law saying if I 
borrow money from a bank, $5,000 from a bank due in a year’s time, at 
the end of that year the bank would not have the right to loan me 
another thousand dollars or renew my present loan for a thousand 
dollars? 

Mr. Livrnesron. I don’t think it is a matter of passing a law. I 
think it is a matter of regulation. When bank examiners go into 
banks they classify loans—good or bad. Now I think if a loan is 
being constantly renewed with no chance of being repaid except 
through the sale of collateral, I would consider that, even though a 
very well secured loan, not a good loan in the sense that there is no 
program for repayment. 

Senator Carpenart. What are you trying to avoid here? 

Mr. Lavrnestron. I am trying to avoid-—— 

Senator Carenart. Speculation in the stock market? 

Mr. Livineston. It is a little different from that. I suppose specu- 
lation would be a proper term for it, but I am trying to prevent 

Senator Carenart. I discovered this morning that sometimes I use 
the wrong terms. 

Mr. Lavrneston. Well, I think in this case you didn’t use it incor- 
rectly, Senator. 

{ would say that I would be inclined to avoid the use of bank credit 
as corporate capital. Im other words, we say that the stock exchange 

60650—55 44 
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is a capital market. The purpose is to supply funds to our great cor- 
porations, like American Can. 

Senator Careuarr. Will you yield just a moment? 

Mr. Livrneston. Yes, sir. 

Senator Carpuart. It is true in the first instance, is it not, when 
you put out a new issue of stock—say, I might start a corporation with 
10,000 shares of stock which I sell at $10 a share, and get about a mil- 
lion dollars. From that point on, then, each share of stock repre- 
sents an equity in that corporation. Do you think from that point on 
it becomes a corporation matter ? 

Mr. Livinesron. I would not agree entirely with your first premise. 
When a company puts out 10,000 shares of stock, let us say, and sells 
them, it will sell to a banking house. Now, that banking house gives 
the company the money. That stock is still unsold. It is merchandise 
on the investment banker’s shelf. Then the banking house sells it. A 
lot of speculators buy the stock. I don’t think we should bar specu- 
lators. I think they are fine and useful. Now they use borrowed 
money. Now along comes John Jones and wants to make an invest- 
ment in that company. Now he should provide his own money. I 
don’t think he should provide bank money. I don’t mean that banks 
shouldn’t lend him money. They should. But they should lend it to 
him on a periodic-payment plan, just as when somebody buys an 
automobile he is expected to amortize it. When somebody buys a 
house nowadays, not as in 1929 when we never expected to—— 

Senator Carenarr. I want to get back to if he buys an automobile 
he is expected to amortize it. 

Mr. Livineston. Yes, sir. 

Senator Carenart. But if he goes in and borrows money from the 
bank for any purpose, when that note becomes due he might pay it, 
on the same date borrow the same amount of money for another year, 
or he may simply renew it. 

The thought that goes through my head is how are you going to 
keep that sort of thing from going on and should you even try to 
keep it from going on? 

Mr. Lavineston. Well, I don’t think—— 

Senator Carpnart. Why should you even make an effort to keep it 
from going on? 

Mr. Livineston. Well, if you think that the use of bank money, 
bank credit for capital purposes, is not a good use, then I think you 
should try to keep it from going on, 

Senator Carpenart. My point is if it is not a good thing to have 
bank credit used for purchasing stocks on the exchanges or on the 
open market, then is it good to do it even for 12 months, even though 
you are going to amortize it one-twelfth each month ? 

Mr. Lavrnaston. Sure, I think it is. 

Senator Cargenart. Why does it become good for 12 months but 
not good for a period beyond the 12 months? 

Mr. Livinesron. Because I think a person has a right to anticipate 
his savings. That is what you do when you buy an automobile. You 
are anticipating your capacity not to spend that money. 

Senator Carenart. I think you will admit I am hitting upon pos- 


sibly the one weakness of your s ion. I don’t say your sug- 


gestion doesn’t have merit. Ithinkitdoes. That is why I am talking 
about it. 
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Mr. Livrnestron. You are hitting upon an administrative difficulty, 
and I think it is very wise that you should bring that up. It is a 
problem : How do you prevent people from finagling around this kind 
ofa rule? 

Senator CAPEHART. For example, does anybody know at the moment 
how much money banks have loaned upon stocks in the United States? 

Mr. Lavrneston. Well, yes. Your inquiry brought that out. It 
was $3 billion, I think. 

Senator Carenartr. Well, I mean do they know it positively ? 

Mr. Lavineston. I would think so. It is pretty close to that. You 
sent out a questionnaire, or the Federal Reserve sent out a question- 
naire to a representative sample of banks, and we know that the total 
is about $3 billion. It might be 10 percent more or less. 

Senator CapeHart. One other question, on page 8: If such com- 
panies are required to obey the rules of listed companies then they 
would probably list their stocks on an exchange. You were talking 
about unlisted stock 

Mr. Livineston. Yes, sir. 

Senator CarpeHart. How far would you go on that? Would you 
cover so-called family corporations ? 

Mr. Livingston. No, I would not. 

Senator Carruartr. Would you limit it by X number of stockholders 
or amounts, or what? 

Mr. Livineston. Yes. I would think that the provisions of the 
Frear bill are pretty good. I can’t give them to you offhand. 

Senator Carpnart. | forget them, too, 

Mr. Livineston. But I think the limit was a corporation had to 
have a stock flotation of over $300,000, and I don’t know how many 

Senator Carenart. I am not thinking so much in terms of dollars 
as I am of the number of stockholders. For example, you and I and 
your wife and my wife owned a corporation. 

Mr. Livineston. I think I would be very lucky. 

Senator CareHartr. Well, you might not. But you weren’t think- 
ing in terms of that sort of thing? 

Mr. Livineston. No, not at all, sir, only publicly held stock. 

Senator Cargnmart. Where it would have to be X number of shares 
in the hands of X number of people? 

Mr. Livinestron. Precisely. 

Senator Caprnart. Yes. 

Do you have any comments you care to make on radio commentators 
or television commentators or columnists such as yourself and many 
others writing or speaking about stocks? 

Mr. Laivineston. I think newspapermen or commentators have a 
responsibility, Senator. They have to take into account who gets the 
information they are disseminating. I think when a commentator 
addresses himself to a person or persons who read the financial pages 
that he has a right to assume that he is reaching informed or semi- 
informed persons. The mere fact that a person opens the paper to 
the financial page indicates a conversance with securities. 

1 think when a person buys a service such as Standard & Poor’s 
Corp. or Value Line, that again indicates an interest, a knowledg- 
ability, so to speak. I think when a person subscribes to what we call 
some of these tipster services at $50 a year or $25 a year, again he is— 
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the words that occur to me I don’t suppose are particularly felicitous— 
fair game. He supposedly knows what he is doing. 

Do you want me to say anything further! I mean have you any- 
thing specific in mind ¢ 

Senator Capenarr. No. I just wanted to get your thought on the 
problem because one of our radio and television commentators, the 
one whose program I appeared on on Sunday, of course has been criti- 
cized before the committee for what he did. I don’t have enough 
information to know whether he is right or whether he is wrong. | 
haven’t been passing upon that. The reason I asked, I don’t know 
whether you are criticizing me or criticizing Winchell in your column, 
I guess it is this morning, in which you say “Too bad a Senator should 
have provided background dignity to such a flagrant piece of tipster- 
ing.” I don’t know whether you are criticizing me or Winchell, or 
both. 

Mr. Lavineston. Well, Mr. Winchell stated on that particular pro- 
gram that he never gave a tip on securities, that all he did was to give 
advance news or information that he picked up sometimes from indi- 
viduals, sometimes from newspapers. Then he proceeded to say: 

If I were investing my own money, I would buy Tri-Continental common 
stock. Itis a healthy and wealthy company. 

He did not give any news about Tri-Continental. He did not give 
out any advance information. He gave a personal opinion which I 
consider to be tipstering. 

Now he didn’t back up his reasons in any way. He didn’t tell that 
Tri-Continental was one of our great investment trusts, that it was 
founded in 1929, that it had gone through a long period of both 
depression and recovery. He didn’t give the reader any knowledge 
by which to formulate a judgment as to whether Tri-Continental was 
a good stock or not. That is what I consider passing out tips, Senator. 

Senator Carrnart. Are you familiar with the questions that I 
asked him ? 

Mr. Lavineston. I am sorry, Senator, I only heard those questions 
which were on the air. I did hear one particular question in which 
you said, “How do you go about selecting your stocks, Mr. Winchell ?” 
and he did not answer that on the air. 

Senator CareHart. Well, of course, the problem was he only had 
about 15 minutes and about 12 of that was taken for 

Mr. Lavineston. Commercials, 

Senator CareHnart. Gem blades, yes. 

I will read the questions. The first question was: Why should you, 
or any radio or television commentator, ever refer to a stock as a bad 
or good investment ? 

Second. How many specific stocks have you mentioned on your 
broadcasts or telecasts ? 

Third. Have you or any member of your family ever been paid, 
or received anything of value for mentioning any of these stocks? 

Fourth. Have you ever recommended to your listeners that they 
either purchase or sell any particular stock or stocks ? 

Fifth. What stocks have you or the members of your family pur- 
chased in the last 2 years, and did you purchase any of the stocks 
you mentioned on the air? 

Sixth. Did you ever suggest or infer to your listeners that a specific 
stock would go up or down ¢ 
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Seventh. Has any officer, director, employee, or stockholder of any 
corporation ever asked you to mention, or plug, any stock in which 
they were interested ? 

Eighth. Has any individual ever given you any stock tips, either 
orally or in writing? 

Ninth. Has any statement about a stock that you ever made turned 
out to be false ? 

Tenth and last. If asked, would you go to Washington and answer 
these questions under oath, and if so, will your answers be the same? 

That those are the questions that I asked him on the air. Of course, 
he only had 12 minutes. I only had 12 minutes to ask the questions, 
including his answers. 

He did make the remark that you attribute to him, or some similar 
remark. I have it here. I did place the whole broadcast in the 
record. 

Then you are opposed to that sort of 

Mr. Livrneston. Well, I would defend Walter Winchell’s right 
to say anything he wants over the air. If he wants to tell when 
somebody is going to have a baby, that is his business, and if he 
wants to say when the United States Steel Corp. or some other com- 
pany is going to have a baby in the form of a split stock, that is all 
right, too. That is his business, Senator. I don’t think he should 
be muzzled for that. 

Senator Cargenart. Were you familiar with the questions that I 
asked him ? 

Mr. Livineston. I said no, sir. 


Senator Cargnarr. In view of the questions that I just read to you 
which I asked him, do you still think that your statement was justi- 
fied in this morning’s paper ¢ 

Mr. Livrneston. In regard to what, Senator? 

Senator CaPeHArtT. You say: 


Too bad a Senator should have provided background dignity to such a flagrant 
piece of tipstering. 

Mr. Livineston. Senator, I did not write 

Senator CarenarT. In view of those questions I just asked him. 

Mr. Lavrneston. Yes, sir. I did not write that statement without 
serious consideration. 

Senator Capenart. Yes, I appreciate that. 

Mr. Laivineston. I did not write it without the knowledge that 
[ was going to appear here and that you might ask me about it. I 
would still stick by the statement, Senator. It seems to me that 
Walter Winchell is a radio commentator, that if a Senator wants to 
ask him questions, that it would be better for Walter Winchell to come 
to the Senate if questions are to be asked and not have a Senator 
appear on a radio broadcast at which Winchell controls all the tools. 
He has the complete control over the program. 

Senator Capenart. Do you think then that we Senators ought to 
go on the American Forum of the Air, Meet the Press, and that we 
ought to permit you to interview us and you write out the interview. 

Mr. Livinesron. I think that is an entirely different matter. Here 
was a case in which Walter Winchell was mentioned at a Senate hear- 
ing. Certain statements of fact were made about his broadcast. He 
immediately said that he was disparaged. I don’t think—I was 
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here—I don’t think he was disparaged. I think certain statements 
were made about him. 

Senator Carenarr. Let me ask you this: Do you think that when 
a man’s name is brought up before a committee by another man and 
that gentleman feels that he had been harmed, that he ought to have 
the immediate right to appear before a congressional committee and 
be heard ? 

Mr. Laivineston. Well, that is a very serious question. I think it 
would depend upon the nature of the harm. I would think it would 
depend upon whether he had been harmed in the eyes of most persons. 

Senator Carruarr. You don’t think that even though he felt he 
was harmed—the very fact that his name was mentioned and that he 
felt he was harmed—warrants his appearance? 

Mr. Livrneston. No. I think that if you were to call everybody 
whose name was mentioned in a hearing you would never do any- 
thing 

Senator Capruart. No, no; a man whose name is mentioned ad- 
versely. 

Mr. Livinesron. Well, who is to determine whether a name is men- 
tioned adversely ? 

Senator Capenarr. Well, I would say that if the man’s name was 
mentioned and some Senator referred to him afterward no less than 
a half a dozen times as being irresponsible that that would be sufficient 
grounds. Would you not? 

Mr. Lavineston. Well, if 

Senator Carenartr. Suppose I refer to you tomorrow as having been 
here today and made irresponsible statements and left the inference 
that you had been trying to do this, that, or the other? I am just 
trying to find out from you because you are a columnist. I am just 
trying to find out because I would like to place into the record, Mr. 
Chairman, at this point, the many times that I as chairman of the 
FHA hearings publicly announced to the world that if anyone’s name 
was mentioned and he felt he had been harmed in any way that. we 
would immediately give him an opportunity to be heard in public 
or he might file a statement. 

I made that statement at the beginning, I think, of every hearing 
that we held, both here in Washington and other places. 

Without objection, I would like to place that in the record, Mr. 
Chairman. 

The Cuarrman. Without objection, it will go into the record. 

That is your statement, I understand ? 

Senator Carpenarr. Well, it is a public statement. 

(The material referred to follows :) 


Srx INSTANCES IN WHIcH SENATOR CAPEHART LAID DOWN THE PRINCIPLE THAT 
Any Person WHO BELIEVED HE WAs INJURED OR UNFAIRLY DEALT WITH DURING 
THE INVESTIGATION OF THE FEDERAL HOUSING ADMINISTRATION BY THE SENATE 
COMMITTEE ON BANKING AND CURRENCY Hap THE RIGHT To Be anp WovULpD BE 
CALLED AS A WITNESS IN His Own BEHALF 


“T want to say we are leaning over backward in this committee, and so are 
all others connected with this investigation, to make certain we do not unduly 
prosecute anyone, or bring any pressure upon anyone. We want to be absolutely 
fair and honest, and we want to make certain of our facts. While we may 
move slowly, we are going to move slowly because we do not want to prosecute 
anyone who doesn’t deserve it. * * * For that reason it may seem as though we 
are moving a little slowly, but in every instance we have these people in 
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executive session and go over the whole matter with them and get their testi- 
mony, and make certain that there is some basis for any allegations against them” 
(Washington, June 28, 1954, FHA hearings, pt. I, p. 26). 

“J would like to repeat that any man’s or woman’s name mentioned in these 
public hearings, who feel they have been misrepresented, who feel they have 
been injured, who feel they would like to file a statement in their own behalf 
or appear in person will be permitted to do so, That goes for everybody whose 
name is mentioned. One must keep in mind when we ask a witness a question 
under oath he has to answer, and sometimes that brings in the names of people 
that we do not know, and whose names we did not know were going to be 
brought into the testimony. 

“My point is, and I want the record to show it, that anybody that feels they 
have been injured, who would like to make a statement in writing or personally 
testify, we will be glad to hear them” (Washington, July 22, 1954, FHA hearings, 

ot. 2, p. 879). 
: T eaiil to say this: That Mr. Ketell came in here at his own expense, and 
at his own request, in line with a policy that this committee has always had 
and always will have, and that is that if anybody feels that some other witness 
that we do not know, and whose names we did not know were going to be 
heard. I want the record to show that Mr. Ketell came in at his own expense, 
and on his own volition, and he wishes to be heard at this time” (Chicago, Sept. 
14, 1954, HFA hearings, pt. 3, p. 2195). 

“T have been working on this matter now for 4 or 5 months—this investigation, 
about 4 months; the President of the United States is the one that started it— 
as chairman of the Senate Banking and Currency Committee, which committee 
handles all housing legislation. Under the Reorganization Act the committee 
has complete authority over housing, and responsibility for the operation of it, 
and I happen to be chairman of it. Therefore, it became my lot to investigate 
this whole matter. 

“We have been trying to do a fair and honest job. We have been trying 
to permit the chips to fall where they may. We haven't protected anyone. 
We are not going to. We have been absolutely fair and honest, and I might 
say fearless. There has been a lot of pressure put upon us, not to call this 
man as a witness, not to do this, not to do that, not to do the other thing. We 
have refused to do it, and tried to be fair and honest” (Indianapolis, Sept. 
20, 1954, FHA hearings, pt. 8, pp. 2585-2536). 

“T want to say this: We held hearings in New York 1 full week some 5 weeks 
ago. At the conclusion of our hearings here on Friday—and this goes for the 
hearings we held some 5 weeks ago—if there is any person whose name was 
mentioned publicly in these hearings, or any witness, or anyone who feels that 
they have been injured, directly or indirectly, as a result of any testimony 
or anything that was said, and they feel they ought to make a statement, we 
will be glad to hear them in public in Washington next week. Or they may 
file a brief, or they may write a letter, and we will publicize it as much as we 
can and make it a part of the record. 

“T would like to repeat that if I may: Any witness or any person whose name 
was mentioned by a witness inadvertently or purposely—and it happens both 
ways—anyone that feels that they were injured or that the facts were not as 
they should have been and they know the facts—in other words, I will put it 
this way: If the facts are other than that which was brought out, at least 
they feel the facts are other, we will be very happy to hear them in Wash- 
ington in order to correct what they feel may be an injustice or they may file 
a brief by their attorney or they may write us a letter and we will make it a 
part of the record. 

“You also know that every witness is entitled to have his attorney, and that 
we are interested in the facts and only the facts. We do the best we can to 
be fair to everybody, and I think when we say that we will permit anyone that 
feels that they were injured to appear in public and straighten the matter 
out, We are going as far as it is humanly possible to do so under our system 
of investigation by the Congress, which I am very much in favor of and I know 
you all are” (New York, Sept. 27, 1954, FHA hearings, pt. 4, pp. 2923-2924). 

“I just want you to know we have been working our heart out on this matter 
trying to get the facts. No committee has ever been more fair and more honest 
with witnesses than we have. We have repeatedly stated and we state today 
that if any man ever feels he has been hurt as a result of any testimony, that 
we want him to feel free to come and give us the information. We have worked 
hard on this matter. We have tried to be fair and tried to be honest, and I just 
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want the record to show it” (Washington, Oct. 5, 1954, FHA hearings, pt. 4, 
p. 3235). 

Senator Carpnart. My question is, Just what rights do you think 
an individual has in America if and when his name is either inad- 
vertently or purposely mentioned adversely and he feels that he has 
been injured and he feels that he ought to be permitted to tell: his 
side of the story? 

You say you were sitting here and listening to what was said about 
Mr. Winchell the other day. Do you feel that he should be per- 
mitted to come before this committee and testify ¢ 

Mr. Laivinestron. May I answer that with a kind of a sidearm 
motion ¢ 

Senator Caremart. Well, I would rather have a direct answer, but 
I will accept the sidearm. 

Mr. Livineston. Well, I think when a person calls somebody else 
irresponsible, that comment is a reflection on both persons. 

Senator Carenart. Oh, you do? 

Mr. Livingston. I do, indeed, sir. In other words, if a person says 
that John Jones is irresponsible in his actions and John Jones is not 
irresponsible, then it is a reflection, a deprecatory reflection, on the 
accuser. 

On the other hand, if somebody says that John Jones is irresponsible 
and in the eyes of most persons his actions have been irresponsible, 
then I think it is a reflection upon the person who has been called 
irresponsible. 

If, Senator Capehart, you think that Walter Winchell can con- 
tribute to the understanding of the stock market—what is going on 
and how it is developing—if he can indicate whether confidence has 
been impaired or unimpaired by the hearing, then I think it would 
be very wise to call him. 

Senator Carenart, Oh, I think it goes beyond that. You see, I am 
a liberal in the true sense. 

Mr. Livingston. I think everyone is a liberal. 

Senator Carenart. I think it goes beyond that, whether or not a 
man whose name is mentioned before a committee publicly and gets 
wide publicity. I think if his name is mentioned publicly and he 
gets wide publicity that he ought to be immediately permitted to 
come before the committee and testify and tell his sie of the story. 

Whether he can add anything to the inquiry or not, he can at least 
come before the committee and deny or confirm what was said about 
him. It seems to me that has been the big complaint against con- 
gressional committees. I have heard that and heard it and heard it, 
that innocent people were hurt because their names were brought out 
in committee hearings and they were never given an opportunity to 
defend themselves. 

Hasnt’ that been one of the chief complaints against congressional 
committees ? 

Mr. Livineston. I think that has been true of some committees, 
yes, Senator. I don’t know whether Mr. Winchell has been maligned. 
I don’t know whether he has been held up to ridicule. Some state- 
ments of fact were made about Mr. Winchell. He recommended pur- 
chase of the stock called Pantepec, .The statement was made that the 
stock had closed at 634. After the radio announcement the stock 
opened up at 87% on a volume of something like 357,000 shares. The 
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stock has never sold at that price since. The question was asked had 
he made any misstatements of fact. 

Mr. McCormick testified that so far as he could tell there were no 
misstatements of fact. Now I don’t know what Mr. Winchell could 
add to that. 

Senator CarpHart. Don’t you think he ought to be given the oppor- 
tunity to add something that he himself thinks he can ? 

Mr. Livineston. I think that is up to the discretion of the members 
of this committee and whether they think they are going to get some- 
thing out of it. 

Senator CaPeHArT. You don’t think there is a matter of principle 
involved in congressional committees where a man’s name is men- 
tioned by a third party either inadvertently or on purpose, that he 
ought to have the right to appear ¢ 

Mr. Lavineston. I don’t think, sir—now you are asking me about 
what the Senate should do. You are asking me about the way the 
Congress should conduct its affairs. I am not a student of that. 
I am not a student of government, but I will say this, Senator, that 
I don’t think that just because a man demands to appear before a 
committee he necessarily should be called. 

Senator CapeHaArtT. Are you familiar with the condemnation that 
was placed upon the head of a certain Senator in the present Senate? 

Mr. Livineston. Yes, sir; I am. 

Senator Carenart, For having practiced what I am trying to avoid, 
have tried to avoid? 

Mr. Livineston. I would say that the analogy exists very remotely. 
I would say that the conduct of that committee and the conduct of 
this committee are really not directly comparable. 

Senator Carenart. Oh, you think you can attack a man’s char- 
acter upon this committee and it is perfectly all right but if you do it 
before—— 

Mr. Livrnesron. I don’t think Mr. Winchell’s character was at- 
tacked, sir. I think he was described for what he is. 

Senator Capenart. You think he is what they said he was; is 
that it? 

Mr. Livrneston. I think he purveys information over the radio to 
25 million people, or thereabouts. That is his audience, he says. Yet, 
there are only 7,900,000 shareholders in the United States. Let us 
assume that 7,900,000 shareholders know something about stocks. He 
is then purveying information to almost 17 million others who know 
nothing about stocks. He is using his power over the air to give advice 
to persons whom I would consider to be uninformed and innocent. 
Now if that is a responsible use of radio time, then I think you should 
call him. 

Senator CareHarr. Well, I am not upholding what he did or did 
not do. That isn’t my thought at all. But I am trying to find out 
from you inasmuch as you mentioned the matter in your column this 
morning, therefore, you have some interest in it, if you think that 
a man—you have already answered that you do not necessarily feel 
that even though a man feels he has been maligned that he ought 


to have an opportunity to appr before a committee and state his 
position. That is your thought? 


Mr. Liyrneston. I would think so. Lots of times, Senator, people 
say that a newspaper printed something they don’t like. Yet we 
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don’t always print everything they say in reply because we do not 
think it is of general interest to readers. We have to use our space 
in a manner that we think conforms to the public interest, and I 
think the Senate has to use its time in a manner to conform with the 
public interest. 

Senator Carenartr. And you disagree with me that any person—I 
will put it in the affirmative. I believe that any man whose name is 
mentioned publicly before a congressional committee who feels that 
he has been harmed ought to be given the opportunity to immediately 
appear in person, state his position, subject himself to questioning, 
or if he doesn’t want to appear in public that he ought to be given 
the right to file a statement. 

That is my thought. I practiced it when I was chairman of the 
FHA Investigating Committee, and I feel very strongly about it, 
and I shall fight for that principle because I think it is sound. 

I thought that was the great complaint against congressional com- 
mittees in the past. I thought that was one of the things that provoked 
the resolution of censure against a certain Senator. I was hopeful 
that every committee of the Congress would adopt that policy, and 
I am sure that this committee will under the able leadership of Sen- 
ator Fulbright. I am certain he will call anybody that wants to be 
called. The question is I thought that Winchell should have been 
called quickly. Senator Fulbright felt that he ought to be called 
possibly later. 

I am glad to get your viewpoint on it because you are a columnist, 
and some day you may be on radio and television. I guess you are 
now, aren’t you? 

Mr. Livineston. No, I am not, Senator. 

Senator Caprnart. But you are a writer and you are a columnist, 
and frankly, I am surprised that you do not adhere to that principle 
that a citizen, regardless of who he is, ought to have that opportunity. 
But maybe we liberals do not all feel slike about these things. 

Mr. Livinesron. I appreciate your asking me my views, Senator. 

Senator CappHart. Thank you. That is all, Mr. Chairman. 

The Cuarrman. Mr. Livingston, I just want to make one observa- 
tion. Ido not wish to delay you any more, but we have heard a good 
deal, both in the press and in these hearings, about confidence and the 
need of it, and how it affects the market, and so on. 

As an observer of the financial scene, what do you think about this? 
What kind of confidence is involved, and is it confidence in what? 
Can you answer that in a few words? 

Mr. Livrnesron. Well, I was here yesterday when Secre 
Humphrey testified. I am an admirer of Secretary Humphrey. 
consider him an extremely able man and I was very much interested 
in the metaphor he used about a fire and what happens in a fire. The 
implication was that if somebody in the theater yelled out “Fire,” just 
as the time for exit comes, you have a panic; and you do. When I was 
on the city side in newspaper work I witnessed a fire in which there 
were some girls rehearsing in an old loft building. There was a fire 
and all of a sudden they all rushed out and pressed against a closed 
door. Nobody could get out. The death toll was just tremendous. 
It is a terrible thing. 

That metaphor, it seems to me, does not apply to the stock market, 
because in a theater you have closed doors; you have small exits 
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and you cannot get out quickly. But the stock market is a continuous 
thing. It goes on day after day after day. Somebody may get 
panicked on Monday and on Tuesday, but there is a time always for 
reaperes a find out if there is really a fire, to find out if really things 
are very bad. 

The idea frequently is conveyed that confidence is a tender plant 
like an orchid. I do not think it is at all. I think it is a rank weed 
like the Canadian thistle. Once it gets started it keeps growing. And 
fear is the same way frequently. Once it gets started you have tre- 
mendous depressions, such as we had in the thirties. It seems to me 
when the market is constantly evaluating things, that confidence is a 
matter of appraisal day by day in the market. I think that these 
hearings have only served to cause many of us to look as to whether 
we thought things were really good, or whether maybe—maybe we 
were being carried away by enthusiasm. 

So I would not think that these hearings would impair confidence. 
I think it would take a great deal more than these hearings, with all 
due respect to you, Senator Fulbright. 

The CuarrMan. Do you think our economy is so fragile that it is 
not subject to public critical analysis without danger of collapse? 

Mr. Livingston. Not at all. Facts cause people to get nervous and 
lose confidence. John Jones is working in a plant and loses his job 
and he tells his neighbor. That is a fact. That causes a loss of con- 
fidence. If you have unemployment increasing and if you have orders 
being canceled, then corporation executives become nervous, and prop- 
erly so. This is not psychological. It is fact. 

The Mesta Machine Corp. reported a great increase in its orders. 
The president of Mesta Machine is not going to be worried as long as 
he has business on his books. So confidence is based on something 
pretty solid. It is not illusory or fragile, but is a very real thing. 

The Cuatrman. Do you think this extreme nervousness on the part 
of some people about this hearing shows a lack of confidence in the 
present economic situation? Why else would they be so nervous if 
they had any real confidence in it and in the validity of this? 

Mr. Livineston. I think at all times in the market you have specula- 
tors; you have persons who own securities on margin. Any time that 
they suspect that something is happening that will cause the market 
not to go up and perhaps to go down, they sell; and that causes a de- 
cline. In other words, the market itself has generated uneasiness by 
going down. It has not gone down very much, incidentally. I have 
some figures on it. It has only gone down 7 percent. 

The Cuatrrman. It has recovered almost all of that, has it not? 

Mr. Livrneston. That I do not know. 

The Cnatrman, Part of it at least. Yesterday there was a very big 
recovery. 

Mr. Lavrnesron. But in 1937 in 9 days we had a break of 16 per- 
cent. In 1940, when France fell, we had a break of 25 percent. 

At Pearl Harbor we had a break of 10 percent, and in September 
1946, in a very short time, we had a break of 10 percent. Before 
we got through I think we had a break of 20 percent. It did not de- 
stroy confidence in the outlook for business. 

The Cuamman. You have sufficient confidence in the inherent 
stability and strength of our economy so that these hearings do not 
inake you nervous at all, do they? 
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Mr. Livineston. No. They engender confidence in me, Senator. 

The Cuatrman. They do not make me nervous either. I was wond- 
ering why some people are so nervous. They fear we should not 
have these hearings. They seem afraid that the slightest wind will 
collapse the market. How do you explain that? They may not 
understand what is the real strength of our economy. 

Mr. Livineston. No. I think any time you introduce some element 
of an uncertainty, persons who are speculators do not like it. I think 
Secretary Humphrey made a very good point when he said so long as 
you stick to facts that is all right, but when you begin talking about 
possible legislation or possible controls, then people become nervous. 
I think that is correct. 

If you are going to have an increase in margin requirements that 
tends to introduce an element of uncertainty. “Will I be able to carry 
as much stock as I used to?” But after all, that has already existed 
and the Federal Reserve announced an increase in margin require- 
ments from 50 percent to 60 percent. Implicit in that was the possi- 
bility that the margins might go up to 75 percent, or 100 percent. 
I think speculators and investors all take that into account. It just 
goes into the pot. 

The Cuamman. You said this morning you thought—and you gave 
several instances—that we can have recessions and declines without 
collapses, and we had made great progress in the last 20 years in that 
respect; did you not? 

Mr. Lavrneston. Yes, sir. 

The CuarrmMan. May I ask, was the enactment of the Securities 
Exchange Act one of the things that helped to achieve that stability ? 
Only one of the things. Iam not trying to say the only one. Would 
you say it has contributed something to stability and this ability to 
avoid collapse ¢ 

Mr. Livineston. I cannot think of any specific aspect of the Secu- 
rities Exchange Act, or the Securities Act, that would have had a 
fairly important part in that. I think it has been a good protection 
for investors. I would say that the kind of regulations that have 
contributed to our broad economic stability have been those affecting 
the use of bank credit in the stock market. 

The Cuarman. I was coming to those. I will ask you this: Can 
you say that you do not think the SEC has made any contribution to 
the stability of our financial system? Is that right? 

Mr. Liyineston. I was trying to think of the kinds of provisions 
in it that might 

The Cuarrman. Do you not think the confidence of the investing 
public in the SEC and the fact that they have been told the truth 
ubout securities—do you not think that that gives any stability to 
the investment market and to the people who own these securities? 
I think sometimes they rely too much on the existence of SEC and 
think when a stock has been registered that it means it is a good stock, 
which, of course, it does not mean. 

Mr. Livineston. That would increase instability; would it not, 
Senator ? 

The CuarrMan. I said “too much.” I do not think everybody does, 
but I think so long as the SEC is administered reasonably, honestly, 
and efficiently it lends or makes some contribution to the stability of 
our economic system. 
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Mr. Lrvrneston. I would have to analyze that. I had never thought 
of either the Securities Exchange Act or—well, yes, yes. The short 
selling rule. f rT) ae 

The CuarrmMan. That is another one. I did not mean to itemize 
every aspect of the SEC. 

Mr. Livineston. I would say it is a pparginal influence. 

The CuarrmMan. How about the FDIC? Could you agree with 
that? 

Mr. Livineston. Very much so. 

The Cuarmrman. You would agree with it? 

Mr. Lavineston. Yes. 

The Cuarrman. How about unemployment insurance? 

Mr. Livinestron. Tremendous importance. 

The CuamrmMan. Old-age insurance? 

Mr. Livinestron. Very important. 

The Cuarrmman. Do you think the housing program has given any 
stability or not? 

Mr. Livrneston. Yes. It has been a very stabilizing factor and it 
could subsequently be an unstabilizing factor. 

The Cuarrman. Do you think agricultural support programs tend- 
ed to support it? 

Mr. Livrneston; Yes. 

The Cuarrman. And the Banking Act you mentioned ? 

Mr. Livinesron. Yes, sir. 

The Caamrman. Do you think the progress of the wage earner has 
had any effect on this? 

Mr. Livinesron. I do, indeed. 

The CHarrman. Then, of course, there have been substantial 
changes. The only thing is, I think some of the people who recently 
have come into the Government do not realize the significance of 
these particular actions, and that is why they are so nervous. Do 
you not think that could be the explanation ? 

Mr. Lavineston. I would not accept that statement, Senator. I 
think they know what it is all about. 

The CHairman. Mr. Livingston, do you think this committee 
should prevent any bearish information from being uttered? Do 
you think we should encourage only that information which sounds 
good? Or do you think we should try to develop any pertinent 
information in this inquiry ? 

Mr. Lavineston. I think that the distribution of bearish informa- 
tion and bullish information are both desirable. 

The Cuarrman. Thank you very much, Mr. Livingston. I apolo- 
gize for having retained you so long. You have made a great con- 
tribution to our hearings, I believe. 

Mr. Livineston. Thank you very much. 

The Cuairman. Mr. Richardson. 

Mr. Richardson, I apologize for having delayed you so long.. It 
did give us a chance to read your statement, so we are that much 
along. 

Mr. Richardson, for the record, is the chairman of the executive 
committee of the National Association of Investments Companies. 
We are very happy to have you. 
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STATEMENT OF DORSEY RICHARDSON, CHAIRMAN, EXECUTIVE 
COMMITTEE; ACCOMPANIED BY JOHN M. SHEFFEY, EXECUTIVE 
SECRETARY; AND HAROLD S. OBERG, STATISTICIAN, NATIONAL 
ASSOCIATION OF INVESTMENT COMPANIES 


Mr. Ricuarpson. Thank you. 

The CuHarrman. Would you care to identify your associates for the 
record, please ? 

Mr. Ricuarpson. I was about to do that, Senator. 

Behind me are Mr. John Sheffey, executive secretary of the National 
Association, and Mr. Harold S. Oberg, who handles statistical work 
for the association. I have asked them to sit here because they may 
have the answers to some questions. , 

The CuarrMan. Yes, certainly. 

Mr. Ricwarpson. My name is Dorsey Richardson. I am a vice 
president of the Lehman Corp., a closed-end investment company, 
and am chairman of the executive committee of the National Associa- 
tion of Investment Companies. It is in this latter capacity I have been 
invited to appear before this committee and to submit this statement. 

Senator Fulbright, may I say for the record just before I go on 
with my statement, that Mr. Livingston this morning, I am sure 
purely as a matter of illustration of a hypothetical situation, quoted 
or used the name of the Lehman Corp. as an illustration. 

The Cuarrman. For what? 

Mr. Ricuarpson. An illustration. He used it as an illustration 
as a source of puts and calls. He said that for example the Lehman 
Co. would make a put or a call. 

The CHarrman. I understood him to say 

Mr. Ricuarpson. It was purely as a matter of illustration. 

The Cuarrman. That is right. 

Mr. Ricuarpson. I would like to say we have been in business for a 
little over 25 years and never sold a put or a call. 

Senator Carenart.” You really feel when you are misquoted or in- 
formation has been given in this case that is wrong that you ought 
to have a right to correct it? 

Mr. Ricuarpson. I feel it is my duty in this capacity as an officer 
of my corporation. 

Senator Carenart. In other words, you felt when he had misrepre- 
sented your firm 

Mr. Recassilibbar: Senator, I hope I qualified my introduction to say 
I was not misrepresented. 

Senator Carenart. I agree with you 100 percent. In other words, 
the witness just ahead of you made a statement—— 

The CuarrMan. You are trying to put words in the witness’ mouth. 
Let the witness say what he said. He did not say he was misquoted. 
He was trying to clarify a situation. 

Mr. Ricuarpson. It was used purely as something illustrative. 

The Cuarrman. Mr. Livingston did not misquote you? Did he say 
you sold it? He said let us assume that you did. 

Senator Carenart. What did Mr. Livingston say that you object to’ 

Mr. Ricuarpson. He was describing in general the system, or de- 
scribing puts and calls. 

Senator Cargenart. Yes. 
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Mr. Ricuarpson. And in that discussion he gave an illustration say- 
ing, “for example,” or, “perhaps.” 

Senator Careuart. The Lehman Corp. did so-and-so. 

Mr. Ricuarpson. I believe he used the name of the Lehman Corp. 
and another company as doing so-and-so. I simply want to say the 
Lehman Corp. does not engage in that business. 

Senator Carpgenart. In other words, the witness ahead of you made a 
statement that was inadvertently using you as an example of something 
you never indulged in, and therefore you want the record to show it. 
* The Cuarrman. I want the record to show he did not say that you do 
sell them. 

Mr. Ricwarpson. That is quite correct. 

The Cuatrman. There was no such intention, and he did not say it. 
He said, “Assuming they do, if they have these shares.” Is that 
correct ¢ 

Mr. Ricwarpson. That is quite correct. 

The Cuatrman. He did not assert that you deal in puts and calls. 
But I understand what you said and I am not trying to misinterpret 
what you say. 

Mr. Ricuarpson. First I wish to thank you for your invitation. I 
have already submitted a prepared statement and I assume you have 
seen and read it, or may have read it. Because it is a long statement 
I shall summarize it, if I may. 

The CuarrMan. Certainly. 

Mr. Ricuarpson. And in the longer statement I have endeavored to 
show that our industry—the investment company industry—while not 
a major influence in the security markets, has been increasingly a factor 
making for stability. 

The information and charts contained in that statement show that 
contrary to the apprehension expressed in some quarters, investment 
companies have not contributed to and have not accentuated the liqui- 
dation of securities in periods of sharp market declines. 

It also shows that in the sales to the public of investment company 
shares, our industry is subject to widespread and effective regulation 
under both Federal and State laws, probably to a greater degree than 
any other category of securities issues. 

There are several types of investment companies, with rather wide 
diversification of investment objectives. A considerable number of 
such companies own only bonds or preferred stocks. They and their 
investment activities do not affect the level of the stock market. 
Therefore, my discussion of investment companies will not deal with 
this group of companies, but with the much greater number—by far 
the majority—whose investment are primarily in common stocks and 
other equity-type securities. 

We of the investment companies believe that common stock owner- 
ship by an increasing percentage of the American people is desirable. 

We hold this belief with the full realization that all investment 
implies some risk, and that investment in common stocks carries a 
relatively high degree of risk. However, we are sure that the invest- 
ment company—offering wide diversification and experienced, con- 
scientious and continuous management—tends to minimize the long- 
term risk of common stock investment, and affords the public a useful 
medium through which it can participate in the progressive prosperity 
of American industry. 
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The individual who buys even a few shares of common stock of 
one of our great and successful industrial or utility companies actually 
is acquiring a partnership interest in the profits or losses of that 
company. If his choice of stocks—or partnership interests—is wisely 
made, his investment may not only give him satisfactory current 
income, but should enhance in value over the years, as would the 
ownership of any other well-run and successful business, despite the 
ups and downs of business cycles. 

It is an evident fact that a growing number of Americans are 
buying common stocks for long-term investment. It is interesting 
that their decision in this direction parallels that of the great public 
and private institutions to which the citizen looks for social, medica] 
or educational service, and which have long since included common 
stocks in their endowment funds, or pension funds, universities, the 
foundations, churches, hospitals, et cetera. 

Obviously, not every individual or family is in a position to assume 
the risks of owning common stock. We think it fundamental that 
any prospective investor should first have an adequate cash reserve in 
the savings bank or in Government bonds, and should have sufficient 
life insurance to protect dependents against the premature death of 
a breadwinner. Perhaps, depending upon circumstances, the owner- 
ship of a home should be given equal priority. 

However, when the foregoing essentials have been provided, we 
believe that a careful program of common stock investment is pru- 
dent. I am not suggesting stock specujation—quite the contrary— 
but a long-term program of investing surplus income in carefully 
chosen common stocks—buying them outright, not on margin. 

To serve the needs of individuals and families in this respect is one 
of the major reasons that the investment companies exist. They have 
been a natural development because there was a genuine demand for 
the type of service they provide. 

Successful investment for most people is a full-time job. Over 
25,000 different stocks, preferred stocks and bonds, are available today. 
It is from these 25,000 that an American investor must make his choice. 

The average man is not a sophisticated investor. He has neither 
the time, the background knowledge and training, the skills, nor the 
information resources or facilities required for the selection of a sound 
investment portfolio from this wide market of 25,000 issues. Pro- 
fessional investment advice or supervision is valuable, if not essential. 

Among the institutions which provide this service are the investment 
companies. With the combined funds of its thousands of individual 
and institutional investors, an investment company can provide full- 
time professional investment management effectively and econom- 
ically, with continuous supervision and analysis of securities, making 
portfolio changes to adjust to changing conditions. 

Few investors have sufficient capital to permit adequate diversifica- 
tion of investment. A man of considerable wealth can, of course, 
spread his holdings widely enough so that loss in one issue or a few 
issues will have only a minor effect on his overall holdings. 

However, both the wealthy investor and the investor of more mod- 
est means may obtain satisfactory diversification through the owner- 
ship of investment company shares. The owner of just one such share 
is, in effect, the owner of a fractional share of as many as 50, 100 or 
even more business and industrial corporations. 
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To their investors, then, investment companies offer these two basic 
services : 

1. Full-time professional management of investments. 

2. Wide diversification of investments. 

These are services not otherwise widely available in this country 
-oday to men and women of modest means. 

There are two types of publicly owned, management investment 
companies : The closed-end companies and the open-end companies, or 
mutual funds. They differ chiefly with respect to their capital*zation 
and to the manner in which one acquires and disposes of their shares. 

In my prepared statement I have attempted to explain these differ- 
ences in some detail. It may be desirable here in the interests of time, 
for me to condense that explanation. 

Closed-end companies have a fixed number of shares outstanding, all 
in the hands of investors. These shares are bought or sold like any 
corporate stock, at the prevailing market price, through brokers on 
the major stock exchanges or in over-the-counter markets, through 
security dealers. 

Open-end companies, the mutual funds, are continually offering new 
chares for sale and buying back, or redeeming, shares already issued. 
The cost of open-end company shares is established by the actual cur- 
vent value of the securities the company owns. This asset value is 
figures twice daily in most cases, dividing the total net assets of the 
company by the number of its shares outstanding. A sales charge, 
covering the costs of distribution, is generally made at the time of 
sale. As a usual practice no additional charge is made at the time 
of redemption. In the case of a vary few companies a small redemp- 
tion charge is made for special circumstances, but it is very unusual. 

Though investment objectives and policies differ materially from 
company to company in both the closed-end and open-end branches, 
there are broad descriptions which may be helpful. This grouping 
is not intended as a categorical definition, for there is much over- 
lapping, and it is very difficult to categorize any company as against 
another. Some companies invest chiefly for normal income and 
growth in value. Others invest chiefly for growth and future pros- 
pects without too much regard to current income. 

Still others tend to ignore growth and invest for present current 
income. 

From the standpoint of degrees of risk, investment company shares 
vary greatly. Depending on their objectives, the issues of these com- 
panies vary from the most conservative investment quality to those 
which grade down to what might be described as speculation, at the 
far end of the spectrum. 

Some closed-end companies have only one type of issue outstand- 
ing—their common stock. Other companies, the so-called leverage 
companies, have outstanding bank loans, bonds, preferred stocks and, 
in some cases, warrants. Each of these issues or rights involves a 
different degree of investor risk. For example, the risk assumed by 
an investor in the preferred stock of a closed-end company is entirely 
different from that assumed by the company’s common stockholders 
or warrant holders. 

_ The open-end companies by law may issue only one class of securi- 
ties—their common stock. They are pérmitted by law, however, to 
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borrow a limited amount of money from banks. However, only 2 or 
3 of the open-end companies now have any borrowed capital, to my 
knowledge. 

Investment companies are regulated at both the Federal and State 
levels, in both their operations and in the sale of their securities. 
Specifically, the investment company business is subject to the Secu- 
rities Act of 1933, the Securities and Exchange Act of 1934, the Invest- 
ment Company Act of 1940, and to the rules and regulations of the 
Securities and Exchange Commission. 

In addition, the companies are subject to regulation by the various 
States in which their shares are offered for ~~ and by the rules and 
regulations of any securities exchange on which their shares are listed. 
The latter would apply only to closed-end companies. 

The rules of fair practice of the National Association of Securities 
Dealers apply to dealers in investment company securities, and the 
statement of policy of the Securities and Exchange Commission, ad- 
ministered by the National Association of Securities Dealers, governs 
the form and content of investment company sales literature and ad- 
vertising, regulation applying to no other types of securities, thus far. 

Other agencies have more indirect regulatory influence on the in- 
vestment company business, such as the Treasury Department, the 
Federal Reserve Board, and so forth. 

I should like to say here that the investment company business rec- 
ognizes the need for regulation of the securities business and is, in 
general, satisfied with the laws and regulations under which it op- 
erates. In fact, the business itself was a cooperative partner, 15 years 
ago, in drafting and urging enactment of the Investment Company 
Act of 1940, the basic law under which the companies operate. Our 
service is, we believe, a desirable and a sound one; we want it to be sold 
prrgerly and completely understood by our shareholders and by the 
UD LIC, 

So comprehensive in scope was the Investment Company Act of 
1940 that any scrutiny of present-day operations of investment com- 
panies must logically use 1940 as its starting date. 

In 1940, our association had 111 members, of which 43 were closed 
end, 68 open end. At the end of 1954, the total membership was 145; 
30 of these companies were closed end; 115 were open end or mutual 
funds. 

Assets of the companies had grown from $1 billion at the end of 
1940 to $7.3 billion on December 31, 1954. About half of the increase 
was due to market appreciation, the balance representing net new 
purchases of shares by investors. 

The companies had 762,200 investor accounts on their books at the 
end of 1940, By the end of 1954, this figure had grown by 1,149,293 
to a total of 1,911,493. The value of the aver account has in- 
creased from $1,393 in 1940 to $3,818 on eo 31, last. This 
growth has been gradual, with a modest number of new accounts being 
added each year. 

These accounts are held by investors of all types and means, from 
men and women of great wealth, to those of modest means, with an 
investment of less than $100. Included are many institutions, such 
us colleges, churches, corporations, labor unions, insurance companies, 
trustees, and other fiduciaries. Nor do their holdings, in most in- 
stances, represent a single purchase. For, in most cases, investors 
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have made a number of purchases over the years, adding to their hold- 
ings, apparently, when they acquired additional funds that were avail- 
able for investment. 

The growth, in number of shareholders and in total assets, of the 
open-end companies has substantially exceeded that of the closed- 
end companies during the past 15 years. The closed-end companies 
have issued very little new capital stock: they have been contracting 
somewhat on balance, retiring entire issues, buying back their own 
shares in the market, and retiring them. 

It is largely for this reason that the association has concentrated 
its statistical studies, in recent years, on the open-end membership. 
Except where I point out the contrary, the investment company data 
I shall present for the balance of this statement is derived solely from 
surveys of the open-end member companies, which are the major mar- 
ket for their own shares. 

The total value on December 31, 1954, of all stocks listed on the New 
York Stock Exchange, was $169 billion. Our mutual fund members 
held about $4.3 billion of these stocks, approximately 2.56 percent of 
the total. 

During the 15-month period from October 1953 through December 
1954, the mutual funds accounted for 4.4 percent of the purchase 
volume on the New York Stock Exchange, 3.1 percent of the selling. 

Table 7 of my prepared statement shows that at the start of the 
sharp rise in prices during October 1954 our member mutual funds 
accounted for 4.1 percent of the purchases and 2.6 percent of the sales 
on the New York Stock Exchange. This is less than the overall 
average for the 15-month period of 4.4 percent on the buying side 
and 3.1 percent on the selling side. 

In November 1954 the figures declined to 3.9 percent of purchases 
and 2.2 percent of total sales; in December 1954 the buying by funds 
accounted for 2.3 percent of total activity, the selling for 1.7 percent 
of total selling on the New York Stock Exchange. 

Thus, at no time during the 15 months under examination have the 
mutual funds been a dominant, or even a materially significant factor 
in the market. And their degree of participation declined as the 
market price level rose. Later on I shall comment on this as it relates 
to sales and redemptions of mutual-fund shares during periods of 
sharp price changes in market levels—periods during which the mu- 
tual-fund performance has been precisely opposite to that predicted 
by some market theorists. 

To carry our information a bit further, our association conducted 
a special survey of portfolio transactions during the month of January 
1955. During this month of a change, the funds accounted for 
3.0 percent of total buying on the New York exchange and 2.2 percent 
of total selling. As a proportion of total activity during January, 
the funds were most prominent in the week of January 17-21, when 
their purchases were 4.0 percent of total buying and 2.4 percent of 
total selling, still a lower figure than the average for the entire 15- 
month period. 

In absolute dollar amounts, though, fund purchases and sales did 
not seem to fluctuate widely from period to period during the 15- 
month term as shown in table 7. Yet their portion of total volume 
on the exchange tapered off quite dvunabicaliy during the ee of 
acute rise, falling from a high of 7 percent of purchases and 5.1 per- 
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cent of sales in the last quarter of 1953 to a low of 2.3 percent of pur- 
chases and 1.7 percent of sales during the month of December 1954. 
In the first week of January 1955, the purchases figure was even lower, 
at 2.2 percent, while the sales represented 1.8 percent of total volume. 

The mutual funds, therefore, could not have been a dominant factor 
in the period of rise. I have no idea what individuals or other groups 
may have entered the market during this period. The funds, in dol- 
lars of portfolio purchases and sales, maintained about the same posi- 
tion throughout. But their percentage of the total market volume 
declined. 

The committee, through Mr. Wallace, has specifically requested I 
comment on policies which investment companies follow in determin- 
ing when to buy and when to sell portfolio securities. 

I may say among the 147 member companies of our association I 
am quite sure that there are 147 different policies in detail. However, 
it is fair to say that all companies pursue the same general approach to 
investment. All of these companies have what they consider to 
be adequate and what they hope are expert staffs and are examining 
investment opportunities that fall within their declared field of in- 
vestment objectives. When a security is decided to be eligible for pur- 
chase and it becomes available at a price that is considered satisfactory, 
it is bought. In general, an investment company will sell a security 
when it seems to have lost the investment quality that initially prompt- 
ed its purchase, or when funds from the sale of one issue can, in 
management’s judgment, be more favorably invested elsewhere. 

Though the details of investment policy differ materially between 
companies, there is a broad approach to investment which all, or 
nearly all, investment companies undoubtedly pursue, consistent with 
their own investment objectives. 

There is continuous review by the investment company’s staff of 
hundreds of issues whose basic characteristics are consistent with the 
company’s investment policy. 

Decisions with respect to individual issues, whether purchase or 
sales decisions, take account of many factors, including the following: 

1. Rate of growth of the corporate issuer. 

2. Basic risk as determined by the type of issuer and its relative 
position in its industry. 

3. The quality and depth of management and of its supply, produc- 
tion, and marketing strength. 

4. Capacity of the issuer corporation to keep aware of, and adjust 
to changing economic and industry conditions. 

5. Ability of management to earn a satisfactory return to common 
stockholders. 

6. Relative attractiveness of that issue as compared to issues of 
other corporations in the same or other industries. 

Such analysis involves the careful work and judgment of specialists 
in each investment company—industry specialists, market analysts, 
economists, et cetera. It frequently includes consultant services of 
outside scientific and other experts in situations where proper in- 
vestment appraisal requires advanced scientific-technical know!- 
edge. Often the investigation of a company requires interviews with 
corporation management and with personnel responsible for specific 
phases of the corporation’s activity—the treasurer, the market re- 
search director, the sales manager, et cetera. 
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When management is satisfied that an issue should eventually be 
added to its holdings or removed from its portfolio, further analysis 
is undertaken. This is done to determine under what circumstances 
the sale or purchase should be made—at what price, in what quantity, 
at what general market price and activity levels, et cetera. 

It may take some time for a buying or selling order to be filled. 
During that period the order may be altered to reflect changing con- 
ditions, or it may even be withdrawn if the price consideration is not 
satisfactory. This approach to portfolio management is the direct 
opposite of that of the speculator. Orders are executed only when 
the conditions imposed by the portfolio managers of the corporation 
may be fulfilled by a purchase or sale. 

Mr. Wallace has also requested my “opinion of the often heard 
statement that a collapse of the market could be either initiated 
or accentuated by large redemptions of open-end investment company 
shares.” 

I am especially pleased to respond to this question because it pro- 
vides an opportunity to make available data which indicates, most cer- 
tainly, that this is an instance in which there is a gap between theory 
and fact. 

The thesis that redemptions by mutual fund shareholders and that 
the companies themselves might produce instability in market-price 
levels involves a number of assumptions. The validity of some of 
these is open to serious question. Others are simply not supported 
by fact. 

‘1. The thesis incorrectly assumes that mutual fund shareholders 
regard their shares as a speculative holding for quick profit, not as a 
long-range investment to meet long-range objectives. It also implies 
incorrectly that fund shares could be subject to forced liquidation 
in the manner of margin-held individual securities. The fact is that 
by Federal Reserve regulation, open-end investment company shares 
are not eligible for margin accounts, since only listed securities are 
so eligible, and open-end companies are not listed. 

Table 10 and its companion chart show the comparative mutual 
fund redemptions rate compared with the turnover rate of stocks 
listed on the New York Stock Exchange and, I believe, proves that our 
shareholders are not traders. 

2. This thesis ignores the fact that investment companies have, as 
an institution, a liquid cash position equal to roughly 5 percent of 
industry assets—money that can be used to meet redemptions, if they 
should suddenly arise, without immediate sale of any portfolio 
security. 

3. The thesis also overlooks the fact that, throughout the history of 
the open-end investment company business, sales of new shares have 
been a continuing source of new cash to the companies—cash that 
could be used to meet redemptions if necessary. 

4. The thesis ignores the fact that investment-company holdings are 
widely diversified among many different securities, and any liquida- 
tions would involve selective and orderly disposition of relatively 
small blocks of various securities, and would not involve distress sell- 
ing of all holdings of an individual security or of a few individual 
securities, 

__5. It also ignores the fact that it would be an unlikely coincidence 
if two or more companies should decide to liquidate the same issues 
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at the same time, due to the wide differences between companies in 
investment objectives, policies, and market judgment. This becomes 
even more unlikely when one considers the extremely wide diversifica- 
tion of investment between companies. 

For example, 59 investment companies which are subject to the 
New York State franchise tax alone held, in 1954, the securities of 
1,535 different issuer corporations, and even more dfferent issues, since 
many investment companies held different issues of the same corpora- 
tion. Though the data is not available, I suspect that the Nation’s 
investment companies may hold as many as 2,500 different common 
stocks, preferred stocks, and bond issues. 

6. Another factor overlooked is that the powers of the SEC offer 
considerable protection should some unforeseeable event or force set 
off a catastrophe in the market. Should this occur, the SEC would 
undoubtedly order the securities markets closed. In such a situation, 
open-end investment company redemptions would generally be sus- 
pended—as permitted by the 1940 act. 

7. This theory involves, it seems to me, another element of faulty 
reasoning. It implies, in fact, that the mutual funds somehow create 
listed securities in addition to those previously available in the market 
place. This simply is not so. A mutual fund owns securities which 
would otherwise be owned by individual investors or other institutions. 
Thus, even if in contradiction to all previous experience, a high per- 
centage of mutual fund shareholders should simultaneously decide to 
redeem their holdings, no more stocks would be brought to the securi- 
ties market for sale than would be the case if all the mutual funds’ 
holdings were in the hands of individual investors. The effect on the 
market would, in fact, probably be a more orderly effect. 

This question of an accelerated rate of redemptions has been raised 
before. Once following the market break in June 1950, at the out- 
break of the Korean war. At that time a study was made by the 
association which showed that during the period of the break, mutual 
fund purchases of portfolio securities substantially exceeded sales. 
With equal conclusiveness it showed that investor purchases of mutual 
fund shares were considerably in excess of share redemptions at the 
time. The results of this study are contained in appendix B attached, 
and a similar study for January 1955, with the same general results, 
is reported in appendix C. 

Thus, actions of open-end investment company shareholders and 
the portfolio practices of the companies themselves in times of general 
market Kenidehion has, in fact, been diametrically opposed to the 
assumption that mutual fund shareholders would initiate a redemp- 
tions “run,” forcing the investment companies to make substantial 
portfolio liquidations and, by this action, contribute to further lower- 
ing of market levels. 

n every year for which data is available, sales of new mutual fund 
shares have exceeded redemptions, providing net additional cash for 
investment. Even in periods of general market liquidation—the 
mutual funds have had new money available for purchase of portfolio 
securities and have been buyers on balance. 

Both studies in appendix B and C of my prepared statement clearly 
demonstrate that the action of the funds during periods of market 
break have been the exact opposite from the effects assumed by various 
theorists. The fact is that when stock prices drop fund sales con- 
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tinue to exceed redemptions. Thus, instead of initiating or con- 
tributing to a market decline, mutual fund shareholders and, through 
them, the funds themselves have been a factor for stability in periods 
of sharp decline. di M , 

May I call your attention to a chart which was prepared especially 
for this inquiry, chart I of my prepared statement. You may want 
to look at it for a second. It is in the exhibits to the long statement. 

The CuarrMan. Is that table 1 or chart I? 

Mr. Ricuarpson. Chart I. 

The Cuarrman. Oh, yes. 

Mr. Ricuarpson. If you will follow with me the two lines which 
show the movement of the Dow-Jones industrial average, the black 
line, and the red line which charts mutual fund redemptions for the 
same period, from 1944 through 1954. You will note the close cor- 
relation between mutual fund redemptions to the Dow-Jones move- 
ment. When the industrial average advanced, redemptions rose. 
When the Dow-Jones declined, fund redemptions declined; usually 
at a rate faster than the rate of drop in the averages. 

This perhaps indicates mutual fund shareholders, for the most part, 
have long-term investment objectives and will hold for the achieve- 
ment of those objectives. Having bought outright, and not on mar- 
gin, it is perfectly possible for them to hold, and they do. 

May I also call your attention to table 9 of the written statement. 
Here again is proof that throughout the history of the open-end invest- 
ment companies, redemptions have always been considerably below 
sales—even during the years 1929 through 1933—the period of 
liquidation. 

In such periods of severe stock liquidation, the mutual funds have 
always had net new money for investment in the securities markets 
and have been securities buyers on balance; as I said before, a positive 
influence for stabilization of market price fluctuations. 

We have, quite frankly, been delighted with this opportunity to 
present the redemptions story, for we are convinced that the data we 
have presented here will put an end to the totally unwarranted theory 
that, in a period of market liquidations, mutual fund shareholders 
will rush to redeem their holdings. Precisely the opposite has been 
proved through the history of the open-end business. 

Chart IT of | the prepared statement is especially useful, too, in estab- 
lishing the true investment orientation and purpose of the mutual 
fund shareholder. It compares the ratio of the annual redemptions 
of the mutual funds to their year-end assets; comparing that ratio 
with the annual turnover rate of the New York Stock Exchange, 
covering the period 1941 through 1954. 

The data which supports this chart is given in table 10 of my state- 
ment. On the average, the redemptions rate is approximately one- 
half the turnover rate on the stock exchange. 

This attrition rate for mutual fund shareholders is a rather re- 
markable record, in my opinion. It is one of the lowest attrition 
rates among the major financial institutions. For the period shown 
in the chart, the average redemptions to assets rate is 7.9 percent. 
The figures we have been just. given, the withdrawal rate for the 
mutual savings banks of New York State, averaged 25.5 percent in 
1953 and 25.6 percent in 1954. 
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For the savings and loan associations, the withdrawal rate in 1953 
was 30.2 percent of total deposits—up from 20.6 percent in 1945, ac- 
cording to the Journal of Finance for September 1954. 

It is only within the past 15 years or so that there has been signifi- 

cant acquisition of common stocks by the so-called institutional inves- 
tors. Perhaps the basic reasons for this trend are the following: 

Investment yields from fixed-dollar investments have declined con- 
siderably while the costs of living and of operating endowed institu- 
tions have risen with the general rise in price levels. Trustees and 
institutions have been forced to turn to higher yield common and 
preferred stocks in order to achieve their purposes. 

Second, there has been a more general recognition, perhaps, that 
long-term managed investment in equities is prudent. 

Third, the creation of pension funds and profit-sharing plans has 
been a development largely of the past 15 years. Such plans, espe- 
cially the profit-sharing plans, have constituted new and large buyers 
of common and preferred stocks as well as bonds. 

Fourth, there has been a great growth in the life-insurance business. 
In the past 2 vears the life-insurance companies have acquired common 
and preferred stocks in considerable volume. In 1954 their net acqui- 
sitions of such securities totaled $545 million and their year-end hold- 
ings were $2.7 billion. 

Last year the mutual funds purchased stocks on the New York Stock 
exchange net of sales amounting to $281 million, or 1.2 percent of total 
purchase volume. The combined purchases on the New York Ex- 
change of all institutional investors, including the mutual funds, 
amounted to about $2 billion, or 8.3 percent of all volume; that is, all 

and these are, I believe, the stock exchange figures— 
anemia to 8 percent of the total volume and the open-end invest- 
ment companies amounted to about one-seventh of that 8 percent. 

Institutional holdings of common stocks have, in my opinion, a most 
desirable stabilizing effect. Institutional investors are cash buyers, 
not margin buyers. They have long-term investment objectives and 
are not subject to panic selling in the face of market decline and not 
harried by short-term fluctuations. Their approach is professional. 
They do not follow stock market prices up. It is inconceivable that 
unyone would rush out and buy for these institutions to follow the rise 
in pr ices. 

In conclusion, the Nation’s investment companies have experienced 
a gradual, steady growth along with the rest of the economy in the 
past 20 to 25 years. Their expansion during the past 15 years has 
been a factor for stability in the Nation’s securities markets, as has 
their portfolio policy, as we have endeavored to show. 

Undoubtedly this expansion will continue as mere men, women, and 
institutions, understanding the risks and having the financial resources, 
recognize the benefit of carefully managed, widely diversified partici- 
pation in the growth of our Nation’s economy through the medium of 
investment, companies. 

Mutual funds and closed-end investment companies are the anti- 
thesis of speculators. They make a real contribution to the long-range 
financial planning of American families and to the economically and 


socially desirable goals of more widespread ownership of our business 
and industry. 
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We, as investment company managers, are aware of our responsibili- 
ties to our shareholders and to our Nation’s economy. We are proud 
of our record. We expect to continue growing in the years to come, 
hoping always to better both our services to investors and our invest- 
ment performance. Though we shall most certainly not achieve per- 
fection, we are constantly trying to improve our techniques. How- 
ever, we are fully aware that investment can never be an exact science. 

I thank you very much, Senator, for your courtesy in inviting me 
to appear here today and I would be very glad to answer any questions 
that you think I ean. 

The CHairman. Thank you very much, Mr. Richardson. That is 
a very fine statement. Your full statement will be made a part of the 
re ord, of course. 

Mr. Rrcwarpson. Yes, sir. 

The Cuarmman. And your charts are extremely informative. I 
would like to ask a question or two before 1 turn it over to Senator 
Lehman. I understand you are vice president of the Lehman Corp. ? 

Mr. Ricnarpson. Yes, sir. 

The Cuairman. Which is a closed end company ? 

Mr. Ricuarpson. Yes, sir. 

The Cuairman. Which I believe has been referred to several times 
very favorably in these hearings. I donot know whether you followed 
it or not. 

Mr. Ricnarpson. J gathered they have been. 

Phe Cuamrman. I believe Mr. Graham particularly cited it as one 
of the outstanding successes, and one of the few that sells above the 
asset value. Is that correct ? 

Mr. Ricuarpson. We have at various times sold above asset value. 
| regret to inform you at this particular moment it is slightly at a 
discount. I want the record to be correct. 

The CuatrmMan. In any case he was very complimentary about the 
Lehman Corp. 

Mr. Ricuarpson. I would reciprocate with Mr. Graham. He is a 
very able investment manager. 

The Cuamman. One or two questions before I let the expert on my 
left question you. 

Senator Leuman. Don’t take me into consideration. Iam not going 
to ask any questions, because of my peculiar relationship to some of 
these companies, 

The CHarrMAN. I understand, Mr. Richardson, that the first draft 
of the Investment Act contained limitations with respect to the maxi- 
mum size of investment companies. I think the limitation discussed 
for open end companies was 150 million. Is that particular item still 
under consideration, or would it be proper to consider it ? 

Mr. Ricnarpson. Senator, I have forgotten exactly what the orig- 
inal draft had. There was a limitation, I agree with you. I have 
forgotten the figure. As you know, it was eliminated in the final 
draft. There is a provision in the act which in a sense is a substitute 
for such a limitation, that the SEC, among many general duties, 
shall—well, in popular language, keep an eye on the whole question 
of size of investment companies, and if in its opinion the matter 
should come to be one of concern that they shall hold hearings or 
make recommendations to Congress with respect to it. I think that 
is roughly the effect of it. I know of no legislative proposals. 
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The CuarrmMan. Do you think a study should be conducted at this 
time to determine whether or not a limitation should be put on the 
size of open end investment companies ? 

Mr. Ricuarpson. I personally do not, Senator. I think that is a 
matter that the SEC has several years ago considered or discussed. 
At least the then chairman made some reference to such a considera- 
tion in a public speech, and I assume that they decided for reasons best 
known to them not to pursue that inquiry. 

The Cuamman. Do I understand that you believe no limitation 
should be put on the size? 

Mr. Ricuarpson. I think there is a natural limitation, sir. 

The CHamman. What is that? 

Mr. Ricwarpson. It is the question of redemption. There is a 
certain attrition, which we mentioned here, of redemptions. I do 
not know what the size is, but at some point 5, 6, or 7 percent is a 
natural turnover in a year. There seems to be some sort of a minimum 
figure of people who die, people who change their minds, need the 
money, or something. 

The Cuarrman. That is not a limitation on the ultimate size? 

Mr. Ricnarpson. It is a practical one. 

The CuHamrman. How is it? 

Mr. Ricuarpson. Because there seems to be a practical limitation 
on the total amount of any one security that can be sold in any one 
year. If you get a thing up to a 5-percent redemption average, if a 
company had a billion dollars perhaps that would be $50 to $60 million 
of inevitable redemption. That, in my experience, narrows the net 
sale figure that can be realized or that has been realized historically 
in the past. 

The CuatrMan. Do the stockholders—or, if you do not mind, we 
will make it concrete: Do your stockholders take an active part in 
the management of the investment company ? 

Mr. Ricwarpson. If you mean by coming to stockholders’ meetings, 
I think relatively our stockholders’ meetings are probably fairly well 
attended, especially since they have been in New York City, but I 
would not say they take an active part. We would welcome a great 
many more stockholders. We are always glad to have them there. 
I think we have perhaps 50 or 60. 

The Cuairman. Before I leave that other subject, how large is the 
largest investment company? I meant to ask that. 

Mr. Ricuarpson. Of the open end companies that are in our 
association ¢ 

The Cuamman. Yes. What are the largest? 

Mr. Ricuarpson. Approximately $800 million. I may be a little 
bit behind the times on that. It is $791 million, I am informed. 

The Cuatrman. Do you visualize that they will reach a billion in 
the near future? 

Mr. Ricwarpson. I think, if they do, they will be going at a very 
slow pace when they get there, but that is a purely personal opinion. 
Some of the gentlemen in the business may disagree with me. 

The Cuamman. Lehman is a closed end company ¢ 

Mr. Ricwarpson. A closed end. 

The Cuamman. How large is it? 

Mr. Riowarpson. Not the largest closed end company. Of the 
active companies, the Tri-Continental Corp. is the largest. We are 
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very nearly as large—very close together. We had as of the close on 
Monday—I do not know what we have now—about $209 million. 

The Cuatrman. Do your stockholders at any time, at meetings or 
otherwise, indicate how the securities in your portfolio should be 
voted in company affairs? 

Mr. Ricwarpson. We have never to my knowledge had such—I 
want to qualify that. We may have had sporadic letters from persons 
volunteering suggestions, but we certainly have not had any notice- 
able advice to that effect. 

The Cuamman. Is it practical, or do you expect to ever have any? 

Mr. Ricuarpson. I really frankly doubt it. 

The Cuarrman. You do not? 

Mr. Ricuarpson. As a purely practical matter. 

The CHatmrMan. As a practical matter, does your investment com- 
pany or any other investment soampesy you know of control sub- 
sidiary companies—I mean have enough stock that under the exist- 
ing distribution of that stock it could be said to exercise control of the 
management of that company in which you invest? 

Mr. RicHarpson. I would like to answer that in two parts. First, 
the ownership limitations for open-end or closed-end diversified com- 
panies are so defined in the Investment Company Act, and in the re- 
citals of fundamental policy in their registration statements, that I 
know that they would preclude the a of control, the buying 
of control, or buying for control of portfolio companies, with the 
possible exception of certain companies that were affiliated and prob- 
ably were unlisted, service companies of one kind or another that 
might have been formed for the purposes of the corporation. But 
the normal investment companies of the management type neither buy 
for nor wish to own or exercise control. We certainly do not. 

The Cuarrman. Are you limited to 5 percent or any certain per- 
centage ? 

Mr. Ricuarpson. There are two limitations. One is that if an in- 
vestment company is registered under the Investment Company Act 
of 1940 as a diversified investment company it is limited as follows: 
75 percent of its assets must be either in cash, Government bonds, 
and securities of other investment companies, with no other invest- 
ment. holding exceeding 5 percent of the investment company’s assets 
or 10 percent of the voting securities of the owned company. The 
other 25 percent of the assets may be used otherwise for direct owner- 
ship perhaps of certain types of property, or there is the possibility 
of their owning more than 10 percent of another company out of the 
25 percent that is excluded from that definition. 

The Cuatrman. In some of the large companies in which the 
public participates 10 percent could well be control of the company 
for practical Simeon 

Mr. Ricuarpson,. It certainly could. 

The Catan. If you should acquire it, what happens? You say 
you did not acquire it for that purpose, but assume you do have it, 
even though you were as innocent as a babe in getting it. Do you 
actually vote that stock? You do vote it at stockholders’ meetings? 

Mr. Ricnarpson. We vote our stock habitually and normally in 
stockholders’ meetings. 

The Cuamman. Are you restrained from taking control if it actu- 
ally amounts to control? 
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Mr. Ricuarpson. We have.never had control in the type of com- 
pany that you are speaking of, which I take it is a publicly owned, 
listed company. 

The Cuairman. That is right, with wide distribution, in which 10 
percent might be the largest stock holding. 

Mr. Ricuarpson. We have never to my knowledge and my recol- 
lection experienced any such percentage of ow nership. 

The Cuamman. None of your companies have, or do you mean just 
Lehman ? 

Mr. Ricttarpson. You asked me specifically, I think, about the Leh- 
man Corp. 

The Cuatrman. I wanted both, if I may, just for the record. 

Mr. Ricuarpson. In general, may I say this: There are a few in- 
vestment companies which state their objec tives to be, or their invest- 
ment policy, their business, to be acquiring substantial interests in 
neainenine for the purpose of helping reorganize them or to perhaps 
bring about changes in corporate structure, management, or what 
have you. I am thinking of companies that do a very constructive 
job, But they are more like hol ling companies and are only techni- 
cally investment companies. It is a “different business from ours, sir. 
[ think the largest single percentage of ownership that we have in 
anything that is a major listed company is about 4 percent, except. for 
one 5 percent holding. 

The Cuarrman. That is Lehman Bros. ? 

Mr. Ricuarpson. Lehman Corp. I think so. 

The CHaiman. Lehman Corp. What is the average commission 
which an investment-company dealer charges for the purchase of 
shares in an investment company ¢ 

Mr. Ricnarpson. You are speaking now of the open-end companies. 
Of course, closed-end companies are traded like any other security, 
the same commission. Actually, the open-end company itself, the 
company that is registered with the SEC, the company that operates 
the management, the investment company, does not charge a commis- 
sion at all. It sells its shares habitus ally to an underwriter or to a 
distributor company or perhaps to individuals. There are a few 
exceptions here, but normally it sells at net asset value without any 
commission to an underwriter and receives the net asset value. The 
underwriter, who is a wholesaler, and the individual dealer and his 
own individual salesmen receive the compensation for selling. That 
compensation ranges from the lowest I know for small sales—it would 
be in a range from 6 to about 81/ » percent and less than 9. There are 
always quantity discounts. Sales perhaps starting with $5,000 in 
certain cases, but in many cases twenty-five or fifty thousand overall, 
would have that reduced substantially. 

The Cuairman. Is the limit 9 percent ? 

Mr. Ricuarpson. There is no legal limit, as I understand it, except 
the limitations placed by certain State regulatory bodies, which have 
seemed to agree after very careful study that 9 percent should be the 
limit. But there is no Federal regulation that I know of. 

The CHairman. Could you venture an average? Would you 
say itis 7? 

Mr. Ricuarpson. I would say the average would be 714. 

The Cuamman. Seven and one-half? 

Mr. Ricuarpson. I would venture that. 
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The Cuamman. That is just the open-end ? 

Mr. Rrewarpson. Yes, sir. 

The Cuamman. I noticed in the statistics you have given that there 
has been a decrease in recent years in the closed-end and an increase 
‘in the open-end. What is the explanation of that? 

Mr. Ricuarpson. I would say, sir, it is a demonstration of the fact 
that securities, like other things, are sold and not. bought. The open- 
end companies, as the insurance companies and other business enter- 
prises have, have actively and very successfully merchandised and 
called themselves to the attention of people who found them desir- 
able investments. 

The CuamrmMan. Even though they have a charge of 714-percent 
average ¢ 

Mr. Ricwarpson. Yes, sir. 

The CHarrMAN. How does this average commission compare to the 
commissions on the New York Stock Exchange ? 

Mr. Riciarpson. I would like to quote somebody else rather than 
myself on this. 

‘The Cuarrman. That is quite all right. 

Mr. Ricnarpson. On March 14, Monday, the University of Penn- 
cylvania published a study, made, I believe, by the Wharton School, 
of cost of buying and selling securities under various circumstances. 
Quoting from that, it appears that the average brokerage commis- 
sion on a purchase or sale of common stock on the New York Stock 
Kxchange was 1 percent, or 2 percent on a round-trip purchase and 
sale, in 1949 and 1951-52. 

The CHaiman. That is the commission exclusive of taxes? 

Mr. Ricuarpson. Yes. It was reported that the average customer 
cost of transferring common stock from one public customer to another 
on the New York Stock Exchange was about 2.1 percent, for the pur- 
chase and sale. You remember the investment company charge in the 
normal case occurs only once, with no charge when the man turns it in. 
The shareholder always has the right to redeem his shares. 

The Ciramman. If I understand it correctly, when he purchases 
it he is subject to this commission of 714 percent on the average ? 

Mr. Ricrmarpson. Yes. 

The CHamrmMan. When he redeems it he gets the asset value? 

Mr. Ricwarpson. Asset value. No one gets a commission. 

The CrairmMan. No deduction ¢ 

Mr. Ricnuarpson. There are one or two minor exceptions to that, 
but that is the 99-percent rule. So he pays one commission for the 
round trip, let us say. 

The Cuamman. What is the justification for that commission of 
714 percent ? 

Mr. Ricuarpson. In the first place, the transaction is both an over- 
the-counter transaction, where the New York Stock Exchange type 
of commission would not apply, as you know, and it also is a tach 
nically new issue. Every investment company open-end share that is 
sold is sold subject to a prospectus. The prospectus has to be de- 
livered. A registration statement has to be in effect in connection 
with the sale. The machinery of selling it is very similar to that 
of a new, one-shot issue of securities. There is an underwriter, who 
is the wholesaler. That wholesaler has to supply the dealers through- 
out the country with quotations on these shares once or twice a day. 
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He has to prepare sales literature of one kind or another. This is a 
selling operation. The actual dealer, the fellow in the outlying cities 
or towns who make the sale, gets about the same commission that he 
would get on other over-the-counter transactions for a “round-trip” 
purchase and sale of common stock. 

The Cuarman. That is different from what is called the manage- 
ment fee? 

Mr. Ricuarpson. Yes. The management fee is an entirely different 
matter. 

_ The Cuarrman. That is just one of the expenses of the conduct of 
it ¢ 

Mr. Ricnarpson. And that is common to the open-end or closed-end 
companies. They are both in the same general area or magnitude. 

The CrarrMan. Is it quite all right for you to tell us what the 
management fee in Lehman Corp. is or not? 

Mr. Ricuarpson. Yes, sir. It is fully explained and fully stated. 

The Cuarman. What is it? 

Mr. Ricuarpson. We have a complex—not complex, but it may 
sound complicated—situation. Basically, we have a management con- 
tract with the firm of Lehman Bros., which is an investment banking 
firm, a partnership. That contract in one form or another has been 
in effect since we were founded in 1929. Under that contract we pay 
the firm of Lehman Bros. a flat fee of $225,000 a year, paid quarterly. 
It bears no relationship to our size. It is not a percentage of any- 
thing. It is a flat fee which we set at $225,000, I think, 18 months 
or 2 years ago and was set by a committee composed of our direc- 
tors, those directors who were in no way affiliated with the corpora- 
tion, except as directors, or with the firm of Lehman Bros. They 
were outside industrial individuals who were on our board, who were 
on the committee to readjust the fee. That fee is one element of our 
management expense. For that fee we receive the services of several, 
or all cetoedialie. las actively of several of the senior partners of 
Lehman Bros., their experience, their advice, a great deal of their 
time, and access to and full use of the firm’s statistical facilities, 
research facilities, et cetera. 

The Cuarrman. How does that fee compare to other fees? 

Mr. Ricuarpson. There is no comparable arrangement that I know 
of, sir. The overall expense is what I would like to get to, if I might. 
Then in addition to that fee, which actually percentagewise, as you 
see, of $200 million is a very small one, we have our own organization. 
Several of our officers are partners of Lehman Bros., who serve without 
direct salary—only their participation in the firm. Lehman Bros. 
gets nothing except this $225,000. The rest of the officers and em- 
ployees of the corporation are salaried and, in most cases, full- 
time employees. And naturally we have rent. We have the normal 
corporate expense. We have our library. We have traveling and 
the usual expenses. The overall cost of operation of the corporation 
varies, but now it is approximately 0.55 to 0.57 of average assets. In 
other words, it is a little over one-half of 1 percent of our gross assets. 

The Cuarmman. One-half of 1 percent? 

Mr. Ricwarpson. One-half of 1 percent. 

The CHarrman. Per year? 

Mr. Ricuarpson. Which is, roughly speaking, on the low side of the 
average operating cost of other companies. 
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The CuarrmMan. On other companies is the distinction that all of 
that is lumped into one sum, that is, you do not have a separate com- 
pany advising you? It is all part of your own management? 

Mr. Ricuarpson. No, it is very hard to generalize. If you can 
generalize at all, the average open-end company has an investment 
management arrangement with a separate company, a management 
company, for which that management company receives one-half of 1 
percent and supplies most of the management facilities. There are 
certain custodial fees, legal fees, and so forth, which are in addition 
to that. It may have a good many thousand dollars in additional 
expense, but roughly speaking the basis expense is aimed at one-half 
of 1 percent, plus, and that is pretty universal. There are exceptions 
on the high side, and one notable exception on the low side—or several. 

The CuarrMan. Senator Lehman, do you wish to ask a question? 

Senator Lenman. I do not want to ask any questions. I just want 
to compliment Mr. Richardson on what I think is a very clear state- 
ment. I have not read it in full but I will. 

I also am very grateful to Mr. Richardson, because although I was 
one of the organizers of the Lehman Corp. in I believe 1927 and 1928, 
[ have learned more about the workings of the Lehman Corp. this 
afternoon than I have in the last 25 years. 

The Cuamrman. That was one of the objectives of these hearings. 

Mr. Richardson, we appreciate very much your coming down here. 
You have been very patient to wait all day in order to give us this 
information. Your statement, as I told you, will be incorporated in 
the record in full. It isa very full statement about a subject I know 
little about, and I apologize for not being able to ask you more intelli- 
gent questions. I know we will all profit by the information you 
bring us. 

I would like to announce that tomorrow morning, because of a sub- 
committee meeting, the hearings will not start until 10:30, when we 
will hear Mr. James Carey and Mr. Ferdinand Eberstadt. 

Mr. Ricnarpson. Thank you very much for your courtesy. May I 
say that our association, I am sure, and our member companies, and 
certainly my company, would be delighted to respond to any addi- 
tional inquiries if we can furnish you any further information. 

The CHarrman. You read from a study, Mr. Richardson. Would 
you mind leaving it with the committee? It will save us a lot of 
trouble. It was apparently a recent study. If you do not have an 
extra copy, we will try to get one. 

Mr. Ricuarpson. One of these gentlemen probably has it. If not, 
we will supply it. 

The Carman. We would appreciate having it for the staff to look 
at and study. Anytime you would like to volunteer any suggestions 
or information to the committee, we would appreciate it. 

(Mr. Richardson’s prepared statement is as follows :) 


STATEMENT BY DorsEY RICHARDSON, CHAIRMAN, EXECUTIVE COMMITTEE, NATIONAL 
ASSOCIATION OF INVESTMENT COMPANIES 


My name is Dorsey Richardson. I am a vice president of the Lehman Corp., 
a closed-end investment company, and am chairman of the executive and admin- 
istrative committees of the National Association of Investment Companies. It 
is in this latter capacity that I have been invited to appear before this committee 
and to submit this statement. 
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The National Association of Investment Companies has a membership of 147 
companies. Of these, 30 are closed-end companies; the balance, 117, are open- 
end investment companies, or mutual funds. This membership represents at 
least 95 percent of the total assets of all the active, diversified, United States 
companies whose shares are widely owned by the public and which are registered 
with the Securities and Exchange Commission as management investment 
companies, 

SERVICES OF INVESTMENT COMPANIES 


Refore getting to specifics, it may be helpful if I explain briefly, and in broad 
terms, what an investment company does, how it operates, and its place in our 
economic and social life. 

I share the widely held belief that broad public ownership of common stocks 
is desirable to the continued economic growth of our country so long as the 
individuals investing have adequate cash resources, insurance protection in case 
of premature death, and are able, financially and temperamentally, to accept the 
risks that common-stock ownership involves. 

For most people, acquisition and ownership of securities involves considerable 
difficulties, both practical and emotional. 

On December 31, 1954, 1,076 common stocks, 456 preferred stocks, and 1,014 
bond issues were listed on the New York Stock Exchange. A total of 901 issues 
are traded on the American Stock Exchange. Over-the-counter issues and list 
ings on other exchanges bring the combined total of traded issues—securities 
available to the public generally—to more than 25,000 according to data pub 
lished by the National Quotation Bureau. It is from this 25,000 figure that the 
American investor can make his choice. 

Need for professional management 

Very few people are sophisticated investors. They do not have the background 
knowledge, the skills, the information resources and facilities, or the time neces- 
sary to wise selection and management of their own investment portfolios. For 
them professional advice or supervision is essential. For people of substantial 
wealth there are available in most parts of the country skilled investment coun- 
selors who manage individual investment accounts on a fee basis, devoting their 
full time to such work. 

But there are in America millions of men, women, and institutions whose 
funds available for investment are less than the practical minimum from the 
standpoint of administrative expense established by most investment counselors 
for handling individual investment accounts. The Nation’s investment. com- 
panies serve such individuals and institutions, as well as those with greater 
resources, for an investment company can take the combined investment funds 
of thousands of investors and provide full-time professional investment manage- 
ment effectively and in an economical manner. It provides constant and con- 
tinuous supervision and analysis of securities, making changes in its investments 
necessary to adjust to changing conditions. 


Need for diversification 


In investing for his own account the investor of modest means has another 
disadvantage, as opposed to an individual with substantial capital. This disad- 
vantage lies in his inability, because it requires substantial resources, to diversify 
adequately his investment. 

The holder of just one share of an investment company, however, is, in effect, 
an owner of a fractional share of as many as 50, 100, or even more business and 
industrial corporations. For the widely diversified investment company, using 
the combined funds of its shareholders, spreads its investments across a large 
number of issues so that any loss in a single issue or a group of issues can have 
only a minor effect on the overall investment results. 

To the individual investor then an investment company offers these two basic, 
significant services—full-time professional management and wide diversification 
of investment. 

There are other services and benefits, certainly, such as the ready market- 
ability of investment company shares, the convenience of ownership of one, as 
opposed to a number of separate issues, availability of dividend reinvestment 


plans, etc. But these two—professional management and diversification—are 
fundamental. 


A source of equity capital 


There is another function which investment companies perform, a service with 
important economic and social implications. Investment companies provide 
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capital to American business and industry through purchase of new issues of 
stocks and bonds and through exercise of rights to subscribe to new issues. To 
a limited extent they provide venture or risk capital. To a larger extent, by 
their ownership of investment quality securities, they free other investment 
capital so that it can be used as venture capital—new capital that is so impor- 
tant to the continued growth of our economy and to improvement in people’s 
living standards. 

Studies conducted in the past reveal that much of the money invested in invest- 
ment company shares is money which might not otherwise find its way to the 
equities market. <A 1949 survey, for example, demonstrates that 69 percent of 
mutual fund share purchases from 1946 to 1948 originated in States other than 
the North Atlantic Seaboard States; a survey of the origin of stock-exchange 
business conducted at the same time shows coincidentally that 69 percent of 
the purchases of individual issues originated within the Atlantic Seaboard States. 

A summary of studies by the National Association of Investment Companies 
as reported in table 6 indicates that this same distribution pattern exists today. 

This has special significance, for it indicates that the ownership of investment 
company shares is providing many people with their first actual participation 
in the ownership, profits, and risks of American business. See table 1. 


TYPES OF INVESTMENT COMPANIES 


There are two basic types of publicly owned, management investment com- 
panies. Both types buy the securities of business and industrial corporations 
for investment, as opposed to holding companies which buy for control. The 
two types of investment companies differ chiefly with respect to capitalization 
and to the manner in which an individual acquires and disposes of their shares. 
The closed-end investment company 


The older type, the closed-end investment company, has a fixed number of 
shares authorized and outstanding, in the hands of investors. In much the 
manner of industrial corporations, the shares of closed-end companies are 
traded on organized securities exchanges or in over-the-counter markets. To buy 
shares, an individual buys, through the market place, from an investor who has 
them and is willing to sell. Thus, the price one pays is to a large extent deter- 
mined by supply and demand with reference, certainly, to the value of the under- 
lving portfolio assets of the investment company itself. 

There is, in this respect, a close parallel between shares of a closed-end invest- 
ment company and those of an industrial corporation. For as is true with the 
stock of, say, General Motors, which may sell above its actual book value at 
times and below that value at other times, the stock of a closed-end investment 
company may sell at a premium above the net asset value, at a discount from 
this asset value. Supply and demand are the factors which set the day-to-day 
market prices. 

The term “closed end” is one used to distinguish this branch of the invest- 
ment company business from the other, and newer branch, the open-end invest- 
ment companies, or mutual funds. 


Open-end investment companies 


An open-end company derives its name from the fact that the number of shares 
outstanding is constantly changing. Most of these companies continuously offer 
new shares to the public. All of them stand ready to redeem their shares on 
demand from shareholders who wish to sell them. 

The current market value of the underlying investments determines the price 
of open-end investment-company shares. The asset value is determined by most 
companies twice a day by dividing the current market value of the company’s 
total net assets by the number of its shares outstanding. This asset value deter- 
mines the price a shareholder receives when he redeems his holdings. It is also 
the basis for the offering price, his total cost when he acquires shares. The costs 
of distributing mutual-fund shares are included in this offering or purchase 
price. 


Distribution methods of open-end companies 


Open-end company shares are not listed securities, but are distributed to 
shareholders in several ways. Three methods of distribution are common. 
The majority of open-end companies distribute their shares in much the same 
manner that a manufacturer follows in distribution of finished goods—from 
60650—55——_-46 
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wholesaler, to retailer, to the buyer. The mutual-fund underwriter is respon- 
sible for the wholesale distribution to retail security dealer firms in the States 
where the fund’s shares are registered. Through these firms sales are made to 
individual investors. 

A second method of distribution used by some open-end companies is some- 
what similar to that employed by the majority of life-insurance companies— 
through regional offices operated by the underwriter and staffed with salesmen 
who are its own agents. 

Some open-end companies have no active sales organization and sell their 
shares directly to the investor. In most of these cases, the investor learns of the 
company either through advertisement or from recommendation of friends. 


REGULATION OF INVESTMENT COMPANIES 


Investment companies—in their operations and in the sale of their securities— 
are subject to regulation under the Securities Act of 1933, the Securities 
Exchange Act of 1934, and the Investment Company Act of 1940. They are 
subject to the rules and regulations of the Securities and Exchange Commission, 
which administers these three basic Federal statutes. 

The offering of investment-company securities for sale in the various States 
is subject to their respective securities laws and regulations. Investment com- 
panies whose securities are listed on a national securities exchange must comply 
with the regulations of such exchange. In addition, investment companies are 
affected, directly or indirectly, by certain regulations of other agencies, such 
as the Federal Reserve Board. 

Underwriters and dealers in investment-company securities are subject to the 
general rules of fair practice of the National Association of Securities Dealers. 
The latter, subject to review by the Securities and Exchange Commission, also 
administers the Statement of Policy, adopted by the SEC in 1950 and recently 
amended, which governs the form and content of advertising and sales literature 
relating specifically to investment-company securities, and not, thus far, to other 
types of securities. 

For purposes of this inquiry, it would be impractical to explore exhaustively 
the manifold implications of each of those regulatory measures and agencies. 
I should like, however, to emphasize that the investment companies are generally 
satisfied with the laws and regulations under which they operate, recognizing 
the need for occasional revision in the light of changing conditions. As this 
committee or its predecessor in 1940 was well aware, the business itself was a 
cooperative partner 15 years ago in drafting and in urging enactment of the 
Investment Company Act of 1940. Since that time, through the National Associa- 
tion of Investment Companies, it has worked with the Securities and Exchange 
Commission in its adoption and revision of all the important rules, regulations, 
and forms which implement and give effect to the intent of the Congress as 
expressed in the act itself. 

Investment companies live in the proverbial “goldfish bowl,” with full dis- 
closure of all pertinent information. It is gratifying to report that the com- 
panies often go beyond the required degree of disclosure, both as to frequency of 
reports and the contents thereof. 

The industry operates as an open book at the institutional level as well as at 
the company level. Within the last year the industry has increased consider- 
ably its efforts to make institutional data available through the establishment 
of a public information program which is charged specifically with responsi- 
bility for collection and dissemination of industrywide statistical and other data. 

For the purposes of this inquiry, I should like to point to specific aspects of 
our regulation which may influence the degree to which investment companies 
participate in the securities market. 


Securities Act of 1933 


This is primarily a disclosure statute applying to new issues of securities. 
Registration statements containing detailed information must be filed with the 
SEC and are made available to the public. A prospectus containing or sum- 
marizing the essential information in the registration statement must be pre- 
pared and kept up to date and delivered to purchasers of mutual-fund shares. 

Virtually all the open-end investment companies, which account for 84 percent 
of the total assets of all members of the National Association of Investment 
Companies, are continuously offering shares to the public. Each such offer is 
treated as a new issue, and such issues are, therefore, constantly subject to the 
provisions of the Securities Act, as contrasted with the usual corporate offering 
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which is completed within a short period of time. The closed-end investment 
companies also occasionally offer new issues. 

In addition to its disclosure requirements, the Securities Act places severe 
restrictions on advertising and promotion of new issues. The sale of mutual- 
fund shares is, therefore, continually subject to these restrictions, which gen- 
erally do not apply to sales of outstanding securities traded in the securities 
markets. 

The Securities Act also contains provisions which make unlawful, in the offer 
or sale of securities generally, fraud and misrepresentation, by means of any 
yntrue statement of a material fact, or any failure to state a material fact neces- 
sary to make other statements not misleading. 

Securities Exchange Act of 1934 

This statute applies to the securities exchanges and to securities listed on an 
exchange, including the common and preferred stocks of many closed-end invest- 
ment companies, but not the open-end companies. It requires, in addition to 
the initial registration statement, that annual and other reports must be filed 
with the SEC. In the case of investment companies, duplicate filings under the 
1934 and 1940 acts have been eliminated. 

The 1934 act, and the SEC rules, also contain regulatory provisions, notably 
those governing solicitation of proxies and those requiring reports of holdings 
and changes therein. These provisions have been extended by the 1940 act to 
apply to investment companies, open-end as well as closed-end, whose securities 
are not listed on an exchange. 

There are also provisions preventing retention of short-term profits resulting 
from purchase and sale of a company’s securities by its officers, directors, and 
holders of 10 percent or more of the company’s stock. 


Investment Company Act of 1940 


This is the basic statute regulating investment companies. It sets forth spe- 
cific standards for their formation, capital structure, transactions with inter- 
ested parties, management and underwriting contracts and affiliations, and in 
many respects, for their day-to-day operations. To some extent it also regulates 
the sale of investment-company shares and limits the amount of portfolio invest- 
ment a company may have in a single security or corporation, or in certain types 
of securities. Generally speaking, however, the function of selecting investments 
for the portfolio is properly left to the management of the company. 

The 1940 act requires a detailed registration statement, including a recital of 
fundamental policies which cannot be changed without stockholder approval. It 
requires that complete financial statements, reports of portfolio holdings, and 
annual reports be filed with the SEC and made available to the public. In 
addition it requires at least semiannual reports to shareholders ; most investment 
companies, however, transmit quarterly reports to shareholders, though not 
required to do so. 

Virtually all open-end companies and most of the closed-end companies are 
registered as diversified companies under the 1940 act which means, in general, 
that with respect to at least 75 percent of their assets, their investments must 
be so spread that not more than 5 percent of their assets are invested in any 
one corporation and not more than 10 percent of the voting securities of any 
one corporation are owned. The charters and bylaws of many of the investment 
companies, and the securities regulations of certain States, are even more strin- 
gent with respect to required diversification and certain other safeguards, than 
is the 1940 act itself. 


GROWTH OF THE INDUSTRY 


The Investment Company Act, legislation which resulted from the joint efforts 
of the industry and of the Securities and Exchange Commission, marked the 
beginning of the period of substantial expansion in the investment-company 
business, The 1940 act was so comprehensive in impact that any scrutiny of 
present-day operations of investment companies must logically use this year as 
its starting date. 


Attached is table 2, showing the shareholder accounts of the investment com- 
panies since 1940. 


Number of companies 


In 1940, the association had 111 members; 43 were closed end, 68 were open- 
end companies. At the end of 1954, the total membership was 145, of which 30 


were closed-end companies, 115 open end. Two open-end companies have since 
been added. 
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Asset growth 

Assets of all members have increased from $1 billion at the end of 1940 to 
$7.3 billion at the end of 1954. Of this $6.2 billion increase, roughly 50 percent, 
$3.13 billion resulted from market appreciation during the 14-year period. The 
remaining 50 percent, $3.07 billion, represents net new purchases by investors. 

Closed-end company assets increased during the 1940-54 period from $614 
million to $1.2 billion. In this same period their outstanding capital was reduced 
by a net amount of $236 million. 

Open-end company assets grew from $448 million at the end of 1940 to $6.1 
billion on December 31, 1954. During this period, net new capital aggregating 
$3.31 billion resulted from purchase of additional shares by investors. 
Shareholder accounts 

No precise formula has been constructed thus far for determining the number 
of investors who own investment-company shares. A study, financed by the 
association, is currently underway to arrive at an accurate method for obtaining 
this important data. Until a formula is devised, we must continue to report as 
in table 2, not the number of individual shareholders, but the total number of 
shareholder accounts without adjusting for duplication—for the fact that many 
individuals undoubtedly own shares of more than one company. 


Closed-end companies 


From December 31, 1940, to the end of 1954, the number of shareholder accounts 
in closed-end companies decreased from 466,144 to 207,647, due to company liqui- 
dations, mergers and to the fact that many companies retired whole issues or 
reduced their outstanding stock by repurchases in the open market. 

Open-end companies 

During the same period, the number of accounts in open-end companies in- 
ereased from 296,056 to 1,708,846, an increase of 1,407,790. 

Combining the experience of both branches of the business between 1940 and 
1954, there was an increase in shareholder accounts from 762,200 to 1,911,493, a 
net gain of 1,149,298. 
lverage account size 

In 1940 the 762,200 accounts on the books represented assets of $1.06 billion, 
an average account of $1,393. The average account at the end of 1954 represented 
$3,818 for 1,911,498 shareholder accounts. 

I should, perhaps, point out that these average account figures do not imply 
that an individual must invest this much money in order to purchase mutual 
funds. Many shareholder accounts, in fact, represent shares purchased at 
different times over a period of months or years, in transactions involving as 
litile as $25. The basic services to a shareholder are the same, however, whether 
his account be a very small one, or one amounting to many thousands of dollars. 


Who owns investment-company shares? 

Recent studies conducted by the association have concentrated largely on the 
open-end membership. Reference is made to table 1, 4, and 5. Table 1, pre- 
viously noted, covers the geographic location of purchasers of mutual-fund shares 
during 1958; table 4 gives data about institutional owners of mutual funds; 
table 5 is a report on individual shareholders. In the latter two tables, figures 
are based on results of an exploratory survey of the open-end membership during 
the latter part of 1954. In each case, a significant percentage of the total 
business is represented. 

Adjusting the data from these past surveys as reported in tables 4 and 5, it is 
estimated that the ownership of mutual-fund shares on December 31, 1954, was 
approximately as indicated below: 


| Individual | Institutional| Total ac- 
accounts accounts counts 


Number aikahieemicianentt sane 1, 635, 000 68, 000 | 1, 703, 000 
96 


Percent aotaee 4 100 
Value dhltbiinitiniintyntt 1$5,376,000,000 | $733, 000,000 $6, 109, 000, 000 
Percent wenn SS 12 | 100 
Average account size Skea $3, 288 $10, 779 $8, 587 
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MUTUAL FUND PORTFOLIO HOLDINGS AND TRANSACTIONS 


Earlier we presented a figure of 25,000 as the approximate number of securities 
issues available on the organized exchanges and in the over-the-counter markets 
of the country. It is from among these issues and values that the open end 
investment companies held assets on December 31, 1954, totaling $6.1 billion. 

The portfolio holdings and transactions of investment companies are by no 
means confined to any single securities market; their orders to buy or to sell 
are executed on all organized securities exchanges and in over-the-counter 
markets. Where an order is executed depends solely upon where an issue, in 
which an investment company is interested, may be bought or sold on the most 
favorable basis in the judgment of management. 


Vutual funds as a factor on the New York Stock Exchange 


On December 31, 1954, total value of common and preferred stocks listed on 
the New York Stock Exchange was $169 billion. Total assets of the 115 open end 
nvestment companies then represented by the NAIC, substantially the entire 
mutual fund business, amounted to $6.1 billion. Of this, $308.7 million was in 
ash, United States Governments and short-term obligations; $4.9 billion was 
in common stock; $445.5 million was in preferred stocks; and $489.2 million 
was in bonds. 

A December 1952 survey indicated, however, that 71 percent of the total assets 
of open-end companies was invested in common and preferred stocks traded 
m the New York Stock Exchange. Applying this ratio, the open end investment 
companies on December 31, 1954 held about $4.3 billion in stocks listed on 
the New York Stock Exchange, 2.56 percent of the total value of shares listed 
on that exchange. 

It is interesting to examine the change which has taken place in these rela- 
tive holdings from earlier periods. On September 30, 1953, using the same 
statistical technique, open end investment companies held 2.48 percent of the 
common and preferred stocks, in dollars, listed on the New York Stock Exchange. 
rable 3 presents this data on a year-to-year basis from 1940 through 1954. 

I think it especially important to bear in mind when considering investment 
company portfolio activity, that the name “investment company” has a special 
significance. Fer our business provides an investment outlet for those having 
venuine investment objectives, seeking reasonable current income and long- 
term growth of capital and income, Consistent with shareholder objectives, 
the companies buy for investment. It is a long-term proposition, with portfolio 
managers looking constantly for investment quality securities with long-term 
growth and income potential. 

A special survey on the portfolio purchases and sales of member companies 
was condueted in 1950. Appendix B presents the results of that survey, clearly 
indicating the stabilizing influence on the market of mutual fund activity during 
the sharp decline in the market following the outbreak of the Korean war. 
Sinee April 1, 1953, data on portfolio activity has been compiled every 3 months. 
For purposes of this committee’s inquiry, a special survey was conducted to 
determine aggregate portfolio purchases and sales month-by-month for the last 
quarter of 1954, and weekly for the month of January 1955. Tabular results 
of these studies are attached in table 7, and as appendix C. 

Purchases and sales of New York Stock Exchange equities 

Analysis of the portfolio activity of open-end companies gives indication of 
the limited extent to which investment companies influence market price levels— 
an influence which, if significant, would seem to be in the direction of stability. 
Table 7 contains portfolio data by quarters for the 15-month period starting 
October 1, 1958, and ending December 31, 1954, by months from October 1954 
through January 1955, and weekly for January of 1955. It shows total trans- 
actions on the New Work Stock Exchange, portfolio purchases and sales by the 
open-end companies, and adjusts for portfolio purchases and sales of issues 
listed on that exchange. 

In the 15-month period, open-end investment companies accounted for 4.4 
percent of the total dollar volume of stock purchases on the big board. Secu- 
rities sales by the funds amounted to 3.1 percent of total selling volume. 
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{Millions} 


Purchases Sales 


RS a as a a ee $1, 203 
Total volume on exchange ction ieninclianagpnalilins bdaiinenc weguitinieic 27, 582 


In terms of dollars, the mutual funds in the 15 months under study acquired 
net new investments of $346 million in stocks listed on the big board. This net 
acquisition represents only two-tenths of 1 percent of the $169 billion 1954 year- 
end total value of all stocks listed on the New York Stock Exchange. 

Adjustment for average value of exchange-listed stocks throughout the 15- 
month period would produce a slightly higher percentage figure for net acquisition 
by the funds. 


New York Stock Exchange volume related to sales of mutual fund shares 


The mutual funds sold $1,023 million of their own shares in the 15-month 
period. In the same period, the funds redeemed, or repurchased, shares valued 
at $457 million. Net, then, the funds had $566 million available for new 
investment. 

Assuming that 71 percent of the new money had been invested in stocks on 
the New York Stock Exchange, such purchases in that market would have totaled 
$402 million. 

From this it can readily be seen that the money for the net new acquisition 
of exchange-listed stocks reported above ($346 million) came entirely from the 
investment of new money by individuals and institutions in mutual-fund shares. 


Month-by-month portfolio activity 


Because the Banking and Currency Committee has directed its attention 
specifically to the market rise which took place between November 1 and De- 
cember 31, 1954, the NAIC has conducted a special survey of its membership 
to determine what, if any, influence they might have had on the rising market 
price level and, conversely, what effect the rising level of prices might have on 
company-portfolio practices. The response was from companies representing 
94.8 percent of the assets of all open-end member companies. 

Table 7 also gives the result of this survey, showing securities purchases and 
sales for open-end companies on a monthly basis for October, November, Decem- 
ber, and January, and on a weekly basis for January 1955. Table 7 compares 
these monthly and weekly adjusted figures with the volume of trading on 
the New York Stock Exchange. 

From this comparative data I believe it is obvious that the portfolio activity 
of the companies did not, in the aggregate, depart from earlier patterns and 
therefore was not a dominant, or even a materially significant contributor to the 
general price rise. 

It is interesting to note that in the last quarter of 1954, while price levels 
were rising, mutual fund holdings of cash and United States Government and 
short-term bonds (money not invested in common stocks) rose from $286 million 
to $309 million, or 8 percent in 3 months. This accounted for 13.4 percent of the 
net new money available to the mutual funds for investment from sale of their 
own shares. This increase in cash holdings may indicate that the companies on 
balance restricted somewhat their normal rate of net new investment in stocks 
during this period . 

Cash and United States Government holdings dropped slightly at the end of 
January to $308 million, as shown on table 8. 


PORTFOLIO POLICY OF COMPANIES . 


The committee has specifically requested that this statement comment on 
“policies which investment companies follow in determining when to buy and 
when to sell portfolio securities.” 

Among the 147 member companies of the National Association of Investment 
Companies, I doubt that there are any two which follow precisely the same 
policies. In fact, I suspect that there are 147 different policies so far as 
specifics are concerned. 

It may be said as a general description, however, that any company, in keeping 
with its published statement of investment objectives, with available cash, buys 
when an issue, having been scrutinized with the utmost care, becomes available 
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at a price which seems to represent a sound investment purchase. And, in 
general, a company will sell when an issue seems to have lost the investment 
quality that initially prompted its purchase, or when funds from the sale of 
one issue can, in management’s judgment, be more favorably invested elsewhere. 
I should, perhaps, point out the obvious fact that a given security can 
change in character and price to such an extent over a period of months or years 
that it ceases to be an investment consistent with the announced investment 
objective of an investment company. It is entirely possible during a period 
when one investment company is disposing of an issue which has ceased to have 
qualities consistent with its investment objectives, another company may be 
acquiring the same issue because it has taken on qualities which make it a 
desirable vehicle for achievement of that company’s particular objective. 


Broad approach to portfolio management 


Though the specifics of investment policy differ materially between com- 
panies, there is a broad approach to investment which all, or nearly all, invest- 
ment companies undoubtedly pursue, consistent with their own investment 
objectives. 

There is continuous review of hundreds of issues whose basic characteristics 
are consistent with the investment company’s specific objectives. 

Decisions with respect to individual issues, whether purchase of sale decisions, 
take account of many factors, including the following: 

1. Rate of growth of the corporate issuer. 

2. Basic risk as determined by the type of issuer and its relative position in 
its industry. 

3. The quality and depth of management and of its supply, production, and 
marketing strength. 

4. Capacity of the issuer corporation to keep aware of, and adjust to changing 
economic and industry conditions. 

5. Ability of management to earn a satisfactory return to common-stock 
holders. 

6. Relative attractiveness of that issue as compared to issues of other corpora- 
tions in the same or other industries. 

Such analysis involves the careful work and judgments of many specialists 
in each investment company—industry specialists, bond specialists, market 
analysts, economists, ete. It frequently includes consultant services of highly 
trained scientific and other specialists in situations where proper investment 
appraisal requires advanced scientific-technical knowledge. Often the analysis 
requires interviews with corporation management and with personnel responsible 
for specific phases of the corporation’s activity—the treasurer, the market 
research director, the sales manager, and so forth. 

When management is satisfied that an issue should eventually be added to its 
holdings or removed from portfolio, further analysis is undertaken. This is 
done to determine under what circumstances the sale or purchase should be 
made—at what price, in what quantity, at what general market price and activity 
levels, and so forth. 

It may take some time for a buying or selling order to be filled. During that 
period the order may be altered to reflect changing conditions, for such orders 
are reviewed regularly by portfolio officers to make certain that new develop 
ments have not materially altered the factors entering into the original invest- 
ment decision. 

Perhaps I should emphasize that this approach to portfolio management is the 
antithesis of the speculative approach. Orders are executed only when the con- 
ditions imposed by the portfolio managers may be fulfilled by a purchase or sale. 
Unless or until the price, which represents investment value in the judgment of 
management, is available, the investment company does not buy or sell. 


Investment policies and objectives 


Though investment objectives and policies differ materially from company to 
company in both the closed-end and open-end branches, there are broad descrip- 
tions which may be helpful. This grouping is not intended as a categorical defi- 
nition, for there is much overlapping. 

Some companies aim chiefly for normal income and growth in value and invest 
in issues from which such performance may be expected. 

Other companies invest chiefly for growth, being less concerned with producing 
immediate income, and invest largely in growth situations. 

Still other companies subordinate growth, aiming for high income to share- 
holders. In general, they invest in high-yield securities which may have rela- 
tively less growth potential. 
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Some companies, the common-stock funds, confine their investments largely to 
common stocks, 


Other companies, the balanced funds, balance their holdings of common stocks 
with bonds and/or preferred issues. 

There are specialty companies, funds which limit their investment to securities 
of a particular grade, bonds or preferred stocks, to securities of a particular 
industry, or to the securities of industry located within a particular geographic 
urea. 

‘rom the standpoint of degree of risk of their own issues, investment-company 
shares vary. The element of risk is pointed out in the prospectus. Depending 
on their objectives, the issnes of some companies are of the most conservative 
investment quality, while other companies more aggressively pursue capital 
growth or high income. In fact, among the 147 members are companies which 
by virtue of their announced investment policies, offer the investor many grada- 
tions in degree of risk and potential reward. 

Some closed-end companies have only one type of issue outstanding, their 
common stock. Other companies, the so-called leverage companies, have out 
standing bank loans, bonds, preferred stocks, and in some cases, warrants. 
Each of these issues or rights involves a different degree of investor risk. For 
example, the risk assumed by an investor in the preferred stock of a closed-end 
company is entirely different from that assumed by the company’s common 
stockholders. a> 

The open-end companies may issue only oné’class of stock, their common stock. 
Mutual funds are permitted by law to borrow a limited amount of money from 
banks, lending a “leverage” factor to their own common stock. Hotvever, only 
2 or 3 of the open-end companies now have any borrowed capital, to my knowledge. 

In this general outline of company investment policies and objectives, I should 
like to point out that there is, among the 147 member companies of the National 
Association of Investment Companies, a fund or funds to meet almost any of the 
usual investor objectives, consistent with the degree of risk and opportunity 
the investor wishes to assume. 


REDEMPTIONS OF MUTUAL FUND SHARES AS A FORCE ON MARKET PRICE LEVELS 


In his letter, Mr. Wallace has requested my “opinion of the often-heard state 
ment that a collapse of the market could be either initiated or accentuated by 
large redemptions of open-end investment-company shares.” 

We are especially pleased to respond to this question because it provides an 
opportunity to make available data which indicates, most certainly, that this is 
an instance in which there is a gap between theory and fact. 

The thesis that redemptions by mutual fund shareholders and that the com- 
panies themselves might produce instability in market price levels involves a 
number of assumptions. The validity of some of these is open to serious ques- 
tion. Others are simply not supported by fact. 

1. The thesis incorrectly assumes that mutual fund shareholders regard their 
shares as a speculative holding for quick profit, not as a long-range investment to 
meet long-range objectives. It also implies incorrectly that fund shares could 
be subject to forced liquidation in the manner of margin-held individual securi- 
ties. It is a fact that by Federal Reserve regulation, mutual fund shares are 
not eligible for margin accounts, since only listed securities are eligible for 
margin trading. Table 10 and its companion chart show the comparative mutual 
fund redemptions rate compared with the turnover rate of stocks listed on the 
New York Stock Exchange, and, I believe, conclusively proves my point that our 
shareholders are not traders. 

2. This thesis ignores the fact that investment companies have, as an institu- 
tion, a liquid cash position equal to roughly 5 percent of industry assets—money 
that can be used consistent with investment policy, to meet redemptions, if they 
should rise, without immediate sale of any portfolio security. 

3. The thesis also overlooks the fact that throughout the history of the open- 
end investment company business sales of new shares have been a continuing 


source of new cash to the companies—cash that could be used to meet redemp- 
tions. 


4. The thesis ignores the fact that investment company holdings are widely 
diversified among many different securities and any liquidations would in- 
volve selective and orderly disposition of relatively small blocks of various 
securities, and would not involve distress selling of all holdings of an individual 
security or of a few individual securities. 


ne et a a 
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5. It also ignores the fact that it would be an unlikely coincidence if two or 
more companies should decide to liquidate the same issues at the same time, 
due to the wide differences between companies in investment objectives, policies, 
and market judgment. This becomes even more unlikely when one considers 
the extremely wide diversification of investment between companies. For 
example, the 59 investment companies which are subject to the New York State 
franchise tax alone held, in 1954, the securities of 1535 different issuer cor- 
porations and even more different issues, since many investment companies 
held different issues of the same corporation. Though the data is not available, 
I suspect that the Nation’s investment companies may hold as many as 2,500 
different common stocks, preferred stocks, and bond issues. 

6. Another factor overlooked is that the powers of the SEC offer considerable 
protection should some unlikely, unforeseeable event or force set off a catastrophe 
in the market. Should this occur, the SEC would undoubtedly order the se- 
curities markets closed. In such a situation, open-end investment company re- 
demptions would be suspended. 

7. This theory involves, it seem to me, another element of faulty reasoning. 
It implies, in fact, that the mutual funds create listed securities in addition to 
those previously available in the market place. This simply is not so. A mu- 
tual fund owns securities which would otherwise be owned by individual in- 
yestors or other institutions. Thus, even if in contraction to all previous ex- 
perience, a high percentage of mutual fund shareholders should simultaneously 
decide to redeem their holdings, no more stocks would be brought to the se- 
curities market for sale than would be the case if all the mutual funds’ holdings 
were in the hands of individual investors. The effect on the market would, 
in fact, probably be a more orderly effect. 

This question of an accelerated rate of redemptions has been raised before, 
once following the market break in June 1950, at the outbreak of the Korean 
War. At that time a study was prepared by the association which conclusively 
proved that during the period of the break, mutual fund purchases of portfolio 
securities substantially exceeded sales. With equal conclusiveness it proved 
that investor purchases of mutual fund shares were considerably in excess of 
share redemptions at the time. The results of this study are demonstrated 
in appendix B attached, and a similar study for January 1955 is reported in 
appendix C, 

At hearings before the Senate Banking and Currency Committee in 1940 
on the bill introduced to regulate investment companies (pt. 2, p. 496, S. 3580), the 
manager of an investment company referred to a theory advanced by an SEC 
witness of a possible “run” on investment companies, and testified : 

“There is nothing in the 16-year record of the open-end trusts that gives the 
slightest reason for the belief that ‘runs’ on them would take place. There 
were no such runs in 1929 or the early thirties during the heaviest security liqui- 
dations that ever occurred in this country. There were no such runs during 
the violent market decline of 1937. The shares of an open-end company are 
not a bank deposit. It is conceivable that all the depositors of a bank might 
decide at the same time that it was wise for them to withdraw their funds. But 
it is inconceivable that all the holders of an open-end trust would simultane- 
ously decide to liquidate their investment. The very market action that would 
cause some holders to liquidate would cause others to hold or increase their 
investment.” 

In the same period, considerable testimony was offered by the SEC in its 1939 
report to Congress, part 2, page 191, which states: 

“This characteristic, the redemption feature, apparently greatly aided sales 
of open-end companies * * * after 1929. Although such companies * * * 
sold securities prior to 1930, their most active distribution started after the 
crash of 1929.” 

Then, as now, the redemption feature of open-end investment companies, upon 
analysis of actual experience, proved to be a factor making for market strength 
in a period of general market liquidation. 

The effect of mutual-fund shareholders and of company portfolio practices in 
times of general market liquidation has thus far been diametrically opposed to 
the assumption by some people that mutual-fund shareholders would initiate a 
redemption “run,” forcing the investment companies to make substantial port- 


folio liquidations and, by this action, contribute to further lowering of market 
levels. 


In every year for which data is available, sales of new mutual-fund shares 
have exceeded redemptions, providing net additional cash for investment. 


Even 
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in periods—especially in periods of general market liquidation—the mutual 
funds have had new money available for purchase of portfolio securities and 
have been buyers on balance. 

(The exhibits give all data available. Figures for 1927-36 in table 9 are 
from SEC, which stopped collection in 1936. All other data from NAIO, which 
started collection of this data following its organization in 1940.) 

Comparison of mutual-fund share sales and redemptions is useful chiefly in 
demonstrating that in dollar amount, sales have always exceeded redemptions, 
regardless of market levels. Such a demonstration is provided by chart 1, which 
shows that dollar amounts of redemptions have always been less than dollar 
amounts of sales of new shares, and shows this data in comparison with fluctu- 
ations in the Dow-Jones industrial average, and changes in share volume on 
the New York Stock Exchange. 

The chart shows a remarkable correlation. When the Dow-Jones average in- 
creases, redemptions rise; when the Dow declines, redemptions decline. 

These figures seem to justify our assumption that the mutual-fund share- 
holder is an investor, not a trader. They show that he doesn’t become panicky 
when market levels drop, does not sell out—or, if he does, that others take his 
place. 

From the data we can only conclude that the mutual fund investor and the 
investment company business do not—in 1929, even, did not—react as some 
theorists imply in the face of declining securities prices. In fact, all available 
data would seem to demonstrate that the investment companies and their share- 
holders are not a force which produces rises or declines in market price levels, 
but are a factor of genuine value for market stability. 


GENERAL COMMENT 


A copy of the nine-item questionnaire prepared by this committee was, I under- 
stand, mailed to each registered investment company. Thus, the committee has 
already had an opportunity to review the varying attitudes and philosophies of 
the managements of our association’s membership. It is not, therefore, neces- 
sary for me to attempt to present a joint industry statement with respect to these 
questions—a function which would be next to impossible since company judg- 
ments and opinion of the market undoubtedly differ, just as basic investment 
objectives and policies differ. 

I should like, however, to say a few words about stock market activity, the 
supply of common and preferred stocks, market levels, taxation, and what I 
consider a most significant factor—the different kind of investor who is emerging 
today. I should like to axpress these general opinions without attempting to 
document them in detail, for they are, in substance, personal observations. 


Market levels 


As has undoubtedly been stated with documentation by earlier witnesses, the 
stock market had in the 15 months ending December 31, 1954, been catching up 
with changes that have occurred in our economy—in price levels, in earnings, 
in gross national product, in technological developments, in population, etc.— 
over the past 10 years. 

This fact is significant. Apparently, in the opinion of a growing number of 
corporate managements, the price of their stock today more fairly represents 
basic value. Thus, an increasing number of companies are raising funds for 
product research and development and for productive capacity through sale of 
eapital stock. We consider this form of financing constructive and if, as has been 
implied, stocks are in short supply the existence of a strong market in itself adds 
to the supply by furthering the issuance of common stocks by American industry. 


lax factors related to equity financing 


There are, of course, tax considerations underlying the thinking of corporate 
management when a choice is to be made between equity and debt financing. 
Bond interest is deductible for purposes of corporate income tax; dividend pay- 
ments to stockholders are not ddeductible. Thus, the total income-tax liability 
of a corporation and of its stockholders is considerably less if new money is 
raised through the sale of bonds rather than through the issue of new equities. 

But capital raised through bonds imposes a fixed yearly charge against corpo- 
rate income—a charge which must be met regardless of the level of corporate 
earnings. In times of economic stress, the existence of topheavy debt structure 
would undoubtedly accentuate any decline in stock prices, confronting corpora- 
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tions with insolvency—which could not in this manner result from raising new 
capital through equity issues. 

New equity capital permits management wore aggressively and with more 
flexibility, to seek product development and improvement, increased output, lower 
goods prices, higher wages—all desirable goals—without the constant concern 
and worry created by high, fixed-dollar debt charges. Equity financing encour- 
ages a dynamic economy which results in improved living standards for everyone. 
Market activity 

Much of the recent activity in the securities market can be attributed, I believe, 
to the fact that investors with more surplus funds to invest have become more 
generally aware of the expansion of the economy—in production, distribution, 
higher earnings and assets, and so forth, of corporations. 

This can scarcely be regarded as undesirable or unhealthy. 


Institutional investing 


Through both institutional and direct investing, the American people are 
becoming more and more the owners of American business and industry. 

As the president of the New York Stock Exchange testified before this com- 
mittee, it is only in America that wide ownership by the people of the Nation’s 
productive forces is possible. I suspect that this fact is one of the most potent 
weapons for democratic government and against the inroads of socialism or worse. 

Historical data on institutional investing is not completely available. Mr. 
Funston’s testimony indicated that increasing amounts of equity securities are 
finding their way into the portfolios of pension trusts, life insurance companies, 
fiduciaries, college, and church endowment funds, investment companies, and 
other institutions. He reported that the combined stock holdings of institutions 
and trustees at the end of 1954 was estimated at $66 billion, and that net stock 
purchases by all institutions on the New York Stock Exchange last year repre- 
sented approximately $2 billion, accounting for 13.6 percent of volume on 
December 8 and December 15, 1954. 

Net purchases by mutual funds of stocks on the New York Stock Exchange in 
1954 are estimated at $281 million, only 1.2 percent of total purchases. Thus, 
it appears that mutual funds accounted for approximately one-seventh of such 
purchases by ali institutions. 

These holdings are for investment purposes, not speculative. The securities 
are held by institutions with long-term direction toward long-term goals, by 
institutions not subject to panic in the face of market fluctuations. 

In short, institutional holdings of equity securities are a vital force for market 
stability as well as for broadening the ownership of common stocks. 


Individual systematic investing 


Significant, too, in spreading the ownership of American business is the 
development, within recent years, of plans by which men and women can acquire 
stock ownership on a regular investment basis through investment of modest 
amounts. 

Over 200,000 shareholder accounts for the regular purchase of mutual fund 
shares are on the books of the association’s member companies. These accounts, 
calling for monthly or quarterly investments, are now growing at a rate in excess 
of over 6,000 per month. 

Under the monthly investment plan of the New York Stock Exchange, 28,000 
plans for monthly or quarterly purchase of individual stocks were opened during 
the first year of the plan’s operation. Of these, over 1,000 are plans for the 
regular purchase of closed-end investment company shares. 

May I attempt here to deal with a rather widely held misconception—the idea 
that mutual fund systematic investing involves installment purchase, removing 
from the market supply stocks that have only a downpayment ownership on the 
part of the buyer. This simply is not so. Only securities fully paid for in cash 
enter the portfolios of investment companies, and the individual shareholder of 
an investment company is issued shares equivalent to no more than his actual 
cash investment. The investment company cannot operate on margin, nor can 
the mutual fund investor. 

Systematic securities purchase is totally unlike speculative stock buying. It is 
buying with long-term investment objectives, buying for capital growth and 
income. It is, in my opinion, a constructive development of recent years. 


Conclusions 


The Nation’s investment companies have been growing along with the rest 
of the economy. The growth of the business in the past 15 years, due 50 percent 
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to net sale of open-end company shares and 50 percent to market appreciation, 
is a factor of strength in our economy, acting as a stabilizing factor in the 
Nation's securities markets. 

In the years to come, the investment companies will prove, I believe, an even 
more popular medium for investment by men, women, and institutions who seek 
carefully managed, widely diversified participation in the growth of our Nation’s 
economy. The antithesis of speculation, the investment companies are making 
a genuine contribution to long-range family financial planning and to the eco- 
nomically and socially desirable democratization of the ownership of business and 
industry. 

Continued conscientious Management of investment company portfolios and 
continued operation under intelligent regulation at both the Federal level and 
at the State level will assure this orderly, desirable growth. 

Investment company management is well aware of its responsibilities to in- 
dividual investors, as a part of the securities business, and to our society and 
economy as a whole. 

On behalf of the 147 member companies of the National Association of Invest- 
ment Companies, may I express my appreciation for this opportunity to discuss 
our business and its operations and significance with you of the Senate Banking 
and Currency Committee. May I also express the willingness of myself and of 
my colleagues here from various investment companies to try to answer fully 
any questions you may have. 


TasLe 1.—Geographical origin of 1958 dollar purchases of mutual fund shares 


1953 pur- 1953 pur- | 

ur: Perce : ey 
chases ! (in of ene chases ! (in | . total 
thousands) : thousands) | oo 


New England $44, 754 8.25 || South Atlantic—Con. 
South Carolina_- “ $2, 859 | 

Maine 3, 863 ; Georgia s ; , 049 | 

New Hampshire 1,778 . 3 Florida___ 

Vermont 1, 314 . = ——— |= 

Massachusetts 28, 331 5. 2 East South Central ~ 5, 613 | 

Rhode Island 3,110 é —— - 
Connecticut 5 6, 358 : Kentucky _. : , 964 | 
= = = Tennessee _. ab Sak 5, 863 

Middle Atlantic_. aed 129, 550 23. 86 Alabama “ . , 104 
— Mississippi. : 2, 682 | 
New York 80, 030 . 74 = -=—: | 


New Jersey 10, O86 .86 | West South Central - ‘ 26, 667 
Pennsylvania 39, 434 - - 


<== : = : Arkansas_ 
East North Central 95, 659 7.6 Louisiana 
- - Oklahoma 
Ohio F ; 20, 767 3. 8: Texas 
Indiana 5, 848 
Illinois 34, 808 B. Mountain __ 
Michigan 20, 436 
Wisconsin : 13, 800 . Montana_ 
= <= = Idaho 
West North Central__ 78, 280 Wyoming 
initunjeongnteaal : Colorado 
Minnesota 20, 633 3. New Mexico 
Iowa 13, 411 ; Arizona 
Missouri 20, 378 3. Utah 
North Dakota 2, 010 oF Nevada 
South Dakota... 3, 989 q 
Nebraska 3, 963 . 7 Pacific 
Kansas 13, 896 
a Washington ______- 
South Atlantic ere 50, 198 9. 25 Oregon . 
- California __. 
Delaware ___- . 1, 237 : : 
Maryland __ 5, 472 5 United States Territories | 
District of Columbia 6, 790 fi and possessions 
Virginia 5, 278 . Canada 
West Virginia 2, 760 ‘ Other countries ______- 
North Carolina i 4, 282 


Grand total 


! Of 61 mutual fund members of the National Association of Investment ——— representing 78 per 
m 


cent of the total dollar purchases made by investors in shares of all mutual fun 
Source: National Association of Investment Companies, October 1954. 


ember companies. 
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TaBLE 2.—Shareholder accounts of National Association of Investment 
Companies’ members, 1940-54 


Number of ac- 
| counts in } 
closed-end com-| Number of ac- 
—— | panies (pre- counts in Total number 
Year end ferred and open-end com- of accounts 
common panies 
shareholders 
combined) 


207, 647 ; y 
214, 931 , 537, 26 , 752, 181 
216, 996 , 359, . 575, 996 
261, 682 | 373 
283, 567 | 
285, 982 | 
309, O87 | 
> sande ea 317, 675 
1946 ‘ . ailicedaciall 335, 323 
1945 = ; eee 367, 396 | 
1944 . . ane 370, 219 
1943 ~~ 419, 316 
1942 z . sibel 436, 955 
1941 Se 449, 670 
1940 ; : ‘ nates 466, 144 


Nores.—1l. Figures are approximate and represent the combined totals of the companies. Duplications 
have not been eliminated. 

2. The number of investment companies included in the association membership may vary from year to 
vear. Deletions due to liquidations, merger, ete., and addition of new members have been made from time 
to time. At the end of 1954, there were 30 closed-end members and 117 open-end members. Two open- 
end members have been added in 1955. 


Source: National Association of Investment Companies, 61 Broadway, New York 6, N. Y. 


TasLe 3.—Relation of National Association of Investment Companies member 
assets to New York Stock Exchange market value of all listed shares 


{Dollars in millions] 


rywap | Assets of members " ‘ sae Mutual fund assets 
a of the National | Member assets as a 


. saree | ar 7 as percent of 
) Association of In-| Peres ntof NY SE | NAIC mutual fund NYSE market 
value of vestment com- market value of | members net assets value of all listed 
all listed | ean all listed shares eats : 
Year-end | shares — = 
Cm = ee = e 5 , = 


mena In NYSE In NYSE In NYSE In NYSE 
(erred) Total listed stocks) Total listed stocks; Total listed stocks) Total listed stocks 
(estimated) (estimated)}| (estimated) (estimated) 





Percent Percent | Percent Percent 
1954___..._| $169, 14¢ $5, 182 4. 31 3.06 | $6,109 $4, 337 3. 61 . 56 
I , O75 | 3,603 | 4.33 | 07 4, 146 2, 944 54 . 51 
1952 | 120, 536 y | 3,486) 4.07 | 89 3, 931 791 26 . 32 
1961... 109, 484 | 4, 07% 2,891 | 3.72 | 64 | 3,130 , 222 86 . 03 
1950 93, § 3, | 2.396 | 3.60 55 | 2,531 | 797 70 91 
1949____.. 76,292 | 2, 1, 965 3. 63 58 | 1,974 , 402 58 84 
1948 67, 048 1, 598 3. 36 38 | 1,506 , 069 25 59 
1947 68, 31: 2, lf 1, 548 3.19 | 27 1, 409 , 000 06 16 
1946 8, 5g 2, 1,536 | 3.15 | 24; 1,311 | 931 91 . 36 
1945 3, 76E 2 1, 601 3. 06 17 1, 284 912 74 24 
1944 55, 515 . 1,151 2. 92 . 07 882 626 59 13 
1943___. 47,6 ; 967 2. 86 08 654 4164 37 07 
1942 38, 81: . 741 2. 69 91 487 346 25 89 
1061. 35, 786 925 657 2. 58 84 402 285 12 .80 
1940. ___ , Be , 062 | 754 2. 54 80 448 318 07 .76 


one 


SW NNPNNNN Ww 
pnt at fa fo 
ft fat et at pt et tN DDD 


ee 


— i i DODD 


Note.—Comparison of investment companies’ assets to market value of shares listed on the New York 
Stock Exchange has been made to utilize available, uniform data in illustration of the relative size of invest- 
ment companies, These investment companies also invest in issues dealt in on other exchanges and in over- 
the-counter markets, which are not listed on the New York Stock Exchange and may purchase or sell many 
issues listed on the NYSE on other securities markets. 


Sources: Market Value of All Listed Shares on the New York Stock Exchange—New York Stock Ex- 
change. Investment company Assets and Estimate of Percentage of Assets (71 percent) in New York Stock 
Exchange Listed Shares—National Association of Investment Companies. 
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TasBLe 4.—Institutional investors of mutual funds—various individual compan, 
survey dates, October 1951 to August 1954 with 1954 surveys predominating 
(58 open-end companies representing 65.9 percent of 111 open-end members’ 





Accounts | Holdings 


| | 
. | Per- | . | Per- | Average 
Number | cent | Value | cent | holding 


* \ 
| Thousands 
Total of those identified as institutional accounts. .0 | $283,445 








Fiduciaries (banks and individuals serving as trustees, | 
guardians, or administrators) 4 | 67.6] 150, 387 | 





Corporations lad a 5.0 | 24, 823 | ‘ 

Employee pension and profit-sharing funds | 2.5 15, O11 . 5, 679 
Insurance companies and other financial organizations_| -9 | 6, 729 . 21, 160 
Unions i Jetubinihes i ai i ‘ 887 | ‘ 26, 879 








Total business organizations___.................- | 5 5 | ; 15, 681 
Churches and religious organizations -- - - q 14, 615 | 5. 7, 098 
Fraternal, welfare and other _— associations ‘ 15, 589 5. 8, 504 
Hospitals, homes for the aged, orphanages, etc | .8 | 10, 485 | 3. 10, 340 
Others, considered classified as institutions or founda- | 

tions ; cei . | ; : 13, 652 | . 6, 504 


Total institutions and foundations 





{= Ss SS | =—————- 
Miscellaneous owners, including those considered nom- 
inees, investment dealers, and unclassified accounts. . 1, 577 4.4 31, 267 11.0 19, 827 
| i 


| 
i 


NOTE. Duplications have not been eliminated. In the composite figures, ani institution has been coun ted 
more than once if it owns shares in more than 1 reporting company, 


Source: National Association of Investment Companies. Survey, October 1954. 


TABLE 5.—Individual investors of mutual funds—warious survey dates to August 
1954, with 1954 surveys predominating (50 open-end companies representing 
30.3 percent of 111 open-end members’ asscts on June 30, 1954, reported) 

Accounts Holdings 
ea rr —— 


ara Average 
| Number | Present Value Percent | holding 


| 
$1, 095, 733,000| 1000| $2,078 


2; 2, 188 
9 | 2, 207 
9 | 
j 


Total ‘ a ‘indie 527, 282 | 100. 0 


| 


Men ani esdimadios 171, 724 32. 6 | 374, 841, 000 34 
Women 2 mi esas 222, 946 | 42.3 | 492, 025, 000 | 


j 


44. 
Joint accounts eethethion A RD 132, 612 25.1 228, 867, 000 20. 1, 726 
as 


| 


Nore. Duplications have not been eliminated. In the com posite figures, a shareholder 
more than once if he owns shares in more than one reporting company. 


Source: National Association of Investment Companies—Survey, October 1954. 


been counted 


TABLE 6.—Geographical origin of dollar purchases of mutual fund shares, 1946-53 
{In percentages] 


North | 
Atlantic | Allother | 
Seaboard 


States 
100 
100 
100 


1946... 
1947.... 
1948... 
1949....... 
1951 

1952 
1953... 


100 
100 
100 
100 
100 


SSSSSSES 
Qn wwenwnon 
SERSLSRS 
eONN New 


Nores.—1. Basic data for the years 1946-48 represented all the aSsociation’s open-end investment com- 
pany members. For following years, 1949-53, data available represented between 65.0 and 78 percent or 
total yearly sales of open-end members. 

2. North Atlantic Seaboard States include Maine, New Hampshire, Vermont, Massachusetts, Rhode 
ind, Connections, New York, Pennsylvania, New Jersey, Delaware, Maryland, and the District of 
Columbia. 


Source: Based on National Association of Investment Companies’ surveys in the fall of 1949, Decembe_ 
52. and October 1954. 
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TABLE 7.—Studies of mutual funds portfolio transactions related to total New 
York Stock EBachange transactions—Recent quarterly, monthly, and weekly 
periods 

(in| millions of dollars] 


| | 
New York Stock Estimated mutual- | Mutual-fund vol- 
Exchange—total fund volume on | ume as a percent of 
transactions in New York Stock New York Stock 
stocks Exchange Exchange volume 


| Purchases | Sales | Purchases | Sales | Purchases | Sales 











A. 5 quarters, 1953-54: 


| 
| 
| 
| 
| 
| 

4th quarter, 1953-- ine $3, 333 | | $3, 333 | 





$235.0 | $170.0 | 7.0 5.1 

ist quarter, 1954... a seid | 4, 503 4, 503 } 224.0 | 160.0} 5.0 3.6 

2d quarter, 1954. i i ae 5, S41 | 5, 541 | 233.0 | 181.0} 4.2 3.3 

3d quarter, 1954 on 6,402 | 6, 402 236.0 | 164.0 3.7 2.6 

4th quarter, 1954 = pwtial 7,803 | 7,803 275.0 | 182.0 | 3.5 | 23 
Total. dont ‘ ‘ sabanduaae 27, 582 | 27, 582 | 


857. 0 4.4 3.1 


B. 4 months, 1954-55: | | 





October 1954 opin aan | 2, 030 2, 030 53.2 4.1) 2.6 
No VENER FIs cediscenececndentncbon | 2,577 | 2,577 56. 5 3.9 | 2.2 
December 1954_. al ‘ | 3,196 | 3,196 53.0 | 2.3 | 1.7 
January 1955 3, 434 3, 434 61.9 | 2.8 | 1.8 

Total... wioessgicimrkaal | Ske 224. 8 32/ 20 





| 

| New York Stock Mutual-fund esti- Mutual-fund vol- 

Exchange reported mated volume in | ume as a percent of 
share volume in shares, thousands New York Stock 

| thousands of shares of shares Exchange volume 





napreeeiiinmeneneiiehiehjaninbsalbaneaieais ilies niall 


Purchases | Sales | Purchases | Sales | Purchases | Sales 
| 














Cc pase January 1955: 











Jan. teed sinbinine sic 22, 946 | 22, 946 | 511 | 420 | 2.2 L8 
Jan. Ae 14... a a dbah bead 17, 369 | 17, 369 4s4 | 427 2.8 2.5 
Jan. 17-21... See Fe Oe 14, 017 | 14,017 561 342 4.0 2.4 
Jan. 24-28... a Re 19,811 | 19,811 504} 403 3.0 2.0 
Di WR 6 ce cee Bey eee 8,502 | 3,502 157 | 86 4.5 2.5 
M8. .L Le 77, 645 | 77, 645 2, 307 | 1,678 | 3.0 2.2 

; 





Nore.—1. The s same basic data was 3 not available for the quarterly, monthly, and wee ekly studies neces- 
sitating analysis of different material for each study. Each study is, however, an indicator in respective 
periods of mutual fund —— activity in relation to New York Stock Exchange volume. 

(a2) Quarterly study: Dollar figures, covers 100 percent of mutual-fund members of the National Associa- 
tion of Investment Companies. 

(6) Monthly study: Dollar figures, covers 97 mutual-fund members representing 94.8 percent of assets 
of mutual-fund members. 

(c) Weekly study: Number of shares traded, dollar figures for New York Stock Exchange transactions 
not available on weekly basis. 97 mutual-fund members representing 94.8 percent of assets of mutual-fund 
members are covered. 

2. Many issues listed on the New York Stock Exchange are traded in other exchanges and over-the- 
counter markets. While purchases and sales of these securities are made in other markets, by member 
companies, estimates have assumed such transactions were made in the New York Stock Exchange. 

Source: New York Stock Exchange transactions, New York Stock Exchange mutual- fund transaction 
estimates, National Association of Investment Companies, 61 Broadway, New York 6, N. 


TABLE 8.—Cash position of mutual-fund members of the National Association of 
Investment Companies—Various period dates 1953-55 


[Thousands of of dollars} 
. | Percentage 
Date | ¢ -_ poe Total assets | cash of total 
on | assets 

. sassaicintianieapaiteailiagebisndilniliaiibia sneered ania —— sale wee Sf ee 
Mar. Oh 20 ik nincucanis esis atiana bw eaibaiin ie ebal $246,160 | $3, 968, 343 6. 20 
June 30, 1953 cntttiibcecdhanabive eu desutbuneseie i 220, 942 | 3, 861, 924 | 5. 72 
Re 1 om ee enihe 248, 853 | 3, 857, 375 6. 45 
Dec. 31, 1953 sonceseniiebebalisaned plaid atbralaee atl ; | 263, 647 | 4, 146, 061 6. 36. 
Mar. 31, 1954___- osiblithebcksctn tating ciate Sane a aie 205, 975 | 4, 582, 433 6. 46 
FO GR, Be kien: na biniadscU ds apdidhinisaibcndecdeek Cae 274, 368 4,951, 900 | 5. 54 
BOG, Fei Mis uw incccen-cmmwetiibiadusieciadiaininabstinmanlinmidndan tid | 285, 893 5, 369, 700 | 5. 32° 
CE 5 RR aa air eat ee a ee jaan 301, 058 5, 338, 517 5. 64 
OR S| ree Re i ion pelea acaba coc | . 5, 814, 839 | 5. O® 
Dee, Gh, BH sx cinaseebilies Siictaaatiiined Giada tiie déwéandes 308, 701 6, 109, 390 | 5.05 
Jan. 9h, TERR ncn canbnciutittiensdbntiicnnensemmeken haiibiiie pcskele aint 307, 903 6, 240, 767 4. 93 


t Cash, U. 8. Government securities and short-term Obligations of less than 5-year maturity. 
Source: National Association of Investment Companies. 
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TABLE 9.—Sales and repurchases of Own shares by mutual investment funds, 
1927-36, 1941-54 


[In thousands of dollars] 


Dollar pur- 


chases of 


Dollar pur- 


Dollar repur- chases of 


chases of own 
mutual fund tet f : mutual fund 
sares by shares by shares by 
: : mutus s | eo 
investors tual fund investors 


Dollar repur- 
chases ofown 
shares by 
mutual funds 


1927 15, 905 1,992 || 1943 hte ; 116, 062 | 
1928 4 38, 210 7, 798 1444 ‘ r 169, 228 | 
1929 86, 364 20, 621 1945 ; 292, 359 
1930 28, 820 15, 031 1946 c 370, 353 
1931 21, 548 11, 505 || 1947 . a 266, 924 | 
1932 26, 388 8, 347 1948 __ 273, 787 
1933 81, 583 11,720 || 1949 ; 385, 526 
1934 68, 947 1950__. 518, 811 
1935 j 85, 781 | 7, 1951 4 674, 610 | 
1936 110, 600 2, f a celas 782, 902 
1941 53, 312 1953 __ .. a 672, 005 
1942 73, 140 25, 440 || 1954_____- neotenic 862, 817 


N oTe.—1927-36 data covers 40 open-end management investment companies. 1941-54 data covers Na- 
tional Association of Investment Companies mem bers‘ip. Companies represented numbered 68 in 1941 
and increased to 115 at the end of 1954. 


Sources: 1927-36—Securities and Exchange Commission report to Congress on investment trusts and 
investrrent com panies, pt. 2, p. 265, table 81 (1939). 1937-40—Not collected in period prior to formation 
of the National Association of Investment Companies. 1941-54—National Association of Investment 
Con panies 


TABLE 10.—Annual repurchases (redemptions) rate, mutual funds and annual 
turnover rate, all shares, New York Stock Exchange 


[Millions of dollars} 


New York 
y , Stock Ex- | 
New York | Money value } n . 
Stock FE . of all a change | Total net Money value Redemptions 
~ change traded on. turnover | assetsof | ofownshares| rate fund 
market value| New York rate value | open-end repurchased | repurchases 
of all listed | Stock Ex- | of traded investment | during year | as a percent 
] shares ; change shares asa | companies at; (redemp- of year-end 
ear ™ percent of | yearend tions) total assets 
are ) > vei i 
(year end during year year-end 
total value 


1941 $35, 786 , 253 14. 

1942 38, 81: 3, 673 9.! 

1943 6 , 670 16. 

1944 55, 513 , 252 14. { ' 
1945 , 76 3, 462 18. : 110 

1946 , 598 5, 520 22. 6 an 144 

1947 58, 31: 9, 706 14. : ; 89 

1948 , 0 923 16.3 | , 506 127 

1949 76, 29: 8, 998 | 11.3 , 97 108 

1950 93, 720 | 20. 2, & 281 | 
1951 109, , 185 16. 6 3, 1 322 

1952 120, 536 , 720 | 12. 3, 9% 196 

1953 117, 25 , 218 12.1 | ‘ 239 

1954 169, 146 24, 249 14.3 i, 400 


Sources: New York Stock Exchange data, New York Stock Exchange mutual-fund data, National Asso- 
ciation of Investment Companies. 
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APPENDIX B 


MEMORANDUM OF JULY 13, 1950, TO THE MEMBERS OF THE NATIONAL ASSOCIATION 

1 or INVESTMENT COMPANIES CONCERNING PORTFOLIO PURCHASES AND SALES OF 
SECURITIES FOR PORTFOLIO AND SALES AND REDEMPTIONS OF OWN SHARES IN THE 
WEEK FOLLOWING THE OUTBREAK OF THE KOREAN WAR 


The association has concluded a survey of (1) purchases and sales of portfolio 
securities and (2) sales and redemptions of their own shares, by the larger open- 
end companies during the recent market break, in the week ended June 30. The 
survey was based on a questionnaire dated July 5, sent to 66 of the 96 open-end 
members, including all those having total assets of more than $4 million. 

Replies were received from 64 funds having total net assets of more than 
$2,040 million on June 30. Only 2 companies (having aggregate assets of less 
than $40 million) had not replied when the final results were tabulated yesterday. 

The results of the survey are shown in the following press release, prepared by 
the association for publication in tomorrow’s newspapers: 


(For release Friday, July 14, 1950) 


“MuTUAL FuNpvs PuRCHASED Securities Durtne Recent MArKEet Break 


“The National Association of Investment Companies announced yesterday 
the results of a survey of purchases and sales of securities by leading open-end 
investment companies, or mutual funds, during the recent severe break in prices, 
in the week ended June 30. The survey, covering 64 of the larger mutual funds 
having total net assets of more than $2 billion on June 30, revealed that the dollar 
value of portfolio securities purchased by the funds was more than twice the 
dollar value of securities sold. 

“Purchases of portfolio securities (excluding Governments) during the week 
ended June 30, when the Dow-Jones averages declined by almost 7 percent, 
totaled $13,822,000, or more than double sales of $6,228,000, resulting in net 
purchases of $7,594,000. 

“Total redemptions by shareholders of these funds were $8,161,000, or less 
than four-tenths of 1 percent of total net assets. These redemptions were more 
than offset by the sale of new shares in the amount of $8,053,000. Sales of new 
shares thus exceeded redemptions by $792,000.” 


Source : National Association of Investment Companies. 


APPENDIx © 


The National Association of Investment Companies has recently completed a 
survey of sales and repurchases of mutual-fund shares during the month of 
January 1955, and portfolio purchases and sales of stock (common and pre- 
ferred). The purpose of this survey was to secure information on the composite 
activity of member investment companies during a period in which the market 
value of securities declined. As measured by the Dow-Jones industrial average, 
this decline in stock prices reached a maximum of 5.1 percent from the high 
reading of 408.89 at the close of January 3 to the low reading of 388.20 at the 
close of January 17. 

Returns were received from 97 mutual-fund association members representing 
94.8 percent of mutual-fund member total assets. 

In every week, purchases of shares of mutual funds substantially exceeded 
repurchases by these mutual funds from investors redeeming their shares: 


[In millions of dollars] 


Purchases | Repurchases Net pur- 
of shares by | of shares by chases by 
investors {mutual funds} investors 
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In every week purchases of stocks for portfolios of mutual funds substantially 


exceeded sales of stock from portfolios, thereby lending stability during this 
period of decline: 


{In millions of dollars] 


| 


Purchases of Sales of 
stock for stock from - 
portfolios portfolios mon and 

preferred) 





$16.5 
17.7 
13.4 
20. 1 
5.5 
Total 


; 73.2 1 


Source: National Association of Investment Companies, March 1955. 


The Crarmman. The committee is recessed until 10:30 tomorrow 
morning. 


(Whereupon, at 4:25 p. m., the committee recessed until 10:30 
a.m., the following day, Thursday, March 17, 1955.) 
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THURSDAY, MARCH 17, 1955 


Unrrep States Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D. C. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10:35 a. m., Senator J. W. Fulbright (chairman) 
residing. 
Present : Senators Fullbright, Robertson, Frear, Lehman, Monroney, 
Capehart, Bush, and Payne. 

Also present: Robert A. Wallace, staff director of the committee. 

The Cuarrman. Will the committee come to order, please. 

The first witness this morning is Mr. Eberstadt, of New York. 

Mr. Eberstadt, will you come forward, please? Mr. Eberstadt, we 
are very pleased to have you. I believe you have a prepared state- 
ment, which I have read with much interest. Do you wish to sum- 


marize that for the committee and then permit us to ask you some 
questions ? 


STATEMENT OF F. EBERSTADT, CHAIRMAN OF THE BOARD AND 
PRESIDENT, F. EBERSTADT & CO., INC., NEW YORK 


Mr. Eserstrapr. Surely, Senator. I will proceed in any way you 
care to have me. 

The Cuarmman. It is not very long. If you prefer to read it, you 
may. I have read it and it is a very good statement. I thought 
maybe you could summarize it with some introductory matter and get 
to what you think is the most important. 

Mr. Exserstapr. Suppose I try to do that. 

Senator Busu. I have not had a chance to read this statement, Mr. 
Chairman. I hope he will not leave any of it out in summarizing it. 
I think Mr. Eberstadt is a very important witness here, and I would 
like to get the full benefit of his views. 

The CHarrman. I agree it is a very good statement and it is not 
very long. 

Senator Busu. I suggest if the chairman does not mind that it 
would be good to hear this entire statement. It will not take over 
10 minutes. 

The Cuamman. I do not mind and it will not take very long. I 
left it up to him as to what he thought was important. He can do 
as he sees fit. 

Mr. Exserstapr. Suppose I read it then. 

The CHatmrman. You may proceed. Yes, sir. 
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Mr. Exerstapr. I appreciate the invitation to appear before your 
committee on the important matters with which you are concerned. 

My name is Ferdinand Eberstadt. My business address is 39 
Broadway, New York City. I am a partner of F. Eberstadt & Co., 
investment bankers, and president of Chemical Fund, Inc., a mutual 
investment company, with net assets of approximately $80 million, 
which makes investments in securities of chemical and chemical process 
companies. 

The firm of F. Eberstadt & Co. conducts a financial business in a 
number of closely related fields. We underwrite and distribute secu- 
rities publicly—at wholesale only—mostly equity securities of me- 
dium-sized companies falling generally into the category of what 
we believe to be growth companies. We handle private placements 
cf corporate stocks and obligations with institutional and private in- 
vestors. We make studies relating to mergers and consolidations and, 
where employed to do so, conduct resulting negotiations. We have a 
trading department occupied largely with providing a market for 
securities which we have distributed. To a limited extent, we par- 
ticipate in the underwritings of others, usually in issues of companies 
in the chemical or related fields. We are also from time to time inves- 
tors for our own account in situations which fall within the scope of 
our knowledge and experience. 

Neither F, Eberstadt & Co. nor any of its partners is a member of 
any national stock exchange, though our business is sensitive to secu- 
rity market conditions, particularly on the New York Stock Exchange 
and the American Stock Exchange. 

Chemical Fund, Inc., is a mutual investment company, organized 
in 1938 with an initial investment of $100,000 put up by ourselves 
and some friends. Subject to the board of directors, of whom 9 out 
of a total of 11 directors have no connection whatsoever with F. Eber- 
stadt & Co., we manage the company’s portfolio and distribute its 
shares at wholesale to other investment dealers, who in turn sell these 
shares to investors. Approximately 3 percent of Chemical. Fund’s 
holdings are invested in cash and Government securities. The bal- 
ance consists of common stocks of chemical and chemical-process 
companies. Since practically all of the stocks in Chemical Fund's 
portfolio are listed stocks, from this point of view, also, we are con- 
cerned with the stock market. 

On February 17, 1955, we replied to your committee’s questionnaire 
dated February 1. I have reviewed our responses to your inquiries 
end find no reason to modify them. 

There is no doubt in my mind that during the last months of 1954 
and early in 1955 influences not entirely alae entered the securi- 
ties markets with increasing force, creating a number of situations, 
the cumulative effect of which, if continued unrestrained, was likely 
to be unwholesome. There was a rash of security offerings which to 
the experienced eye looked unpromising. Certain listed stocks were 
being given quite a ride. Hot tips were becoming the basis for some 
feverish stock buying. Experience indicates that such practices may 
prove disastrous to their victims, with injurious repercussions on many 
who are not directly involved. 

I would like to say at the outset that during the 35 years that I have 
followed the course of security markets I know of no time when the 
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cupervision of these markets was in more honest and competent hands 
than now. I include in this statement the SEC, the NASD, and I 
would like to add NAIC—the National Association of Investment 
Companies—and the two stock exchanges with which I am familiar, 
namely, the New York Stock Exchange and the American Stock Ex- 
change. Iam sure that the undesirable practices and tendencies that 
| referred to above have neither been fostered nor approved by these 
authorities. — 

I am equally sure that such an inquiry as you are conducting is 
timely and has a useful purpose. The very fact that you are con- 
ducting the inquiry has already had a distinctly perceptible deterrent 
effect on these practices. 

The testimony given to your committee as to whether the stock 
market in general is or is not too high leaves one somewhat confused. 
That is not a phenomenon peculiar to this moment. The same would 
probably be true at almost any other time. The fact that some think 
certain stocks are too high and others think they are too low is one of 
the things that makes a market. Numerically in comparison with 1929 
the stock market level may seem high, but even if it were that would 
prove little. We are dealing in a different unit of currency than we 
were in 1929—a 100-cent gold dollar then and the equivalent of a 60- 
cent gold dollar today. Prices of other commodities and services have 
reflected this difference. To what extent stock Pe have done so is 
a question. Furthermore, there have been, and are, tremendous in- 
flationary forces at large which have had and, so long as these forces 
prevail, will continue to have a stimulating effect on the price of stocks. 
The possible effect of these inflationary forces on the stability of the 
dollar makes stocks seem preferable to bonds in the minds of many 
investors. Furthermore, new purchasers with large resources have 
come into the market. Another potent upward force is the outlook 
for the future. Investors seem more confident than they have for 
some time. There is wide confidence in the President and in the Con- 
gress. There is a growing belief, whether or not justified, that as time 
passes, the foreign situation is becoming less dangerous. Above all, 
there is feeling that the epochal discoveries of our scientists in the 
atomic, the electronic, and the chemical fields have opened the doors to 
industrial progress, with resulting benefits to man’s health and wealth, 
beyond anything that was every achieved or even dreamed of in the 
past. The composite of these forces naturally tends to create a strong 
market. And so, one would be rash to say, without qualification or 
specification, that the general market level is too high. 

Thus it seems to me that the nub of the problem with which you 
are concerned is not an unduly high general stock market level to be 
dealt with simply by increasing margin requirements across the board. 
The recigietiell relationship between stock-market activity and the 
level of stock prices on the one hand and business activity and profits 
on the other is so close and so sensitive that an undue general increase 
in margin requirements might affect both the former and the latter to 
the disadvantage of our economy, without necessarily curing the un- 
sound practices to which I have referred and which, in my opinion, 
merit your committee’s astute attention. If these Haematol practices 


can be isolated and dealt with individually, that would seem to be a 
more desirable course than to resort to action which might have a 
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generally depressing effect on business and yet not result in the desired 
cure. 

It is my impression that under present legislation stock margins 
must be dealth with as a whole. I am not sure that this is <a or 
sufficiently flexible in present circumstances. It would seem to me to 
be using a mallet to kill a fly if, in order to restrain gambling activi- 
ties in a few stocks, margins on all stocks were raised. Therefore, | 
suggest for your consideration the possibility of empowering the 
proper authorities with the right to raise margin requirements on any 
specific stock on a showing that such action is in the public interest. 
This would enable the authorities to deal with isolated situations with- 
out mp tee the stock market as a whole. 

In the past, one of the stabilizing forces in a strongly rising market 
was short selling. Not so many years ago, it was the low level of 
stock prices that caused official concern. The short seller was assumed 
to be a contributor to this undesirable condition and was severely 
criticized. Rather stringent restrictions on short selling were intro- 
duced. It may be that conditions have changed sufficiently to justify 
modifying some of these restrictions. Such a step might increase the 
market’s stability and underlying strength. 

More disturbing than the present market level are security frauds 
and sales of securities which, while not technically fraudulent, are so 
worthless as to have the same effect on the buyer. 

So far as stock frauds are concerned, it seems to me that they are 
in the same category as any other frauds. The problem of protecting 
the fool from the knave is not new to our jurisprudence. Assuming 
adequate penal legislation, and I think we have such on our books 


nationally and in most of the States, elimination of these frauds 
becomes a matter of vigilance and vigor on the part of onkapenic 


authorities. With respect to those issues which, while not fraudulent, 
are thoroughly unsound, I believe that the cure lies in full disclosure 
rather than in expressions by Federal or State authorities as to the 
value or worthlessness of such securities. Nor would I recom- 
mend vesting prohibitory powers against such issues in the public 
authorities. 

With respect to the over-the-counter market, I believe the NASD 
has done an excellent job of policing this huge market. My only sug- 
gestion in this field involves the possibility of requiring licensed deal- 
ers to furnish to their customers on request properly authenticated 
current balance sheets and operating statements or a qualified pros- 
pectus with respect to such securities which they sell. Neither the 
publicity that over-the-counter securities enjoy nor the public serutiny 
to which they are subjected is equal to that of the listed stocks. The 
number of securities is so vast and, in comparison, the abuses appear 
to me to be so few and so easy to deal with, that I have some doubts 
as to the wisdom of attempting to force any great quantities of these 
securities to be listed. Undoubtedly it would be salutary to increase 
the information available about these companies, always bearing in 
mind that it is probably not wise to stifle this market. It is difficult 
enough now to start a new business, and unless we have a strong 
ingredient of new businesses started from year to year, our economy 
is likely to retrogress or to fall in the hands of industrial giants. 

I am not greatly concerned about the tipster. Public knowledge of 
the losses which are sure to follow habitual pursuit of tips as an 





STOCK MARKET STUDY 739 


investment standard are likely to take care of this abuse. 

I would be pleased to try to answer inquiries which you may have 
with respect to our replies to your questionnaire, my remarks, or any 
other relevant matters, 

The Cuatrman. Thank you, Mr. Eberstadt. I appreciate your 
statement. You obviously ‘understand the purpose of this hearing, 
in any case. Whether or not we achieve it, you understand what we 
had in mind when we entered into this inquiry. It is very helpful 
to have you say so in your statement. 

I recognize the Senator from Virginia for 10 minutes. 

Senator Roserrson. Mr. Eberstadt, on yesterday I asked a dis- 
tinguished financial commenator some questions to establish the fact 
that. he could testify as an expert on stock market transactions. I do 
not feel it is necessary to ask you questions of that character, because 
to me the statement that you have just read to us, clearly qualifies 

you as a2 man who knows what he is talking about in dealing with 
stock market transactions. I commend you on the statement. 

Mr. Eserstrapr. Thank you, Senator, but may I disclaim any expert- 
ness in the matter? I will lay claim to some experience, but Tama 
little allergic to the term “expert,” with your permission. 

Senator Rozerrson. I use that in its highest and best connotation ; 
and not the definition that sometimes has been given that an expert 
is any fool 100 miles away from home. I would like to ask you for 
a little explanation of your statement in here, that the 1929 dollar 
was a 100-cent gold dollar and the 1955 dollar is a 60-cent gold dollar, 
because we went off the gold standard in 1934, and at the present time 
85 percent of all the currency in circulation is Federal Reserve notes. 
Most economists in comparing the present dollar even with 1939, which 
was the year before we became involved in World War II, refer to 
the present dollar as a 52-cent dollar. 

Do you draw some distinction between the value of a gold dollar 
which is not in circulation, or was it a slight slip on your part in esti- 
mating the purchasing power of the dollar? 

Mr. Esersrapr. I did not say a 60-cent gold dollar. I said “equiva- 
lent” of a 60-cent gold dollar. 

Senator Rosertrson. I know, but I question when most economists 
say that the purchasing power of the present dollar, which is not a 
gold dollar, is 52 percent of what it was in 1939; do you claim the 
purchasing power of the dollar now is 60 percent ? 

Mr. Exersrapr. I say that the purchasing power of the dollar for 
gold as established by the United States Treasury, i is 60 percent of what 
it was in 1929. 

Senator Rorerrson. Oh, I see. Because we fixed the value of gold 
at $35 an ounce, and that has not gone up. 

Mr. Exsersrapr. As against $20. 

Senator Roserrson. I just did not understand the reference. I did 
not know you meant you could now buy 60 percent of gold with a 
dollar, especially in view of the fact that you cannot buy any. 

Mr. Esersrapr. Particularly for that reason I said the equivalent. 

Senator Rozertson. I see. It is the equivalent, but you cannot buy 
it. If you could buy it, you could get 60 percent as much gold as you 
could in 1929. Is that the point ? 

Mr. Exerstapr. If you were permitted to buy it at the same price 
that the Treasury buys it. Yes. 
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Senator Roserrson. I am not disclosing any secrets when I say 
when it was first proposed we go into this investigation I lacked some 
enthusiasm about it. I thought it would be a rather long and tedious 
hearing in a rather busy period, and I was not too sure of what we 
could accomplish. I did not know of any specific legislation that 
would grow out of the investigation. Naturally I am aver: to hear 
you say that you think the friendly study—and that is always put 
in quotations by those who do not think it has been friendly—has been 
helpful. That is your considered opinion ? 

Mr. Exerstapr. I think it was timely. Whether it is going to be 
helpful or not, Senator, depends upon the event of the bt I think 
it is a very timely thing. 

Senator Roperrson. That brings me to your conclusion, in which 
I am prepared so far to concur, which is that up to this point the 
need for specific legislation has not been indicated. 

Mr. Exerstapr. To the extent I have been able to follow the testi- 
mony, I have not read anything that calls for drastic legislation. 
I took the libery of making a suggestion or so to the committee. I am 
not even sure they would call for legislation. But I have not read 
any testimony or any reports from the hearings which would seem 
to me to justify drastic criticism of anybody responsible for the 
management of the security markets, or drastic changes in our 
legislation. 

Senator Ropertson. There have been from some sources suggestions 
that we might look into legislation dealing with over-the-counter 
trading. You are making a recommendation on that about a little 
fuller and better publicity. How would that be brought about? 

Mr. Eperstapr. I imagine that could be done by regulation, 
Senator. 

Senator Ropertson. And no legislation would be necessary ? 

Mr. Exerstapr. I should doubt the need for legislation there. 

Senator Ropertson. I thank you very much. 

The Cuarrman. The Senator from Indiana is recognized for 10 
minutes. 

Senator Caprnart. Mr. Eberstadt, I want to congratulate you upon 
this statement. 

Mr. Exerstapr. Thank you, Senator. 

Senator Carenart. I think the whole statement is good, but I would 
like particularly to call attention to that part beginning on page 3, 
and running through the rest of your statement. I wish we could 
reread paragraph 1 on page 3 and paragraphs 2, 3, and 4, because 
it seems to me that you put your finger right on the nub of the situa- 
tion. It seems to me even in your first paragraph on page 3 you 
touch on it. I will read it: 


There is no doubt in my mind that during the last months of 1954 and early 
in 1955, influences not entirely salutary entered the securities markets * * * 


and so forth. 

Then you go on to show something in respect to cae T shall not 
repeat everything you say, but you give reasons why the economy of 
the Nation is strong today and then you comment upon the fact that 
there may be some irregularities occurring in the market; and if they 
are, that this committee as well as the SEC people and those running 
the exchanges ought to ferret them out and prosecute them. Then 
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you go on to speak about tipsters, saying you do not think that the 
are too troublesome, but at least they ought to be watched. I thin 
that is a fair statement, and a very factual statement. 

Mr. Exsersrapr. Thank you, Senator. 

Senator Capenart. I think in this committee we might well use your 
statement as the basis for our investigation and our study. I think 
if we do we can really come up with some splendid answers and do 
some good. 

You say, “I am not greatly concerned about the tipster.” I pre- 
sume that is on the ground that there is just no possible way to con- 
trol him, or that he does not do much harm ? 

Mr. Esersrapr. The question might arise, how shall we stop the 
tipster? I would not try to stop the tipster. I think the more the 
tipster tips, the less interest people have in his tips. 

Senator Capenart. What do you call a tip? 

Mr. Esersrapr. I think a tip is an insidious distribution of a 
rumor or a fact with the intention of producing the purchase of 
securities. 

Senator Capenart. Either the purchase or the sale? 

Mr. Exserstapr. The purchase or the sale of securities. 

Senator Caprnartr. That you call a tip? 

Mr. Exersrapr. I call that a tip. 

Senator Capemart. Regardless of how widespread it may be? 

Mr. Exsersrapt. No, I never—I would not attach a 100-mile limita- 
tion to a tip. 

Senator Capenart. No, I say—— 

Mr. Esersrapt. I think it could be nationwide, or it could be limited, 


but those of us who have been in the business for a long while have 
become able to recognize a tip when we hear it. I think those in the 
business are rather allergic to tips, and the more tips that are passed 
around, the less effect the tips have. 

Senator Carenarr. I gather from your statement por feel stock 


prices are no higher possibly in proportion than other things, and it is 
always a question as to whether a stock is too high or too low. Every 
time a sale is made somebody feels it is too low, and the other fellow 
evidently feels it is high enough, or at least he wants to sell and get out 
and take a profit, or - needs the money to invest somewhere else or 
use somewhere else. 

Mr. Exerstapr. I think there are a great many elements bearing 
upon the stock-price level, and it is much too complicated a subject 
to attempt to sum up in an epigram or a few words. 

Senator Carenart. I think you sum it up in your statement. 

Mr. Epserstapr. I think my statement suffers from brevity but I 
thought I would be merciful to the committee. 

Senator Carenart. It is pretty hard to question you about your 
statement, because you say there was some danger in the fall of 1954. 
You give the reasons why stocks are actively being traded at the 
moment and say the price of existing stocks is primarly due to confi- 
dence in the future. 

Mr. Eserstapr. And to the earnings and assets and outlook. I 
think perhaps the three most important elements in judging the value 
and the price of a stock—which sometimes are the same and some- 
times are not the same—are the assets, the earnings past and present, 
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and the outlook. And, of those three, perhaps the outlook is the most 
important. 

Senator Carrnarr. You admit there may be some irregularities 
going on, and some frauds; and, if so, we ought to use existing laws 
to ferret them out and prosecute them. You believe if we do not 
have sufficient laws to prosecute those dealing in frauds that we 
ought to pass some new laws. 

Mr. Esersrapt. That is what I intended to say, Senator. 

crag Caprnart. Yes. That is the way I understood your state- 
ment. Ido not think I have any further questions. Again I want to 

say your analysis of this situation coincides with my own analysis. | 
think it is a very, very wholesome statement and I am glad you said 
it as briefly as you did because you have had a lot of experience in the 
market, and we and the people ought to pay close attention to what one 
says who has he id the experience you have. 

‘Was it you or your brother who was in the Government ? 

Mr. Exsersrapr. I was in the Government. 

Senator Carenarr. It was you. You were in the Government for 
many,many years. On the War Production Board in World War IT? 

Mr. Epersrapr. Yes, sir. 

Senator CareHart. So you have had great experience in Govern- 
ment as well as in the investment banking business 

Mr. Exserstapr. I have had some experience in Government. 

Senator Carrnarr. And experience in business ? 

Mr. Exsersrapr. That is right. 

Senator Carenart. Mr. Chairman, I do not think I have any further 
questions, excepting that I have here a biographical sketch of Mr. 
Eberstadt which someone handed me. I do not know who handed 
it to me, but as I glance through it it looks good to me and I ask 
unanimous consent to have it printed in the record. 

The Cuarrman. Without objection, that will be done. 

Senator Rozerrson. I have already qualified him as an expert. 

Senator Carrnart. I do not know who gave it to me but somebody 
handed it to me. 

Senator Ropertson. I will be glad to have it in the record. 

The Cuarrman. There is no objection to putting it in the record. 
He is very well known. I think he is well and widely publicized. 

Senator Capenarr. He was with the Government as Chairman of 
the Army-Navy Munitions Board and Vice Chairman of the War 
Production Board. He prepared the Eberstadt report for the Secre- 
tary of the Navy in 1945; and was assistant to Bernard Baruch on 
the United Nations Atomic Energy Commission in 1946. We will 
place it in the record if there is no objection. 

The Cuarrman. If there is no objection it will be put in the record. 

(The biographical sketch of Mr. Eberstadt follows :) 

saw clerk to MacAdoo, 1913. 

Partner of Cotton and F ranklin, an 25. 

Partner of Dillon & Reed, 1925 

Assistant to Owen D. Young, anaelteeiil Conference, 1929. 

President of F. Eberstadt since 1931. 

President and director of Chemical Fund, Inc. 

Army of Occupation, 1919. 

Chairman of Army-Navy Munitions Board, 1942. 

Vice Chairman of War Production Board, 1942-438. 
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Prepared the Eberstadt report for Secretary of the Navy 1945. 02 

Assistant to B. M. Baruch on United Nations Atomic Energy Commission, 1946. 

Prepared report on operations of the National Security Resources Board, 1948. 

Chairman of the Committee on National Security Organization of the Hoover 
Commission, 

Board of Advisers, Industrial College of the Armed Forces. 

Member of United States Navy Civilian Advisory Committee. 

Member of Army Ordnance Association. 

Honorary member of Navy Industrial Association. 

Navy League of the United States. 

Navy Historical Foundation. 


The CuarrMan. The Senator from Delaware. 

Senator Frear. Mr. Eberstadt, on page 3, in the paragraph that has 
been referred to by the Senator from Indiana just now, you state 
certain listed stocks were being given quite “a ride”—hot tips. Do you 
want to put yourself on record as to some of those stocks that were 
given a ride? 
~ Mr. Esrrstrapr. No, I would prefer to mention no stocks, Senator 
Frear. 

Senator Frear. That is all. 

The Cuarrman. The Senator from Connecticut is recognized. 

Senator Busu. Mr. Chairman, I am very glad that Senator Cape- 
hart brought out some of the background of Mr. Eberstadt’s service 
to the United States, which was very distinguished and very useful 
to this Government at a very important time, when we were at war, 
preparing for war. I have had the pleasure of knowing Mr. Eber- 
stadt for a great many years and recall very well when he started 
Eberstadt & Co., with virtually nothing but faith in the future and the 
project which he was undertaking. I think he is a very important 
witness today, because perhaps more than any other individual he has 
been active in financing the small- and medium-sized industrial com- 
panies in this country principally with venture capital. For that 
reason, I say I think he is a very important witness, because that is 
one of the most important activities in our whole national economy, 
the supplying of risk capital, venture capital, for the small and 
growing industries, what he calls growth companies. 

Now, first, Mr. Eberstadt, your firm is not a member of the Stock 
Exchange, as | understand it. 

Mr. Enersrapr. That is correct. 

Senator Busn. We have heard a lot about the stock market here 
from various angles. I want to ask you, as an underwriter and dis- 
tributor of securities, equity securities, common stocks primarily, if 
you would tell us the influence the Stock Exchange and the stock 
market may have upon the underwriting business in the field especially 
of underwriting common stocks. Do you conceive that the activity on 
the exchange has a good deal of influence on your business? 

Mr. Exsersrapr. Senator, it has a tremendous influence. 

Senator Busn. Would you expand that a little bit for the benefit of 
the committee, because I think that is very important. 

Mr. Eserstapr. It has a tremendous influence in a number of re- 
spects. First of all, in determining the price of a new issue, one has 
to relate that price to existing issues. One measures the price usually 
against established stocks on the big board or on the American Ex- 
change or on some other exchange. So that the price level of the stocks 
with which one is making the comparisons on these exchanges prac- 
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tically governs the price at which you can put out a new security. 

Secondly, the activity on the anh exchange is a barometer in the 
sense of the interest of investors in securities and it is also a measure in 
a sense of the available funds of investors. So that if you have a 
stock market which is reasonably strong and reasonably active, presum- 
ably you have conditions in which you can put out the securities of 
a medium-sized or a small company. And if you have a market that 
is depressed and inactive, then it is a very difficult and often a very 
sacrificial thing to try to put those securities out. 

Senator Busu. Of course, your business brings you in touch with a 
great many corporate managements, does it not 

Mr. Exsersrapr. Yes, indeed. 

Senator Busu. In your observation of corporate management do 
you find that they are influenced in planning expansion of plant and 
creating new job-making activities, so to speak, by the stock market? 
In other words, if the market appears to be falling and weak over 
a period of time, do you think that has much of an effect on the minds 
of management ? 

Mr. Exserstapr. It has a tremendous effect on the plans of man- 
agement, and, of course, it has a very direct effect, to a greater or 
less degree, on the businesses. If the market is strong and active, that 
is both a reflection of business and a cause of business. As I pointed 
out in my statement, the relationship is reciprocal. 

Senator Busu. Would you say that even a state of relative stability 
in the market, without it necessarily being strong and active, is 
almost a sine qua non to maintenance of confidence in the managers 
of plants in connection with plans to expand and create new job- 
making opportunities? 

Mr. Exerstapr. I think Mr. Martin stated it very well when he 
said the most desirable type of market from that point of view was 
a stable, gradually rising market. 

Senator Busu. I am interested in your statement that you know 
of no time in your experience when the supervision of these markets 
was in more honest and competent hands than at the present time. 
You include in that these other agencies, including the Securities and 
Exchange Commission ? 

Mr. Exerstapt. Yes. And I think I made the point it was an over- 
sight on my part not to refer to the National Association of Invest- 
ment Companies, because they have done a very excellent job. 

Senator Busu. Yes. Now, conversely, and still on the point that 
I was there, you have spoken of the advantage of a gradually rising 
market, or a stable market in connection with wate ouk con- 
versely, if we have a falling market and a troubled-looking market, 
that would have a deterrent effect on business managers in planning 
ahead and in building ahead for the future, would it not? It would 
create a tendency to wait, to hold off. 

Mr. Exerstapt. They would pull their hornsin. Already, from the 
reports that I have read, the question of the dearth of equity issues 
in comparison with debt issues has been brought to the attention of 
your committee. That is to a rather considerable extent a matter 
of the price level of the securities. Other elements enter into it, of 
course. But it does seem as though a sounder relationship between 
new capital obtained from equity securities and the amount that is 
obtained from debt would be a good thing. 
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Senator BusH. One more point. This is on a slightly different line 
of approach now. You say “I suggest for your consideration the 
possibility of empowering the proper authorities with the right to 
raise margin requirements on any specific stock on a showing that 
such action is in the public interest.” Does that require legislation ? 
[ do not know. 

Mr. Eserstapr. It is some years since I practiced law, so I may 
be a little bit rusty on that. But my recollection of the law is, and 
I read it over recently, that you could probably now do it with respect 
to what the act calls any class of securities. But I am making a 
suggestion which is even more specific. I am not sure, under the iw 
as it presently exists, that this action could be taken with respect to a 
specific security. The law, as it now exists, of course, vests that power 
in the Federal Reserve Board, and that is a pretty good place to vest 
it generally because margins bear such a tremendous bolistiont to the 
credit structure generally. 

But what I am talking about here is something a little bit different 
than general credit conditions or general credit considerations. It 
might be that after consideration the power to do that action tenta- 
tively and immediately could be vested in some other authorities. I 
simply throw it out for your consideration. 

Senator Busu. Thank you. Mr. Chairman, I have no more ques- 
tions. IL would like to say I think that Mr. Eberstadt’s contribution 
here has been one of the most significant since we opened these 
hearings. 

Mr. Exserstapr. Thank you. 

The CuairMan. The junior Senator from New York is recognized. 

Senator Leuman. Mr. Chairman, I, too, have known Mr. Eberstadt 
for a great many years, watched with great satisfaction the growth 
of a number of the companies in whose Teale he is interested. In 
going over the list of your securities, Mr. Eberstadt, I noticed great 
similarity in the holdings of the investment trusts, investment com- 
panies. They differ, of course, to some extent, but generally speaking 
they pretty well follow a line, a pattern. Their main holdings are in 
possibly 75 or 100 of the larger companies. That undoubtedly has 
meant an accumulation in relatively few hands of large quantities 
of the securities of leading companies. Have you ever made a study 
or do you know whether a study ever has been made of the extent to 
which the available supply—and by that I mean securities—in the 
hands of the public has a diminished by reason of group purchases. 

Mr. Eperstapr. Senator, of course the point which you mention 
is a point that anyone connected with the management of an invest- 
ment company must have given considerable thought to. The subject 
was looked into at the time studies were made by the SEC which led 
to the Investment Company Act of 1938. In that act there is a provi- 
sion that no investment company subject to the act can own more 
than 10 percent of any company nor can it invest more than 5 percent 
of its capital in any company. Those provisions were put there in 
recognition of the, shall f call them, problems that you mentioned. 
Of course, since then other forces have entered the market. ‘The 
investment companies have increased in number. The quantity of 
their purchases and of their sales has increased. The pension funds 
have come into the market. Additional charitable trusts have been 
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created. And the problem that you mention involves not only, in my 
opinion, the question of the scarcity of the stock which you refer to, 
but there are economic and social repercussions that seem to me to 
justify a look at that subject. 

Very naturally, the investment companies and the pension funds 
have an inclination to buy those stocks which they consider soundest, 
and while the investment companies are subject to this restriction 
which I have mentioned, it is not applicable to other rather substantial 
sources of capital which are finding it increasingly to their advantage 
to buy stocks. 

Senator Lenman. While I know there is a definite limitation by law 
regarding the amount of investment that can be made by investment 
companies and by other group purchasers, and I also know that there 
is no official tie-up between these various groups—the large insurance 
companies, the investment trusts, investment companies and others—— 

Mr. Epersrapt. Nor unofficial, sir. 

Senator Leuman (continuing). Who have these large purchases, 
there is a close association between them. I mean they are on friendly 
terms, if I can use that description. They act in concert in many 
matters. 

Do you foresee any danger, any substantial danger, of these groups, 
let us say, the investment trusts, acting to some extent in concert, 
the great insurance companies, the banks, the savings banks which 
are now permitted to make purchases, gaining control of companies 
which now are held by the public or by the original managers or 
investors ? 

Mr. Eserstapr. Would you include pension funds in your question ¢ 

Senator Lenman. I would. I am talking now about group pur- 
chasers. 

Mr. Exerstapr. You see, in the pension funds particularly you have 
a highly privileged category of capital. They are assembled subject 
to tax deduction, and the capital accumulates with no tax on the 
income. And, thus, those funds naturally build up rather rapidly. 
They are one of the few, perhaps the largest of the conglomerations 
of capital, which are not subject to supervision of any character that 
[ know of. A number of the funds consist of rather substantial hold- 
ings of the companies for whose employees they have been set up. So 
that to some extent the situation which you foresee already exists, but 
not to a significant extent. But it appears to me that any trend as 
a result of which these conglomerations of capital which you mention 
control a large part of our business is socially and economically unde- 
sirable. 

I do not say that that has happened at the moment, but I think it 
would be something to guard against. 

Senator Leuman. Thank you. No further questions. 

The Cuarrman. The Senator from Maine is recognized. 

Senator Payne. I just have a couple of questions I would like to 
ask. Mr. Eberstadt, I notice on the first page of your statement, 
which I am sorry I was not able to be present to hear, you mention 
that your company conducts studies of mergers and consolidations. 
It has been claimed that there has been a rather substantial number 
of such mergers and consolidations take place in a recent period. 

Mr. Exerstapr. There have been. 
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Senator Payne. I wonder if you would care to comment as to 
whether or not you see any danger in some of these mergers. 

Mr. Exsersrapr. I would like to say if and to the extent that such 
mergers resulted in a lessening of competition I w ould see great danger 

n them, because I think the essence of our system is competition, The 
reduced cost of production, the lowered price of the product, and the 
higher quality of the product to the consumer, and the distribution 
of the margin in payment of a rising wage and a fair return to capital, 
that is our system. And anything that tends to restrict production, 
to stabilize prices and the market, seems to me to threaten our system. 

Now, we observe these mergers rather carefully. I have not seen a 
disturbing number that transgress that principle or have a tendency 
to transgress that principle. I think the motive of restriction of com- 
petition is not an important motive in most of the present mergers. 
i cannot speak for all of them, naturally. I think the two main 
motives are (1) a broadening of the base of the business through 
diversification, and (2) an integration of the business, a vertical 
integration of the business, and the added strength that comes from 
combining resources, among other things, in the field of research. 
Research is a very expensive thing to conduct. Medium-sized and 

smaller companies are at a rather considerable disadvantage com- 
pared with the large companies when it comes to research. That 
can often be improv ed by a merger. 

So I think of the three motives—restraint of competition, diversi- 
fication, and integration—the first is not at this moment a very im- 
portant motive, whereas the other two are the compelling motives, by 
and large. 

Senator Parne. Have you observed any particular segment of in- 
dustry, without getting into specific names, where you have noted 
any mergers or consolidations or proposed mergers or consolidations 
that you think might be harmful, in which restraint of trade might 
take place? 

Mr. Eperstapr. Senator, I could not comment on that offhand. 

Senator Payne. I mean without getting into a specific company, in 
a field—whether it might be in textiles, whether it might be in rails, 
whether it might be in some other field. 

Mr. Exserstapr. Well, I think in any field where the objective, and 
even where the unintentioned result of the merger, is a restriction 
of competition, a restriction of the market, and a stabilization of 
price and erystallization of product, that is a step backward. 

Senator Payne. Is it true that in certain instances a report of 
merger, Which apparently in some cases has been pretty well founded, 
has resulted in a fairly substantial rise in the price of that stock ? 

Mr. Enerstapr. Senator, I don’t know the case to which you refer. 

Senator Payne. Well, I am not mentioning any specific case. You 
do not recall anything like that happening. 

Mr. Exersrapr. I don’t recall anything specific along those lines. 

Senator Payne, Just one further question. On page 4 you mention 
the fact that inflationary forces have a stimulating or bullish effect 
on the market. I wonder if you would care to comment on whether 
or not you feel that we are now in or entering into a new period of 
inflation ? 

Mr. Exserstapr. We have been in a period of inflation for a very 
long time. And there are certainly very strong inflationary forces 
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still at large. There seems to be a fairly general agreement that we 
are interested in a full employment economy. It is rather a difficult 
thing to have a full employment economy without—— 

Senator Payne. You do not think, then, that we have leveled off 
yet. 

" Mr. Ezersrapr. I don’t think so. 

Senator Payne. That is all, Mr. Chairman. 

The Cuarrman. Mr. Eberstadt, there are 1 or 2 questions on that 
last series of questions. Do you feel that there is real competition in 
the automobile business among the manufacturers; not the local 
dealers. 

Mr. Exerstapr. Senator, perhaps I can speak with limited expert- 
ness on that, because I am in the market for a car right now, and the 
dealers in Huntington, Long Island are doing some pretty hot com- 

veting. 
' The CuarrmAn. I realize there is between the dealers. But as 
between the companies, the manufacturers. 

Mr. Exserstapt. I always thought there was, Senator. 

The CuatrmMan. Do you think price is one of the elements that 
is used in competition, that if one really seeks to expand they lower 
the price, or has that been eliminated as one of the factors? 

Mr. Eserstapr. Price is one of the aspects of that trade that I 
mentioned to you first. 

The CHarrman. Yes; but you are talking about the local dealers. 
I think there is no doubt about very strong competition there. But 
you have not noticed any substantial decrease in new cars, have you, 
as between any makes? It is only a question of how much the local 
dealer is willing to take out of his commission. Is that not where the 
competition comes? 

Mr. Exerstapr. I don’t know what is in the back of his mind, but I 
know there is pretty not competition amongst the dealers. 

The Crarrman. Yes. Do you also think there is as between the 
General Motors Corp. and Ford? 

Mr. Esersrapt. I always thought there was, Senator. 

The Cuarmman. Do you think so now? 

Mr. Exersrapr. Well, I do. I have no reason to change my view. 
I don’t know anything which would free me to change my view. And 
I must say I don’t know a great deal about it. 

The Cuairman. Mr. Eberstadt, on these pension funds, do I under- 
stand you would recommend that pension funds be subjected to the 
same limitations that trust companies, like your own, are with regard 
to the investment of 5 percent in any given corporation ? 

Mr. Exsersrapr. I do not really know what to say on that, Senator. 
I think that vast funds of other people’s money are going into those 
pension funds. In talking with many people that are running the 
funds I have suggested to them that they themselves take the initiative 
in obtaining some reasonable regulation of those funds. Now, I have 
not thought in detail what that regulation should be, but you have in 
charitable foundations huge holdings of many companies, and then 
in these pension funds. In many companies they are buying great 
quantities of their own stocks. Maybe it would be good to look at 
that. 

The Cuatrman. We did look at Sears, Roebuck, but we ask you 
what to do about it. We do not know what to do about it. We know 
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a little about it, how large it is, and how much it controls its own com- 
pany. Mr. Wood was here last week. He testified in some detail about 
it. What we wonder is from your point of view, what should be done 
about it? Weare only asking for suggestions. 

Mr. Exversrapr. I would not want to shake an answer out of a hat, 
Senator, and I am not —s about any specific company. You men- 
tioned a very fine company that has had a very fine record. But there 
are a lot of companies with lesser records that have pension funds, too. 
That is the employees’ money, and they are going to be dependent upon 
it. If bank accounts, if insurance funds, if investment companies 
have benefited from a reasonable supervision, possibly these others 
will, also. 

The Cuamrman. Would you say that we ought to consider at least 
the extension of the rules that govern your type of investment fund 
to pensions ¢ 

Mr. Eserstapr. Senator, I do not want to be too specific because I 
don’t know the detail. I think perhaps it might be worth while to 
give them what has been characterized as a friendly study. 
~ The Cuarrman. With regard to the mergers, we read occasionally 
about the advantage of mergers because of the substantial losses that 
one of the companies concerned has occurred and that there is a sub- 
stantial advantage in merging solely from a tax point of view, having 
no regard to elements of efficiency and so on. Maybe that has given 
an artificial stimulus to merger. Would you say that is true? 

Mr. Epersrapr. Well, I think that was the case a little while ago. 
But I think the new Revenue Act and the new regulations have cared 
for that amply, for example, it is quite clear in the new law that there 
must be a sound business reason for the merger, and not the merger 
of a real estate company with an electronic company. Such mergers 
are not justifiable on any economic ground. 

The CuarrMan. Merely saving taxes is not considered a sound busi- 
ness reason ? 

Mr. Epersrapr. I do not think that a merger of the sort you out- 
lined before is possible under the present tax law. 

The Cuarrman. I do not like to mention specific companies, and 
certainly there is no idea of reflecting upon them, but a very prom- 
inent motor company that is very well known had a huge loss and it 
was recently a part of a merger. We were told that the main reason 
was in order for one to take advantage of the accumulated losses 
of the other. That was the whole purpose. That is why I asked you 
that. 

Mr. Exersrapr. It seems to me a very unsound reason for a merger. 
[f there is a sound business reason for a merger and that is an inci- 
dental result, I think the merger need not necessarily be discarded 
because that follows. But I think a merger for that purpose alone is 
properly prohibited under the new tax law. 

The Cuarrman. You mean it was unsound from the point of view 
of public policy, not necessarily from the point of view of the com- 
pan manna: 

Mr. Eperstapr. Yes, sir; because where have you any evidence that 
the company that was making the big losses before would not in 
the long run be a severe drag on the combined operation. 

The Cuarrman. Well, I do not know. Iam asking you. 

Mr. Exersrapr. I don’t think those are very constructive mergers. 
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The CHatrrMan. Your observation about market tips, 1 think, in a 
sense is correct; if we look at it only to the extent of the effect upon, 
certainly, informed people, I think it is very limited. This thought 
occurred to me. On March 16 the Wall Street Journal had an edi- 
torial, and it seems to me this matter of tipping may have something 
to do with that. Here is one paragraph. It says: “There is in this 
country a latent, but nonetheless very real, hostility toward the stock 
market—not just toward the way the market may behave at a par- 
ticular time but against the existence of the stock market. It is viewed 
with suspicion, as a faintly dubious luxury.” 

I may say I will put the whole editorial in the record, because it is 
an interesting one, at this point, but there is no use taking the time 
to read it. 

(The editorial referred to follows :) 


[Wall Street Journal, March 16, 1955] 
Review AND OvuTLooK: THE Lesson To BE Stupiep 


In the course of his testimony before the Senate committee studying the stock 
market Chairman Martin, of the Federal Reserve Board, made this observation : 

“In my judgment, a properly functioning stock market is important in the 
attainment of a high standard of living and a steady growth of employment 
cpportunities for all people. We could not have our system of mass production 
and distribution if it were not possible for corporate enterprises to assemble 
through the securities markets varying amounts of individual savings into 
large aggregates of capital.” 

Of all the things that have been said at this hearing, this statement is par- 
ticularly deserving of the Senators’ thought. For it is directed not at such 
peripheral problems as whether margin requirements are too high or too low, or 
whether there are too many or too few trading regulations. It aims at the 
central, but unposed, question which is at the bottom of this study. 

There is in this country a latent, but nonetheless very real, hostility toward 
the stock market—not just toward the way the market may behave at a par- 
ticular time but against the existence of the stock market. It is viewed with 
suspicion, as a faintly dubious luxury. 

This hostility has run through even these hearings as an undercurrent. With- 
out it there would have been no hearing; Senator Fulbright confessed he had 
nothing to investigate, but here was a vague, mysterious thing that ought to be 
looked into on general principles. The eagerness of public and press reflects 
an anticipation that these mysteries would be exposed. Nobody investigates 
accepted institutions out of the blue. 

The suspicion shows in the questions. The Messrs. Funston, McCormick, and 
Winthrop Smith are witnesses for the defense. The Senators are probers, fishing 
for they know not what but for what they feel sure—on general principles—must 
be there. 

The origin of this hostility is cultural. The pioneer, the craftsman, the shop- 
keeper worked with his own tools, his own small capital. Using money as a tool 
was “getting something for nothing’ and so no better than gambling. This 
general feeling lingers in our folklore. 

Cultural memory dies hard, and there are many people still, including Senators, 
for whom a stock exchange is at worst a place for gamblers and speculators and 
even at best but a convenient spillway for excess money that rich people have 
no other use for. 

Yet our stock exchanges have been not merely a convenience but an absolute 
essential in the economic growth of the country. Without them the savings of 
the rich man would be as useless as the rubies of a maharajah; without them 
the savings of the average man would be as wasted as gold florines under the 
mattress. 

Without a place to pool all these savings, little and big, there would be little 
socially useful capital. Capital could be acquired only as is done in Russia, by 
Government expropriation from an unwilling people, and we would now be as 
poor as the Russians. It is the pooling of savings and putting them to work 
that has made possible General Electric, General Motors, the vast network of 
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ielephones and railroads, all the outpouring of food, clothes, and houses, and the 
other riches of America. 

A stock exchange, like any other human institution, can be well or badly run. 
It can perform its social function or it can, through the excesses of people, per- 
vert it. But its function of providing a market for capital is a vital one which 
can be injured only by doing injury to the country. 

There is some argument whether this hearing is accomplishing anything. It 
seems to us that it will, indeed, accomplish something if, before it is over, this 
lesson has somehow been learned. 

The CuairMan. It occurred to me that this matter of tipping may 
have some effect upon the prestige and standing of the market and 
may contribute to what the Wall Street Journal says is a common 
ettitude. Do you think that might not be true? 

Mr. Exserstapr. Senator, I don’t believe any reputable house in 
Wall Street has any use whatsoever for tipping. 

The Cuarrman. I am quite sure. 

Mr. Eversrapr. And I don’t think the stock exchange is other than 
extremely hostile to tipping. Now the fact, according to that edi- 
torial—and I think there is probably some truth in it—that the public 
mind associates tipping somehow with stock-exchange activities is a 
good thing to abuse their minds of, because there is no relation between 
either sound speculation, which is a useful thing, or investment, and 
tipping. 

The Cuarmman. I am afraid I did not make myself clear at all. 
You did not understand my question. My point is when tips are dis- 
seminated throughout the country on national broadcasts, would that 
not contribute to the attitude that the Wall Street Journal refers to, 
out in my State, we will say, or in Oklahoma? I of course realize that 
tips do not affect you. You are far beyond that—and any of the pro- 
fessionals in Wall Street. But they are talking here about an attitude 
toward the market, not on your part, but by the people in Fayetteville, 
Ark., or Indiana, or North Dakota. That is what they are talking 
about. 

Mr. Exserstapr. 1 think you have a point. 

The Cuarrman. That is the only point. 

Mr. Esersrapr. I think these people probably do not discriminate 
between that and investment, and in their minds perhaps subconscious- 
ly they associate that with the stock exchange, which is extremely 
hostile to the whole thing. But your point is that possibly these 
nationwide tips tend to be confused in the minds of the listeners with 
the stock exchange and thus bring the stock exchange into disrepute. 

The Cuarmman. Exactly. 

Mr. Exserstapr. I am not prepared to contradict that. I think that 
may be true. 

The Cuarrman. When I first read this editorial, I thought maybe 
they had overstated it. I was not conscious of this antagonism, or 
as they call it, hostility. But if large numbers of people follow tips 

and are burned by tips, and they will be—the inexperienced, obviously, 
and not the professionals, largely people probably who have never 
done it before—it would naturally result in some hostility, would it 
not¢ That is the only point. I thought it tied in with this editorial 
pretty clearly. It might be worth your while, those who are interested 
in the prestige and the reputation of the market, to give some thought 
to limiting it for that purpose; not because it would affect you or 
anyone who is really in the business, but as a matter of public rela- 
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tions. I do not wish to overemphasize it. It may not be important. 

Mr. Eberstadt, on page 6 you suggest very generally that some 
changes in the short-selling rules might be wise. Would you mind 
giving the committee any views you have about what kind of change 
would be beneficial ? 

Mr. Exerstapr. Perhaps I can give you one example. I did not 
say there remove “every restriction” on short selling, because I am 
not so sure that would be wise. But at present a short sale must be 
made on what is called an up-tick, an up-tick being a higher quote. 
That restricts the activity of the short seller rather considerably. Also 
as a result of the attitude which I outlined there, short selling is 
regarded as a little sinister. As a matter of fact, it is not. It is one 
of the most stabilizing influences that can enter into the market. 

There has been comment from time to time about the thinness of 
the market, and it seems to me that one reason that the market is thin 
is because the short position has been somewhat limited. It could 
be said, of course, that for every purchase there will ultimately be 
a sale, and that is probably true. But for every short sale, there 
must be a repurchase within a reasonable time. And I think that an 
exploration of that subject by the SEC, say at your request, might be 
fruitful. 

The Carman. So you are not willing to be specific, but you would 
suggest it would be a matter of study. 

Mr. Esersrapr. I think so. 

The Cuarrman. Mr. Eberstadt, do you regard the volume of credit 
outstanding in installment paper and home mortgages as potentiall) 
dangerous to economic stability ? 

Mr. Eserstapr. Would you repeat that, please, Senator ? 

The CuatrmMan. Do you regard the volume of credit outstanding, in 
installments specifically, but consumer credit more generally, which 
we have had testimony is in the neighborhood of $30 billion, and in 
home mortgages, which have arisen under the FHA legistlation, as 
potentially dangerous to the stability of our economy ¢ 

Mr. Exerstapr. Well, Senator, 35 years in this business tends to 
temper the dogmatism of one’s views. I remember at one time | 
thought $17 billion was a tremendous amount of Federal debt, and 
I wondered how we could ever survive. My expressions on the matter 
of Federal debt now are somewhat more temperate than they were at 
that time. So that with some modesty and without intending to be 
too certain or too dogmatic, I will say that those figures look kind of 
high to me. 

The CHarrmMan. Would you comment on the thought which was left 
by one of the preceding witnesses that while there are a great many 
differences between 1928-29 and the present, there is one element 
that is still common, and that is the tendency of human beings to over- 
enthusiasm. That we may be subject to as they were in 1929. 

Mr. Exerstapr. I think that was best put by the poet who spoke 
about hope springing eternal in the human soul. I don’t think that 
is necessarily confined to the period 1928 to now. I think happily, 
very happily, that is an important part of man’s makeup. 

The Cuatmrman. One last question. I was rather curious in look- 
ing into one of your booklets that you bothered to underwrite—I am 
not quite sure what you did—a common-stock issue of only $93,000 
in connection with the Webster-Chicago Corp. It rather interested 
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me that you had the time to bother with such small potatoes. Is that 
an unusual instance in your experience ? 

Mr. Esersrapt. That is a little smaller than we would normally do, 
but there were other elements that entered into that. It was a pre- 
cursor of a larger business to come. Ordinarily it would be a little 
too expensive for the issuer to do so small an issue nationally. 

The CuHatrMaNn. It occurred to me that it must have been rather 
unusual. You had two of them. 

Mr. Exserstapr. Yes. I think you will find it was related to an- 
other and substantially larger one, sir. 

The Cuarrman. That came later than this booklet was published. 

Mr. Exerstapt. Yes. You see, the costs of preparation of regis- 
tration statements, the costs of distribution and those things led to 
the exemptions which have already been mentioned to your committee, 
and we have handled one or two small issues, some under those ex- 
emptions and some before the exemptions. But ordinarily that is a 
size which would not be profitable for the issuer to deal in nor for us. 

The CuarrMan. I recognize the Senator from New York. 

Senator Lenman. I just want to ask one question. Turning again 
to this question of institutional purchases and holdings, do you feel 
that the SEC should make a study of institutional investment, such 
as I am told was contemplated by section 14 (b) of the Investment 
Company Act? 

Mr. Exerstapr. I think so far as I know they would be about as 
well qualified as any body to make that study, Senieas: 


Senator Lenman. You figure it would be a useful study. 
Mr. Exerstapt. I think it would be a timely and very useful thing, 


because what I have feared for some time is that there would be some 
mishap in that situation, and in the heat resulting from something 
of that sort, a study might be made which would be far less objective 
than could be made in the absence of such occurrence. 

Senator Lenman. Thank you very much. 

The Cuarmman,. The Senator from Indiana. 

Senator Caprnart. Mr. Eberstadt, Senator Fulbright spoke a 
moment ago about an editorial appearing in the Wall Street Journal. 
It appeared on March 16. The title was “The Lesson To Be Studied.” 
He read one paragraph from that editorial. I would like to repeat 
that paragraph and read a couple of others and see if you agree with 
them. The paragraph that was read was this: 

There is in this country a latent, but nonetheless very real, hostility toward 
the stock market—not just toward the way the market may behave at a particular 


time but against the existence of the stock market. It is viewed with suspicion, 
as a faintly dubious luxury. 


And the next paragraph: 


This hostility has run through even these hearings as an undercurrent. 
Without it, there would have been no hearing: Senator Fulbright confessed he 
had nothing to investigate, but here was a vague, mysterious thing that ought 
to be looked into on general principles. The eagerness of public and press 
reflects an anticipation that these mysteries would be exposed. Nobody investi- 
gates accepted institutions out of the blue. 


Then it goes on with other things and it says at the end: 


There is some argument whether this hearing is accomplishing anything. It 
seems to us that it will indeed accomplish something if, before it is over, this 
lesson has somehow been learned. 
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The lesson they are talking about in the editorial as I get it is to 
educate the American people | that the stock exchange is a good thing 
and serves a good function, and to eliminate the suspicion that the 
Senator talked about a moment ago in reading this paragraph. 

Do you feel that this committee ought to ‘make an effort to expel 
from the minds of the people any ideas that the stock exchange is 
something that ought not to exist, or do you think we ought to make 
an effort to prove to the people that it is something worth ‘while? 

Mr. Exnersrapr. Senator, in my opinion it would be doubtful policy 
for this committee to be either propagandists or antagonists of the 
stock exchange. It seems to me that this committee should lay on 
the line what they have learned. And I am willing to take my chance 
on the consequences if this committee will but lay on the line what 
has been presented to them by those witnesses who appeared. All of 
them I consider to be competent and honest people. 1 think the more 
that is known about the stock exchange, the better it is going to be 
for all concerned. 

Senator CarprHarr. It would be almost an impossibility to run an 
economy as big as ours without some sort of exchange on which people 
could go and sell securities, would it not? 

Mr. Exsersrapr. I think it would be an utter impossibility to main- 
tain our system of free enterprise without a free and honest and fair 
stock exchange. 

Senator Carenarr. Then if there is that feeling that is deseribe| 
in this editorial, it is because of abuses that occur within the markets 
themselves. 

Mr. Enersrapr. Well, it is due to a lot of reasons, Senator. But 1 
think that the report of this committee, when it comes out, based 
upon the testimony that is given, should perform a very educational 
service. I certainly hope so. 

Senator Carenarr. Now, getting back to tips. You were asked a 
moment ago some questions on that. My question is, Can a tip be a 
good one as well as a bad one? It has been brought out here with 
regard to tips, that every time a tip goes out, the man that follows the 
tip will lose money. Are there not just as many tips that go out 
where they make money, where it is what might be called a good tip! 
For example, had someone been tipped off a few days ago that the 
proposed merger of Remington Rand and Sperry C orp. would take 
place—I understand the stock went up today about 5 points—they 
would have made money, would they not? 

Mr. Epersrapr. Well, it comes down to a definition of what you 
mean by a good tip. I don’t think there is such a thing as a good tip. 
With regard to some tips, subsequent conditions may prove that the 
fellow who followed the tip made or lost money. ‘But the idea of 
inducing people to buy or sell securities on no sound information or 
study whatsoever is unqualifiedly bad. 

Senator Carenarr. Yes. But suppose I had said to you 5 days 
ago, “I know that Remington Rand and Sperry are going to merge. 
And when they do, of course, as you know, the stock will go up.’ 
Would that have been a tip? 

Mr. Exersrapr. I suppose that would be what you call a tip, Senator. 

Senator Carrnartr. The reason Iam asking you these questions is 
that one of our most troublesome spots in this i inquiry at the moment 
seems to be with regard to tips. 
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Mr. Exersrapr. I have expressed myself on tips. I would not lay 
undue importance on tips. I would not dignify tips too much. I 
would spread the information that tips are ‘gotton out generally by 
irresponsible people that don’t know what they are talking about. 
In most cases they are gotten out for some motive which is not a 
proper motive. In many cases probably they are gotten out for no 
reason at all. Those cases I don’t know much about. 

Senator Carrnart. Let me say this. If they put out a tip that is 
absolutely correct 

Mr. Eserstapr. Excuse me, Senator 

Senator Carenarr. And the facts are proven 

Mr. Eserstapr. There “ain’t” no such thing, because even if they 
give you a tip which is a fact, there is no guaranty that other factors 
wil not enter into the market and depress that. stock, in spite of the 
news. I have not seen the market today—I have been occupied—but 
the fact that this or that stock may have gone up the amount that 
you speak of, is quite possible if there is a very strong market. And 
the single fact which a tip conveys by no means guarantees a rise. 
There are a multitude of other factors that are related to it that 
the tip does not deal with at all. 

Senator Carenart. You know the Government issues reports on the 
anticipated production of wheat and corn 

Mr. Eserstapr. Very good reports, too. 

Senator Capenart. They are excellent reports. They are very, 
very careful to keep them secret up until the time they issue them. 
But I have noticed that the commodity market always responds one 
way or the other when those reports are issued. Is that tipping? 

Mr. Exserstapr. I would not call that a tip. I would call that the 
highest grade of official information. 

Senator Caprnart. You call that information. 

Mr. Eperstapr. Yes. 

Senator Carrnart. Why—because it is factual? 

Mr. Exerstapr. Because it is based on very careful study by com- 
petent people who have no motive connected with the use of that 
information. 

Senator Carenart. Would you call it tipping if I or someone else 
said to you, you heard it over the radio or saw it printed that such- 
and-such a company has a new process for making something that 
will revolutionize and increase their sales? 

Mr. Epersrapr. Senator, it depends who said it to me. If an out- 
standing research institution, serious people, said that to me and 
said “That is worth looking into,” I would classify that as probably 
investment information. If they said to me “You better buy that 
stock because—” then I would say that was a tip and that they were 
talking to the wrong man. 

Senator Carenart. The reason I am asking these questions is 
because, as I again want to repeat, it seems to me one of our trouble- 
some things, and the heads of the stock exchanges testified that it 
was troublesome to them 

Mr. Exerstapt. Very. 

Senator Carenart. I think you said before it was troublesome to 


you. The question is, How can you control it, or should you try to 
control it? 
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Mr. Exsersrapr. I think the way to control it is to spread as wide 
information as to the recklessness and unreliability of these tips as 
you possibly can. 

Senator Carerarr. In other words, you think the best way to con- 
trol it is to educate the people to pay no attention to it. 

Mr. Exersrapr. Absolutely. 

The Cuarmman. Thank you very much, Mr. Eberstadt. We appre- 
ciate your taking the trouble to come down here and riving us your 
information. It is a very thoughtful study and it will contribute a 
great. deal to our study here, if I may be permitted to c all it a study. 

Mr. Exerstapr. Thank you, Senator. If you are in need of : 
witness to testify as to the friendliness of your attitude toward your 
witnesses, please call on me. 

The Cuarrman. The next witness is Mr. Carey, secretary-treasurer 
of the Congress of Industrial Organizations. Mr. Carey, we welcome 
you to our ‘study. Would you care to introduce to the committee any 
of your associates that are with you? 


STATEMENT OF JAMES B. CAREY, SECRETARY-TREASURER; 
STANLEY RUTTENBERG, DIRECTOR, DEPARTMENT OF EDU- 
CATION AND RESEARCH; AND NAT GOLDFINGER, ASSOCIATE 
DIRECTOR OF RESEARCH, CONGRESS OF INDUSTRIAL ORGANI- 
ZATIONS 


Mr. Carry. Mr. Stanley Ruttenberg, director, Department of Edu- 
cation and Research, CLO, and Mr. Nat Goldfinger, associate director 


of research, C1O. 

Mr. Chairman, members of the committee, I am James B. Carey, 
the secretary-treasurer of the Congress of Industrial Organizations. 
I am also president of the Internation! Union of Electrical, Radio, 
and Machine Workers, C1O. 

L might say at this point that the hot tip contained in Walter Win- 
chell’s column this morning in the New York Mirror, that I was 1 of 2 
standby witnesses held by this committee in order to prevent Walter 
Winchell from testifying, is not at all true. 

The Cuamman. I agree with you it is not at all true. But that 
is not the first time. 

[ am pleased to have this opportunity to appear before this com- 
mittee on behalf of the CIO to discuss recent stock-market develop- 
ments. 

We of the CIO are concerned with the stock market not as a body 
of investors, but as trade unionists and citizens who are vitally inter- 
ested in the national economy and its institutions. I think that this 
committee should be commended for its investigation of the stock 
market, because stock prices since mid-1953 have moved far out of 
line with other economic trends. 

Since the middle of 1953, production, employment, business sales, 
and most other economic indexes have mane downward or sideways. 
Yet unemployment and stock prices moved up sharply in the past 20 
months. 

From the second quarter of 1953, before the economic downturn 
started, to the fourth quarter of 1954, the gross national product de- 
clined by 2 percent, national income by 2 percent, total business sales 
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by 4 percent, total employment 1 percent, and the price level remained 
stable. Unemployment went up 87 percent in that period. Despite 
these overwhelming indications of softness in the national economy, 
Standard & Poor’s price index of 480 stocks rose 35 percent. 

To me, this sharp rise in stock prices in a period when most other 
economic indicators pointed downward is a crystal-clear indication 
that something is wrong. ‘The issue, as I see it is not the current level 
of stock prices, but why have they boomed in a period of general 
economic slack ¢ 

An examination of the facts behind this rise in stock prices, I believe, 
reveals the development of a most unhealthy lack of balance within 
the economy. 

The American economie system today is considerably stronger than 
it was in 1929—thanks to the stabilizing forces, such as social security, 
unemployment insurance, farm-price supports, legal minimum wages, 
and the extension of collective bargaining that were built into the 
economy by New Deal-Fair Deal legislation and by a strong trade- 
union movement. 

But there are too many analogies between the recent growth of 
economic imbalances and trends in the latter 1920’s to make me feel 
complacent about our present state of economic affairs. 

To say that excessive speculation was a major contributing cause 
of the 1929 stock market crash and the depression that followed is 
merely to dodge the main issue. There were reasons for excessive 
speculation in stocks in the latter 1920’s and those causes are rather 
inalogous to the imbalances that have developed in the national econ- 
omy since the advent of the Eisenhower administration. 

An article in the February 1955 issue of Fortune, What Caused the 
Great Depression, outlines some of the main causes for the unhealthy 
stock market boom of the late 1920's: 

1. The concentration of income in the upper income groups actually increased, 
especially in the latter half of the 1920's. 

2. The share of tae disposable national income claimed by the top 1 percent 
of incomes, between 1920 and 1929, increased by half, from 12 percent to 18 
percent, 


° 


3. Between 1920 and 1929, profits, interest, and rent, which went largely to 
upper income groups, increased 45 percent, whereas total wages and salaries, 
which comprise the bulk of the income of the lower and middle income groups, 
rose only 13 percent. 

4. Between 1920 and 1929, while factory productivity or output per man-hour 
was increasing 55 percent, hourly wage rates in manufacturing rose only 2 percent. 

5. There was also a growing imbalance in the distribution of corporate profits. 
Corporations with profits of more than $1 million accounted for 65 percent of all 
corporate profits in 1925, 71 percent in 1927, and 80 percent in 1929. * * * Actu- 
ally, big companies tended to dominate profit figures partly because they had the 
resources to become more efficient. Their ability to administer prices cannot be 
overlooked, however, in accounting for the fact that consumer prices did not fall 
as rapidly as productive efficiency rose. 


These economic imbalances of the 1920’s—which were morally and 
economically wrong—bear an unfortunate resemblance to a number 
of recent trends. 

Asa result of administration policies and of the economic downturn, 
wealthy families have seen their incomes rise, while the total income 
of low and middle income groups have declined between mid-1953 and 
the end of 1954. The income position of wealthy groups makes for 
an availability of funds for investment in stocks. While the poten- 
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tial demand for stocks has been rising, the wage-price-profit-invest- 
ment policies of corporate enterprise have been based on internal 
financing and the administration’s tax policies have further encour- 
aged the financing of new investment out of internal sources. 

Administration policies have encouraged upper income families to 
invest in the stock market—thereby increasing the demand for stocks— 
while at the same time they have encouraged corporations to engage 
in large-scale internal financing, which results in the flotation of only 
an extremely limited number of net new stock issues. The facts do 
make it appear as if the administration has conspired to boost stock 
prices. 

When we examine recent trends in personal income, we find the 
growth of an unhealthy and inequitable development—a rise in the 
personal incomes of upper income families, while the incomes of lower 
and middle income groups have declined. 

Between the second quarter of 1953 and the fourth quarter of 1954, 
iabor income declined by $1.4 billion and farm income by $1.1 billion 
(annual rates), while rental income rose by $0.4 billion, dividend 
income by $1.1 billlion, and personal interest by $1.4 billion (annual 
rates). Personal income from professional and unincorporated busi- 
nesses in those 18 months remained the same. (See appendix, table 2. ) 

It is not strange that this immoral and economically evil develop- 
ment has occurred. This growth of inequities and imbalances in per- 
sonal income has been, in part, the result of the economic downturn 
which the administration failed to combat. But it has also been the 
result of the success of the administration’s policies and actions. 

For over 2 years now, the trickle-down economic philosophy of the 
Andrew Mellon era of the 1920s has been the outspoken view of Sec- 
retary of the Treasury George Humphrey and other leading admin- 
istration spokesmen. The economic philosophy, policies, programs, 
and actions of the administration have consistently emphasized the 
need to protect and advance the income position of the top income 
groups—the investors—to the detriment of the income positions of 
the great mass of American families in the low- and middle-income 
groups. 

Shortly after the administration took office, it announced the issu- 
ance of a long-term, high-interest-rate bond issue which tended to 
increase interest rates generally. The hard-money deflationary policy 
of the administration, in the spring of 1953, helped to increase Incomes 
from interest payments, most of which goes to upper income investors. 
The incomes of these investors were thereby aided and an additional 
potential demand for stocks was created. This policy also compelled 
an increase in stock dividends to keep stocks more competitive with 
bonds and thereby also helped to make stocks more attractive. 

While the administration was enga ging in a restrictive monetary 
policy, in early 1953, it reduced the margin requirements from 75 to 
50 percent. for the purchase of stocks. “It was fighting a phantom 
inflation with a deflationary monetary policy generally, while, at the 
same time, it made it easier for speculators to buy stocks on margin 
and was feeding the fires of inflation on the stock exchanges. 

In 1954, the administration promoted another program that encour- 
aged upper income investors to concentrate more of their funds in 
stocks. Was it not the deliberate policy of the present administration 
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to select stockholders as a specially privileged group, entitled to spe- 
cially devised income-tax reductions? And have we not been told 
many times by administration spokesmen that the reduction in income 
taxes on dividends, enacted in 1954, is merely a first step toward 
eliminating so-called double taxation on dividend income? 

[ have not heard Secretary of the Treasury Humphrey or other 
administration spokesmen propose a plan to eliminate multiple taxa- 
tion on bread—which the Republicans used as an example during the 
1952 campaign and which affects the purchasing power of the com- 
mon ordinary citizen. But the entire administration went to work 
last year to get congressional approval for a grant of special income- 
tax privilege for stockholders. 

This step by the administration has had several effects on economic 
developments that relate to the rise in stock prices. It is helping to 
increase the after-tax incomes of upper income investors, whose in- 
comes have been rising generally. And it has tended to attract people 
with available savings into the stock market in an attempt to obtain 
tax savings. 

Ever since taking office, the administration, as I see it, has engaged 
in policies that boost the demand for stocks—by assisting the income 
positions of upper income groups (investors) and by reducing the 
margin requirements on stock purchases. 

With the potential and actual demand for stocks rising, what has 
been the financial position of corporations and their policies concern- 
ing the flotation of new stock issues ? 

‘he wage-price-profit-investment policies of corporations, in com- 
bination with the administration-sponsored accelerated depreciation 
provision of the 1954 tax law, have combined to encourage the financ- 
ing of investment from internal sources, rather than from the flotation 
of any large number of new stock issues, 

Corporations in general—the large corporations in particular—are 
in excellent financial shape. Their earnings have been high, deprecia- 
tion allowances have been rising, and their liquid holdings are sub- 
stantial. 

In examining the financial position of corporations, or the trend of 
their earnings, it is now meaningless to look merely at their profit re- 
ports—both before and after taxes. The profit reports alone, without 
consideration of depreciation allowances, indicate very little about a 
firm’s financial resources. Furthermore, comparison of 1954 profit 
reports with previous years does not reveal any significant trend, unless 
depreciation allowances are taken into account, because of the growing 
size of these allowances and the 1950 and 1954 changes in tax laws that 
relate to depreciation. 

Charges for the depreciation of new plant and equipment are posted 
in a corporation’s books as a cost. An increase in depreciation allow- 
ances, therefore, shows up as increased costs and results in an under- 
statement of before tax and after tax profits. 

In 1950 the tax law was revised to permit corporations to rapidly 
depreciate. Government-approved, defense-related new plant and 
equipment in 5 years instead of the usual 20 years. The financial re- 
ports of firms that have obtained approval for such accelerated de- 
preciation—most of them are large corporations—indicate increased 
costs and understated profits, both before and after taxes. 
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Last year the administration rushed to the defense of the corpora- 
tions by proposing and obtaining the enactment of a rapid deprecia- 
tion provision in the tax law to apply to all corporations that wish to 
use it. As a result, the depreciation charges of corporate enterprise, 
which have been rising since World War II, rose $1.3 billion between 
1953 and 1954 and can be expected to increase even faster in the future. 

Concerning the new depreciation provision, the Johns-Manville 
Corp. recently stated in its annual report that “the effect in 1954 was 
small but will increase over the years as additional facilities are 
acquired.” 

When we examine the record of corporate profits plus depreciation 
allowances, we find that in 1954 corporations did almost as well as at 
the all-time peak, despite the general economic decline and reduced 
sales. 

The depreciation allowances of all United States corporations (ex- 
cluding banks and insurance companies) skyrocketed to $12.5 billion 
in 1954 from $6.2 billion in the prosperous year 1948. Corporate gross 
earnings (profits before payment of taxes and dividends plus deprecia- 
tion allowances) went up from $37.4 billion in 1948 to $45.5 billion in 
1954. Despite the decline in sales in 1954 and despite the record pay- 
ment of dividends last year, corporate gross savings (retained profits, 
after payment of taxes and dividends, plus depreciation allowances) 
were close to the all-time peak; they were $19.5 billion in 1954, com- 
pared with $18.6 billion in 1948. (See appendix, table 3.) 

If we take the General Electric Co. as an example of one of our giant 
— ions, we find the following substantial rises in after-tax profits 
and depreciation : 

General Electric Co. 


Profits after | Depreciation 
taxes allowances 


1948 Seen 5 $123, 835, 316 $38, 273, 383. 
1949. _- is. FE | 125, 639, 051 47, 499, 188 
1950 wR ee oe ne 51, 213, 660 
1951 ; _..| 1 188, 116, 527 56, 519, 432 
SOR. Fai ogre 4-39 cbse | 151,719,905 | 59, 733, 720 
1953_._.. > edhpienhe apeceanameter tad emeinladieoncian een 7 a 67, 269, 345 
1954. ...-..-- sii SAT 1360 Gia 212,613, 221 | 79, 481, 810 


' ! Net income reduced by $865,000 as a result of a change in the bookkeeping records of tungsten 
nventories, 


The effects of the 1950 accelerated depreciation provision for 
defense-related plant and equipment can be seen in these figures. And 
with the 1954 tax revision in effect, the depreciation charges of 
General Electric can be expected to mount in the years ahead. With 
profits rising and depreciation allowances mounting, it is clear that 
General Electric, as one example, is in an excellent financial condition. 

The extremely rosy financial health of General Electric and cor- 
porate enterprise in general is, in good part, the result of the corpora- 
tions’ wage-price-profit policies, as well as the Government’s tax 
policies. An examination of the record of corporate enterprise gen- 
erally—and the large corporations in particular—shows that their 
earnings and savings have resulted from profit margins that are too 
high for the long-run health of the national economy. The wage- 
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price-profit policies of corporations have been based on break-even 
points that are generally too low, on a price structure that could be 
reduced, and on wages that could be raised. 

A major reason for the high-profit margin policy of the corpora- 
tions is to hold fabulous financial reserves within the corporate 
structure to enable them to finance new investment with a minimum 
of dependence on net new stock issues. And the facts reveal just 
that—the overwhelming proportion of new investment has come from 
internal financing rather than from the flotation of new stock issues. 

Consumers and wage and salary earners have been paying for most 
of corporate enterprise’s new investment, out of wages that are too 
low, prices that are too high, and profit margins that are generally 
too great. Instead of relying for the most part on the risk capital 
of investors, corporations have relied to an overwhelming extent on 
costless capital—for which they pay neither dividends nor interest— 
derived from their profits and depreciation allowances. 

Government tax policy has aided the corporation’s drive for internal 
financing. In 1950, after the start of the Korean war, the Govern- 
ment decided that it would be necessary to bribe corporations to build 
new defense-related plant and equipment by offering them rapid de- 
preciation for such investment. With this bribe acting as a carrot, 
billions of dollars of approved new plant and equipment have been 
built and are being rapidly depreciated in 5 years instead of the usual 
2) years. And that plant and equipment is turning out civilian as well 
as defense-related goods that produce additional profits for the cor- 
porations. 

In 1954, the administration obtained approval of an accelerated 


depreciation provision in the tax law that applies to all corporations 
for any type of investment. In effect, the stain ptretion gave strong 
encouragement to the existing tendency of corporations to finance in- 
vestments from internal sources. 

In commenting on the 1954 depreciation provision, the Johns-Man- 
ville annual report states : 


The immediate effect is to depress stated earnings, but the long-range effect is 
to improve the cash resources available for future capital expenditures, for 
dividend payments and for enabling the company to efpand production and 
cmployment. [Our emphasis. ] 

Not only is internal financing encouraged by the combined effects of 
the high-profit margin policies of the corporations and the Govern- 
ment’s depreciation policy, but the payment of increased dividends is 
also encouraged. In 1954, corporate dividend payments were at an 
all-time peak. 


Dividend payments 
Billion 
eaualetesnsinre aera sh Meataes eedaphiceen $7.2 1952 


7.5 


Source: Department of Commerce. 


Rising dividend payments help to attract additional funds into 
the stock market for the purchase of stocks, yet the corporation’s re- 
lanee on internal financing means a scarcity of available stocks. 
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The rosy financial condition of corporations—resulting from their 
wage-price-profit-investment policies and the Government’s deprecia- 
tion policies—in itself provides part of the reason for the jump in 
stock prices after mid-1953, when most economic indexes declined or 
moved sideways. 

The flotation of net new securities is a minor source of funds for new 
investment. 

Between 1946 and 1954, net new securities have accounted for 
merely 19 percent to 25 percent of corporate new plant and equipment 
outlays. 

But if we examine the figures more carefully, we find that the net 
new securities include bonds and notes, as well as common and pre- 
ferred stock. If bonds and notes were excluded, the issuance of net 
new common and preferred stock accounted for only 5 percent to 10 
percent of corporate plant and equipment investment between 1946 
and 1954. (See Appendix, table 4.) 


Corporate securities offered for cash sale in the United States 


{In billions] 


| 1950 | 1951 1952 1953 


Total offerings 
Common stock 


Preferred stock 
Bonds and notes 


Source: Securities and Exchange Commission. 


It is clear from the record that corporations do not depend to any 
significant extent upon the flotation of new stock issues for new in- 
vestment. Stocks are scarce, therefore, not merely in relation to the 
demand, but also in relation to the corporations’ new investments. 

During 1954, for example, General Electric spent $158,759,000 for 
new plant, equipment, and laboratories; and in 1953 it spent $141,- 
046,000 for similar purposes. But General Electric floated no new net 
stock issues in that period, although it did issue a small number of 
stocks for option paren by its executives. 

This type of reliance on internal financing is bad not merely as it 
relates to the stock market, but also for the long-run health of the 
national economy. In the first place, these internal funds are, in part, 
the result of high-profit margins that could best be reduced and there- 
by stimulate purchasing power, spending, and a rising sales volume. 
Secondly, the internal financial resources of corporations are so great 
as to be a potential, if not actual, drag on the economy, since a portion 
of these funds tend to be saved rhiher than placed in the spending 
stream. 

If we add the retained earnings of corporations, after payment of 
taxes and dividends, to their depreciation allowances, we find that this 
sum of potential investment funds was greater than plant and equip- 
ment outlays in every year since 1946. In 1950, it was $7 billion 
greater ; in 1951, $2.8 billion greater; in 1952, $3.1 billion greater; in 
1953, $2.7 billion greater, and in 1954, $3.5 billion greater. (See Ap- 
pendix, table 5.) 
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Since plant and equipment outlays are by far the largest investment 
expenditure of corporations, these significant differences between po- 
tential investment funds and capital outlays in the years between 1946 
and 1954 are a rough indication of what corporations can possibly 
withhold from the spending stream. Rising levels of business sav- 
ings that do not result in increased business spending for new plant 
and equipment can become a drag on the economy, particularly in a 
period when consumer and Government spending are low by compari- 
son with the economy’s productive ability. 

The wage-price-profit-investment policies of corporations, com- 
bined with the Government’s depreciation policy, have helped to pro- 
duce the rosy financial condition of corporate enterprise at present 
which tends to hide economic imbalances—something to which we 
should be alert. after the experience of the late 1920's, 

A further attraction to upper-income families to seek stock invest- 
ments is the liquidity of corporations, which results from their high 
profit margin policies and the government’s depreciation policy. 

In 1946, after the wartime years of good profits and high savings, 
corporations’ holdings in cash and Government securities were $38.1 
billion. By the end of the third quarter of 1954 these liquid holdings 
had risen to $48.7 billion. Corporate holdings in cash and Govern- 
ment securities have increased both in amount and as a pereent of total 
current liabilities, by comparison with pre-World War II years. In 
the immediate postwar years, liquid holdings were high, by com- 
parison with tialiiiiien, due to wartime savings, From 1950 onward, 
liquid holdings have settled at 53 to 55 percent of total current 


liabilities, significantly above 1939-41 relationships, and they may well 
continue to rise in the coming years. The liquidity strength of eor- 
porations is a reflection of their high earnings and rising depreciation 
allowances. (See Appendix, table 6.) 

A front-page editorial statement in the March 8, 1955, issue of the 
Journal of Commerce states: 


The ability of business to meet an increase in its aggregate capital require- 
ments that may reach $12 billion this year without recourse to more external 
financing seems to be an anomaly. It demonstrates how far American industry 
has gone in securing sources of funds outside the bank and the capital mar- 
ket. * * ® 

Most of the added funds from internal sources represent larger depreciation 
allowances. 

The growth in these allowances reflects the heavy investment in new plant 
and equipment. More rapid depreciation of new fixed assets, authorized by 
the Revenue Act of 1954, will further speed the rise in depreciation allowances, 
already swelled by accelerated amortization of defense facilities. 

Depreciation during the first year of life of a fixed asset can be double the 
former rate under the declining balance method now made available to all 
taxpayers. 

Retained profits also will be larger this year, as the profits trend has turned 
upward. 

The halt in liquidation of current labilities, as well as the increased flow 
of funds from depreciation and retained earnings, explains how corporations can 
finance greatly increased working capital needs this year with little resort to 
external borrowing outside the public utility industries. 


Indeed, the March 1955 newsletter of the National City Bank of 

New York points out that under the present depreciation provisions of 

the tax law, a corporation can increase its liquid holdings although it 

reports no net profit on operations. The bank’s newsletter states: 
60650—55——49 
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An important factor to consider in interpreting the corporate earnings reports 
issued this year, particularly in the manufacturing industries, is the increasingly 
heavy charge to expense being made by many companies for the depreciation 
of their physical properties due to wear and obsolescence. Such charges already 
were rising sharply because of the great expansion made during recent years 
in the cost of plant and equipment on which they are based. In addition, current 
charges include accelerated depreciation rates on defense facilities as permitted 


by law, plus stepped-up regular rates as authorized by revisions in the Internal 
Revenue Code of 1954. * * * 


To the extent that rates for amortizing the cost of property are increased, 
they reduce the pretax earnings, the taxes, and the balance after taxes. In the 
case of many leading companies producing steel, nonferrous metals, chemicals 
and military equipment generally, such charges have since prewar days expanded 
several fold and often exceed total dividend payments. * * * 

Aside from their influence on reported earnings, depreciation charges are im- 
portant because they constitute an increasing internal source of funds for 
financing business. ‘This is due to the fact that they are an expense item involv- 
ing no cash outlay at the time but representing instead the recovery, in piecemeal 
fashion, of the original capital investment in plant and equipment. In other 
words, even if a company reported no net profit on operations it would, theoreti- 
cally at least, experience a gain in cash holdings by the amount of its depreciation 
charge—assuming no capital outlays or other special transactions affecting the 
cash flow. [Our emphasis.] 

The liquid holdings of a corporation, therefore, indicate its financial 
strength. But they need not necessarily reflect the corporation’s cur- 
rent operations or even its recent operations. High liquidity may 
conceivably be a false rosiness that indicates a fever, rather than sound 
health. 

If this can possibly be true for a corporation whose operations are 
in difficulty, the liquid pee of high profit corporations is much 
stronger. And yet, the liquidity, in itself, of even such corporations, 
need not necessarily reflect the actual condition of the corpora- 
tion’s operations. High and rising depreciation allowances help to 
permit a corporation to present a rosier view of its real condition than 
its operations may warrant, : 

But the liquidity strength of most corporations does provide for 
internal financing and for the payment of large dividends. It attracts 
upper income savings into the stock market. And it helps to increase 
the demand for stocks, while at the very same time it greatly limits 
the need of corporations to seek new funds through the flotation of 
new stock issues. 

Corporate earnings reports for 1954 are quite revealing, despite 
their understatement of before- and after-tax profits. 

Many corporations, especially the large ones, presented profits-up, 
sales-down reports. These peculiar-sounding reports of after tax- 
profit increases, despite reduced sales in a period of general economic 
decline, reflect the termination of the excess-profits tax, effective 
January 1, 1954, and the rising productivity of American industry. 
It also reflects the high-profit margin policies of the corporations, 
especially the large ones. 

The March 1955 newsletter of the National City Bank of New York 
reports on the bank’s tabulation of the earnings reports of 2,392 cor- 
porations. Despite the understatement of earnings and despite the 
decline in business sales, these corporations reported a 4-percent rise 
in after-tax profits—$10.8 billion in 1954, compared with $10.4 billion 
in 1953. 

The praees rise was particularly striking for the large corporations. 
General Electric, for example, reported more than a 28-percent rise 
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in after-tax profits last year (and these profits were understated), 
despite a 5-percent drop in sales. For General Electric last year, a 
sales decline of $169,049,753 produced a rise in after-tax profits of 
$46,885,382. : , 

. “Then I compare this for the General Electric Co. Their profits 
after taxes in 1953 were $165,727,889. In 1954 their profits after taxes 
rose to $212,613,221, or an increase in profits after taxes of $46,885,332. 
Their sales and services in 1953 totaled $3,128,127,301. It was reduced 
in 1954 to $2,959,077,548, or a reduction in sales and services of $169,- 
049.753. In other words, while their profits go up tremendously, their 
sales and services go down. 

Many other corporations, especially the large ones, have reported 
similar stories for 1954—a clear indication of their excessively high 
profit margins. ' > 

Although in 1954 there was a reduction of the Federal tax burden 
for many corporations—especially the large ones that dominate most 
of our Scouinanienien industries—and despite rising depreciation al- 
lowances and increasing man-hour output, the price level last year 
did not decline. For the 2d quarter of 1953 to the 4th quarter of 
1954, the indexes of wholesale and retail prices remained approxi- 
mately the same. Indeed, the index of the wholesale prices of non- 
farm, nonfood products rose slightly in that period. Most corpora- 
tions—the dominant large ones in particular—could have reduced 
their prices last year and increased their wages, without doing any 
damage to their profit-making ability. Instead, prices in general re- 
mained stable and the profit margins of corporate enterprise in gen- 
ral rose, despite the decline in sales and general economic conditions. 
The financial position of corporations was strengthened and their re- 
sources for the internal financing of new investment was made greater. 

The National City Bank Newsletter states : 

Analysis of the income accounts of the large companies (in manufacturing 
industries) thus far reporting indicates that dollar sales billed last year were 
down 7 percent. Operating expenses were reduced to a somewhat smaller 
extent, and there was a decrease in pretax earnings of 12 percent, which, to- 
gether with expiration of the excess-profits tax, resulted in a cut of 25 per- 
cent in Federal tax liability. 

The benefits of these savings from improved productive efficiency 
and reduced taxes were not shared with consumers through price re- 
ductions nor adequately shared with employed wage and salary earners, 
whose incomes increased only slightly—from an average $72.04 a 
week in manufacturing industry in June 1953 to $74.30 in December 
1954. 

While the profit margins and financial strength of corporations 
generally improved last year, this was not true of all businesses. The 
March 1955 National City Bank Newsletter states: 

Despite the continuing high level of corporate earnings in the aggregate, the 
number of business failures last year, according to Dun & Bradstreet’s statistics, 


totaled 11,086, a jump of 25 percent over 1953 and the highest since 1941. The 
liabilities involved in failures totaled $462,628,000 last year and were up 17 


percent to the highest level since 1933, 
A further examination of the reports on business failures reveals 


that the overwhelming number of failures were among small firms, 
with assets of less than $100,000. 
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The profitability of corporations in general and the large corpora- 
tions in particular is further revealed by the Federal Trade Sen. 
mission and Securities and Exchange Gostaiasion reports on the 
profits of manufacturing corporations for the first three quarters of 
1954. The report for the last quarter of 1954 is not yet available. 

Despite the decline in employment, production, and sales during 
the first three quarters of 1954, manufacturing corporations as a 
group reported after-tax profits of 9.7 percent of their stockholders’ 
equity. At the 9.7 percent rate of return one could regain the original 
price of an investment in a little over 10 years. 

The big manufacturing corporations, with assets of $100 million 
and over, reported after-tax profits at 11.6 percent of their stock- 
holders’ equity. The 11.6 percent rate of return was close to the 1953 

rate, despite the overall economic decline, reduced sales, lower employ- 
ment, and production. 

When we examine these rates of return on stockholders’ equity for 
corporations by asset size, we find that in the first three quarters of 
1954 the rate was 5.4 percent for corporations with assets under 
$250,000, and more than double that rate of return—11.6 percent—for 
corporations with assets of $100 million and over. There was a sharp 
decline in the rate of return on stockholders’ equity between 1953 and 
the first three quarters of 1954 for the group of corporations with 
assets under $250,000—a 7.3 percent rate of return in 1953, and a 54 
percent rate of return in the first three quarters of last year. See 
appendix, table VII. 

A similar picture is presented by an examination of the rates of 
return on sales. Although employment, production, and sales in the 
first three quarters of 1954 were below 1953, profits after taxes as a 
percent of sales for manufacturing corporations were greater in 1954 
than in the pevious year. This is an indication of the increase in 
profit margins. 

However, when we examine these rates of return on sales for the 
first three quarters of 1954 we find that for manufacturing corpora- 
tions with assets under $250,000, the rate was 1.2 percent, and it was 
6.2 peo for manufacturing corporations with assets of $100 million 
and over. 

Furthermore, when we compare the rates of return on sales by the 
asset size of manufacturing corporations, we find a decline in the 
rates of return in the first three quarters of 1954, by comparison with 
1953, for the group of corporations whose assets are under $100 
million. But the manufacturing corporations with assets of $100 
million and over showed a substantial rise from a 5.7 percent rate of 
return on sales in 1953 to a 6.2 percent rate of return in the first three 
quarters of 1954. See appendix, table VIII. 

The profits reports for 1954 clearly reveal one of the major sources 
for the internal financing of new investment by corporate enterprise, 
excessively high profit margins. They indicate that the rosy finan- 
cial conditions of, corporations eee and the giant corporations 
in particular, is, in good part, paid for by consumers and by wage 
and salary earners. 

A reduction of these excessively high-profit margins, through wage 
increases and price reductions, would be best for the long-run health 
of the national economy. It would tend to increase consumer pur- 
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chasing power, which is the base on which the economy rests, and 
which provides the major incentive for continued business invest- 
ment. Corporate profits in that case would depend, not on a ag 
margins but on an increased sales volume, the reverse of what hap- 
pened last year when the profits of many corporations rose, despite 
reduced sales. 

A realistic appraisal of the administered price condition of much 
of the American economy, the domination of most markets by a few 
giant firms, makes it self-evident that profit margins are not going to 
decline without a real effort by Government and private institutions. 
A good deal more public awareness concerning the wage-price-profit- 
investment policies of corporate enterprise is necessary. 

As I see it, therefore, the sharp rise in the price of stocks after 
mid-1953, when most economic indexes declined or moved sideways, 
is the result of growing inequities and unbalances within the economy. 

The rise in the personal incomes of wealthy families, which has been 
assisted by administration policies, has helped to bring about an in- 
crease in the demand for stocks. This increase in demand has also 
been encouraged by the reduction in margin requirements from 75 to 
50 percent in early 1953 and by record total dividend payments. 

The amount of net new stock issues, however, has been meager by 
comparison with the demand, as well as by comparison with new cor- 
porate investment. The overwhelming proportion of corporate out- 
lays for new plant and equipment has been financed out of internal 
financial resources and not from the flotation of net new stock issues. 
The tremendous internal financial resources of corporate enterprise 
in general, and of the blue-chip giant corporations in particular, is 
based partially on their high-profit-margin policies and encouraged 
by Government tax policies relating to depreciation allowances. 

Administration policies have helped to build up the demand for 
stocks by upper-income groups and have likewise encouraged corpo- 
rate policies of financing new investment out of internal sources, rather 
than through the flotation of new stock issues. The combination of 
these two policies contributed to the sharp rise in stock prices after 
mid-1953. 

Not only do I consider it nonsense to claim, as some previous wit- 
nesses have done, that the capital-gains tax is responsible for the 
stock-market rise after mid-1953, but I think that the investment 
community itself has helped to contribute to this rise. Despite the 
increasing demand for a limited number of available stocks, some 
investment houses have added to this demand by advertising cam- 
paigns designed to entice middle-income persons into the stock market 
and thereby raise the demand for stocks still further. 

An increase in margin requirements, as I see it, would be a wise 
step, designed to reduce the demand for stocks at this time. Stricter 
enforcement of stock-market regulations by the Securities and Ex- 
change Commission is likewise important. Such measures, however, 
will not change the inequities and imbalances in the economy that 
underlie the abnormal rise in stock prices during the 1953-54 down- 
turn in economic activities. Additional measures are necessary to 
get at the roots of this situation. 

The wage-price-profit-investment policies of corporate enterprise 
need a public airing. I think it may well be appropriate for this 
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committee to move on to a study of the profit-margin policies, the 
wage-price-profit-investment policies, of corporations with assets of 
$100 million and over, who dominate most of the national economy’s 
markets. 

A new look at the tax structure is likewise 7 ame The grant of 
a special tax-reduction privilege for stockholders should be elimi- 
nated to remove an inequitable feature of the tax law that helps to 
build up an excessive demand for stocks. The accelerated deprecia- 
tion provision of last year’s tax revisions should also be removed, 
to eliminate this special privilege for corporations that encourages 
the financing of new investment out of internal financial resources. 

The provision that permits the accelerated depreciation of defense- 
related facilities, in existence since 1950, requires reexamination, the 
limitation of the issuance of new certificates of necessity which grant 
Government approval for such accelerated ee and, perhaps, 
the complete elimination of this provision. In a situation affecting 
the national security, such as in 1950 and 1951, it may be necessary 
to provide special tax advantages for the expansion and dispersion 
of vitally needed defense-related industries, although tigther admin- 
istration of such a law than has occurred would be best. It is ques- 
tionable, however, whether this provision now serves any significant 
purpose affecting the national security. 

I think that the stock market has a place in our free economy, 
perhaps an important place. Its function should be to provide equity 
funds for the financing of business investment. The Government 
should properly regulate stock-market activities to curtail excessive 
speculation andi to protect the investor, the small investor in particular. 

The large-scale financing of new corporate investment out of 
internal financing should be a he profit margins of cor- 
porate enterprises should be reduced and Government policies that 
encourage internal financing should be eliminated. The financing of 
new investment, as I see it, should largely arise from the issuance of 
new shares of stock, rather than from rising depreciation allowances 
and high profit margins. 

The overwhelming proportion of new investment that is financed 
from internal resources—costless capital—is bad for the stock market 
itself, and is certainly an evil from the viewpoint of consumers and 
wage and salary earners. The major proportion of new investment 
should not come out of a price structure that is too high and a wage 
structure that is too low. Government policy should be the opposite 
of what the present administration has advocated in this regard; 
Government policy should encourage the financing of new investment 
out of new stock issues, rather than from internal resources. 

I would hope that this hearing will lead to others—— 

Senator Carrmart. Mr. Chairman? Mr. Carey, will you yield for 
one question? What do you mean by “internal resources”? You 
have used that possibly 15 or 20 times, 

Mr. Carry. Yes, sir. I suggest that the example I use that is indi- 
cated in the financial report of the General Electric Corp. might be a 
good example. 

Senator Carrnart. You mean plowing back the profits they make 
into expansion? Is that what you meant 

Mr. estat Well, the example I use, sir, indicates that since World 
War II, General Electric has accumulated almost a billion dollars that 
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they use for the purpose of expanding their enterprise, building new 
plants and facilities, so they have a billion dollars available that they 
use for that purpose without finding it necessary to go out on the 
market for new issues. 

Senator Capenart. I see. And you think that is bad? 

Mr. Cargy. To that degree, sir, I think it is extremely harmful. 

Senator Carenart. Really what they do is plow back their profits 
that they make in building up—— 

Mr. Carey. No, sir. What they do is pay the workers in General 
Electric too little. And they use those funds. They increased their 
dividends from 1953 to 1954 by 60 percent. They would increase 
wages only, after considerable effort, by 2.68 percent. 

I say in my testimony, Senator, that General Electric should have 
reduced the prices of the items they placed on the market to give the 
consumers a break, and they should have increased the wages to give 
the workers a better and fairer portion of their own productivity. 

Senator Caprnart. What it really amounts to is taking the profits 
they make and reinvesting them in expansion in their own business. 
Is that it? 

Mr. Carer. No, it is the profits, that they call profits, taken over 
the backs of the consumers and over the bent backs of the workers. 
They maintained their extremely high profit level. They increased 
their profits in 1954 just in 1 year by 28 percent—at a time, according 
to this report released last night, that General Electric has now almost 
12,000 people less employed, while they make this increase of 28 percent 
in profits. A portion of those profits, plus all this investment from 
internal funds for building and development, should have been 
reflected in reduced prices and in increased wages. 

[ would hope that this hearing will lead to others which can develop 
a fuller examination of current economic inequities and imbalances. 
It has been said before that a thorough public examination of economic 
trends in 1927 or 1948 could have saved us a good deal of human mise 
that followed the stock market collapse of 1929. I certainly wis 
that this committee will help to strengthen the national economy and 
help to correct the imbalances and inequities that have developed in 
the recent past. 

I have further added, since my prepared testimony, a short state- 
ment. I am prompted to issue this statement because of the testimony 
of the Secretary of the Treasury Humphrey before this committee on 
March 15. He said that the discussions before this Senate committee 
“can easily contribute to a questioning of confidence and uncertainty 
as to what the future may hold.” 

The Secretary’s brazen statement alarms me. 

If this recent bull market is nurtured by so poor an economic pas- 
ture that a few words before this Senate committee can cause its 
destruction—as Secretary Humphrey appears to maintain—then he 
has indicted the economic policies of the Eisenhower administration. 
Those are policies of which Secretary Humphrey appears to be the 
chief architect. His statement is a confession that those policies are 
built on a will-o’-the-wisp. 

We have criticized the economic policies of the Eisenhower admin- 
istration. We are against trickle-down. We believe that those pol- 
icies have contributed markedly to this bull market—a market that 
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reflects the well-being of wealthy families and wealthy corporations, 
rather than of widespread prosperity among the lower and middle 
income groups. 

But we would have thought that this administration, which has 
boasted time and again of the soundness of its economic philosophy 
and policies, would have more confidence in its work than Secretary 
of the Treasury Humphrey has indicated. 

The Secretary sateen it appears, that the administration has 
built itself an economic house of straw. We in the CIO have appealed 
for a house built of bricks, to withstand possible future economic 
storms. 

For that, we in the CIO have been pilloried and harried and libeled 
by Secretary of the Treasury Humphrey and other leaders of this 
administration—and by name especially the Secretary of Commerce, 
Sinclair Weeks. 

Now, by his testimony before this committee, Secretary Humphrey 
has gone further in his confessions than we in the CIO have ever 
accused. 

If Secretary Humphrey is correct in his statement, the Senate com- 
mittee should not adjourn its hearings, as he requested, but should 
expand and accelerate them, in view of the weak foundations of the 
economy about which Secretary Humphrey voiced a confession. 

On the other hand, 214 years of watching this administration in 
action have helped convince us that sometimes it issues statements for 
effect, rather than for their substance. 

If that be the case here, this committee should all the more continue 
its investigations—to find if we are as near to economic disaster as 
Mr. Humphrey has declared, or whether he is merely trying to 
“buffalo” this committee, the United States Senate, and the American 
people into an unquestioning, silent acceptance of the trickle-down 
economic theories propounded by Mr, Humphrey and his Cabinet 
associates. 

I feel certain this committee, under the able leadership of Senator 
Fulbright, will not be silenced. I do know definitely that the CIO 
will not be silenced. 

Mr. Chairman, we are concerned about this tremendous unemploy- 
ment in this country. We have been concerned about it. We have 
indicated our concern. Likewise we are concerned about automation 
in American industry, as we are concerned about the tremendously 
accelerated pace of runaway operations by these giant corporations. 

These things tend to depress the feeling of security that people have 
in the American society. And I do hope that one of these days that 
this Senate of ours will give some attention to the needs and concerns 
of the working people of this Nation. 

There has not been a piece of New Deal or, you might say, progres- 
sive legislation enacted in Congress since 1938, with the possible ex- 
ception of the full-employment law, which is totally and completely 
ignored at this time in our opinion. We do think that the farmers 
and workers of America ought to get some consideration, and we 
think that steps must be taken to avoid what happened to many of 
us not too long ago. 

It was my—not choice, but I left school in 1929 ibly the worst 
time to leave school. I did have employment mia a get a guaran- 
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teed annual wage. I am working in our industry as a representative 
of labor. ‘And t do hope that someday the business agents of business 
now on the payroll of the Government will be taken off and see that 
these great corporations pay for their own spokesmen, not have them in 
these important places in Government. 

I think the best description of the trickle-down theory was made 
by one of our illustrious Catholic priests in this country, a man who 
has dedicated his life in the farm areas—Father Lagude. He said 
in describing this economy: “A system by which we feed the horses 
well so that the sparrows may eat.” 

Senator Frear. Does that complete your testimony, Mr. Carey ? 

Mr. Carey. Yes, sir. 

Senator Frear. You are now prepared for questions? 

Mr. Carey. Yes, sir. 

Senator Frear. Senator Capehart. 

Senator Carenart. Well, I can only come to one conclusion, Mr. 
Carey. I might say this: I have known Mr. Carey since I think about 
1928 or 1929. He was with the Philco Co. in Philadelphia, and I was 
with the Capehart Corp., and we were selling Philco some goods. Mr. 
Carey was working on them. So I have known Mr. Carey for many, 
many years. But [ could only come to one conclusion as a result of 
your statement here—that you feel the only way you can correct this 
situation is to elect a New Deal Democratic President. 

Mr. Carey. No, sir. I think there are other things that must be 
done as well. Our labor unions must become much more aggressive 
if they are going to render their proper role in our society. We are 
going to have to secure a greater measure of continuing income for 
the Nisei workers. We submit the program of a guaranteed an- 
nual wage. That ought to be a must in 1955. We should get substan- 
tial increases in wages. We should increase this minimum wage much 
more than the 90 cents that has been suggested. We have to improve 
these safeguards that we have enacted to these last years during the 
New Deal/Fair Deal period. It seems to have ended in 1938. We 
haye not done very much except to improve the existing legislation. 

But we had better look at some of these safeguards and see what 
we can do. 

There are 6 States in this country of ours, like Rhode Island and 
Connecticut, Pennsylvania, New Jersey, Massachusetts and New York, 
that have represented in the Senate their full quota of Senators, but 
if you take those 6 Senators and the Governors of those 6 States it 
gives us at the present time 18 people that ought to compare notes. 
Nine happen to be Democrats. Nine happen to be Republicans. But 
they ought to be particularly concerned because some of these present 
practices in American industry will be devastating in their home com- 
munities in these States. 

In addition, of course, Indiana and Ohio have to be included, but 
have not felt the brunt of this thing as yet. 

might suggest that those 6 States and their representatives ought 
to be concerned about the situation. Some of the devastation that 
goes on in making semighost towns out of some of these communities 
in those New England States and Penneylvania, New Jersey and 
New York can do more damage than an atomic bomb can do in terms 
of making people homeless and causing people to be hungry. 
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Now, if we are to be called agents of gloom and doom or if when 
we talk about automation a member of the President’s Cabinet says 
that is merely echoes of Marxism, I can understand that Secretary 
Weeks does not know very much about American industry nor has 
concern about American working people. 

Now, we did not have a rush of suicides in our ranks at the time ot 
the stock market crash. But I think when a person is unemployed it 
is Just as serious to that person and his family as some of these people 
who felt their only hope was to jump out some window and endanger 
the lives of the people walking on Wall Street. 

Now, we have, we think, some reason to be concerned. 

Senator Carenart. There is much in your statement that I can 
agree with, and there is some that I cannot, but I certainly con- 
gratulate you upon thinking about the problem of jobs as you have 
here. I think I would have liked your statement a little bit better 
if you had been a little bit less bipartisan about it or nonpartisan. 

You hit the present administration pretty hard, particularly Mr. 
Humphrey. They have only been in now a little over 2 years. 

Mr. Carry. No—— 

Senator Cargpnart. It is pretty hard for me to believe that all you 
complain about could happen in 2 years’ time. And you heap no 
praise upon the present administration. You do heap praise upon 
the past administration, which was in for a straight 20 years. 

Mr. Carey. I indicated no—— 

Senator Capenart. If there is any complaint about the 90-cent 
minimum wage, they had 18 years to correct it in. 

Mr. Carey. Well, they took some steps. 

Senator CarpHart. I agree with you that one of our big problems 
in America today is bigness and monopolies. But my observation 
is that they have grown up during the last 22 or 23 years. 

Mr. Carey. I would not question the efficiency of the Eisenhower 
Administration. I find that Secretary Humphrey and Secretary 
Weeks have managed in just 3 years that they have been in office— 

Senator Capruart. Two years. Twenty-seven months. 

Mr. Carry. Less than 3 years. For them to get our economy into 
the position it is now took a previous Republican administration 
three terms. 

Senator Carenart. Well, Mr. Carey-——— 

Mr. Carry. And I worry about it. I frankly—— 

Senator Cargnart. You do not mean to sit there and tell me that 
the economy of the United States at the moment is not in at least fairly 
good shape? 

Mr. Carey. For business it is in excellent shape. 

Senator Carrnartr. Well, we—— 

Mr. Carey. We are tickling these corporations to death. 

Senator Carrnartr. We have got pretty much full employment. 

Mr. Carey. No, sir. That I deny. 

Senator Carznart. We have about three million people out of 
work, have we not? I mean generally speaking conditions are pretty 
good. They are not quite as bad as you picture them. 

Mr. Carey. In your industry and my industry, Senator, conditions 
are not good for the working people. your industry and my indus- 
try, in the electrical industry, the companies are able to produce 
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more goods with less people. They have not designed a synthetic 
consumer as yet. 

Senator Carnnart. Yes, but Mr. Carey, you cannot blame the 
Government for that, can you? This increase in efficiency of cor- 
porations and these machines to eliminate men? You cannot blame 
the Government for that. 

Mr. Carey. Well, sir, I say to you in a tax program that was re- 
cently a matter of public concern and discussion in the Senate I 
cannot help but suggest that maybe we ought to look at that again. 
The Government has a responsibility and a role to play. I do not 
blame the Government or this administration for all the shortcomings. 
It is the combination that concerns me. It is the policies of the pres- 
ent administration plus the policies of these giant corporations that 
cause us the concern. 

They seem to be encouraging each other to engage in this activity. 
The present administration encourages these corporations, and these 
corporations seem to encourage the present administration. 

Senator CapeHart. I was under the impression these corporations 
grew big under the previous administration, over the past 20 years. 

Mr. Carey. I am not arguing against bigness, even the stock mar- 
ket. I would want a bigger and better stock market in this country. 
I am not arguing that just bigness in itself is a bad situation. I 
am simply asking these very profitable corporations to share their 
prosperity with the consumers and with the workers that made their 
profits possible. And if they fail to do that, they will be condemning 
this Nation to another depression. And there is so much unemploy- 
ment at the present time that it creates fear and concern on the part 
of those people who are now employed. 

Senator Carenart. In other words, your position is that these big 
corporations ought to pay more wages? 

Mr. Carey. And reduce prices. 

Senter Capenart. You cannot blame Mr. Hisenhower for that, 
can yous 

Mr. Carey. Not entirely. I would say that President Eisenhower 
apparently disagrees with Secretary Humphrey as to the purposes of 
this committee, and, if you notice, I tried to be more specific in my 
presentation than to place all the responsibility on President Eisen- 
hower. 

Senator Cargrnart. Let me say this: I have always been a great 
believer and still am that in running a business, and Government is 
pretty much the same, you have got to have people in your business 
who say “No” and others who say “Yes.” You have got to have 
people in your business who are constantly watching out for flat 
spots and watching out for troubles, constantly watching out for them. 
I am always glad to have people point out troubles and weaknesses 
to me, so I have no criticism of your pointing out those which you con- 
sider to be weaknesses, 

Senator Frear. I am sorry ; the Senator’s time has expired. 

Senator Carrnart. I again say that some things I can agree with 
and others I cannot agree with. 

Senator Frear. Senator Lehman. 

Senator Leman. Mr. Carey, I listened to your statement with very 
great interest. I am in general agreement with it. I want to assure 
you that so far as I can as a Senator and a former Governor of New 
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York State help in the question of unemployment, which unquestion- 
ably obtains in a very substantial degree in the State of New York, I 
shall do it. 

I am very much concerned about unemployment in certain industries 
and in certain areas of our State. 

I also want to say that I am in full agreement with you with regard 
to your indictment of the trickle-down theory of the present admin- 
istration. You expressed my views much better than I could have 
expressed then. But I did express my views on the floor of the 
Senate on this very important subject on a number of occasions and 
again during the debate that we have just completed covering the tax 
bill in which we tried to get a pitifully small additional allowance for 
the people of small means in this country. 

At the time the taxes were reduced by the Federal Government, the 
only justification that was advanced was that such action would in- 
crease production and would inerease employment. Obviously that 
has been a complete failure. Production is lower than it was the first 
quarter of 1953. Employment is lower than it was at that time. 

One question that I do want to ask you, among others, is: In your 
statement of the increased profits after taxes you very briefly, in fact, 
in only one sentence, referred to the excess-profits tax, the repeal of 
the excess-profits tax, which certainly was a boon to a great many of 
the companies. You quoted figures of the earnings before and after 
taxes of the Gneral Electric Co. and showed a tremendous reduction 
to the benefit of the stockholders, to the benefit of the internal struc- 
ture of the company. 

On the floor of the Senate recently I quoted figures from the du Pont 
Co. which very closely parallel your figures, I showed that in the 
face of a 3.5 reduction in sales their actual earnings increased $104 
million after taxes. I pointed out that those increased earnings were 
due entirely to the reduction in taxes which amounted between 1954 
and 1958 to $146 million, in the face of a reduction in production or in 
sales of 3.5 percent. 

I wonder why you omitted reference to the excess-profits tax which 
has been a tremendous help to these great companies and which has 
not led, as was claimed it would lead, to an increase either in produc- 
tion or in employment. 

Mr. Carry. Senator, my purpose in not emphasizing it more was 
only because of the limitations of time. There are certain other fac- 
tors that I should have dwelt upon as well, such as this automaton 
question. I regret that the President did not see fit to include in his 
report, his economic report, this whole question of automation. Some 
people, like Secretary Weeks, consider that automation is merely a 
faster pace to technological improvement and that it will result in 
more jobs being available in the long run, But the increases in tech- 
nological improvement that we have has in recent years have provided 
more jobs only because the products going to the consumers have been 
at lower cost and that wages have been able to go up, and things of 
that nature. 

These technological improvements merely displace some people tem- 
porarily, but automation displaces most of the people, not just a few. 
It displaces most of them. 
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In my own industry you have automation that means, where 200 
people did work on the production of a radio set, now 2 people can 
do that work. 

Now, we are going to have to find some method of dealing with that 
situation, because those two people, even if you got substantial in- 
creases in wages, even if you doubled or tripled their wages, would 
not be able to buy the radio sets or other items produced by other 
workers. 

This is a tremendously important proposition. I simply suggest, 
Senator, that we ought to have further studies of all the questions, not 
limited to just whether speculation or tips in the stock market cause 
our economic situation to be what it is today in the eyes of the farm- 
ers and the workers, but we ought to go through this whole question 
and have some studies about these inequities and these imbalances. 
And I would hope that it would be done on a reasonably nonpartisan 
basis and that we try to do it without trying to assess the blame in a 
way that seems to make it a reflection on the people who now hold 
positions. } 

We are concerned seriously about the tax structure, the excess-profits 
tax features, these features that provide rapid amortization, these 
features that also make possible the building of plants and facilities 
requiring communities to help pay for them and give some of these 
corporations that have money available to produce them, establish 
these plants and facilities, and yet the communities are required to 
forego the collection of taxes because they are so anxious to get these 
plants erected to provide job opportunities. 

I might say, Senator, despite the billion dollars that General Elec- 
tric, since World War IT, has plowed back into the firm, supposedly 
to increase the job opportunity, we have less people working now in 
General Electric than we had then. And that is important. 

All this investment for new plants and facilities quite frequently 
is investment in new techniques, in new machinery to produce more 
goods with less people. So all these tremendous investments they talk 
about we find bring about a condition where people have less oppor- 
tunity for employment rather than greater opportunity for employ- 
ment. 

Senator Lenman. Mr. Carey, I have no idea, I cannot form any 
judgment, and I do not intend to even try to form any judgment as to 
whether the stock market is too high or too low. I also cannot form 
any judgment as to the exact percentage of new capital improvements 
that should be financed out of equity capital. I am told, however, 
which bears out your statement, that only about 10 percent of the plant 
improvements or extensions have been financed out of new equity 
capital. 

What I am interested in is this: That in spite of the fact that the 
present tax program of the country has permitted a repeal of the 
excess-profits tax, has permitted tremendous allowances for the erec- 
tion of so-called defense plants during the Korean situation, has per- 
mitted aceclerated depreciation, which has cost the Government a 
great deal of money, has forgiven the taxes on dividends to some extent, 
not wholly of course, in spite of all those things and other things that 
have been done there has been no real support for the claim that has 
been made of increased production or increased employment between 
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1953 and the last part of 1954, which was the last date on which I 
have figures. 


Is that not so? 

Mr. Carey. Correct, Senator. 

Senator Frrar. The Senator’s time has expired. 

The committee will stand in recess until 2:30 p. m. this afternoon, 
same place. 

(Whereupon, at 1 p. m., a recess was taken until 2:30 p. m. of the 
same day.) 

AFTERNOON SESSION 


The CHarrman. Will the committee come to order, please? 

Mr. Carey, I am sorry I had to leave, but I had a delegation of farm- 
ers from Arkansas who have grave troubles, and I had to go to lunch 
with them. Therefore I did not hear the end of your statement. [| 
have read a good part of it. 

I would like to recognize the Senator from Oklahoma for 10 min- 
utes of questioning. 

Senator Monroney. Thank you, Mr. Chairman. 

Mr. Carey, I appreciate very much the completeness of your state- 
ment and some of the many things that you mentioned in there. I 
was particularly impressed by the tables that you have in the ap- 
pendix, particularly table VIII, in which you show that the concen- 
tration of economic power in the corporations with assets of over $100 
million is stepping ahead in relation to their profit returns, more so 
than the businesses of under $250,000, and so on. Will that be 
printed in the record, Mr. Chairman? Will these tables and ap- 
pendexes be printed ? 

The Cuatrman. Yes. 

Senator Monroney. I would like to ask particularly that they be 
carried in the record. 

The Cuarman. Yes. It is so ordered. 

Senator Monroney. You consider that that is evidence to you of 
a trend toward the concentration of a greater percentage of our busi- 
ness and of our employment and of our purchasing power and raw 
materials, that is, the dominance of those markets in the hands of the 
giant corporations? 

Mr. Carey. Yes, sir. And in addition to that, a concentration of 
finance as well. These very large corporations are more attractive 
than small corporations are, especially if the corporations are of the 
class that have less than $250,000, as against those in the much larger 
field. 

Senator Monroney. Would it be fair to say also that the ter 
the concentration of power and the size of the market and of block 
employment, and so on, that it gives these corporations an oppor- 
tunity to withhold from the stockholders and not declare dividends 
on a larger percentage of their annual earnings than a smaller corpora- 
tion would be able to do? 

Mr. Carry. Yes, sir. 

Senator Monroney. So the bigger a corporation is, the more it 
could maintain stability of its stock listings and stock prices and still 
plow back into what normally would be and should be equity financing 
a percentage of the profits that the corporation sanito thht year? 

Mr. Carey. Yes, sir. 
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Senator Monroney. Then by getting their equity financing through 
withholding dividends from stockholders, that would tend to con- 
centrate in fewer and fewer hands the stock that is now owned by 
others. 

Mr. Carey. Yes. 

Senator Monroney. And the control of these giant industries. 

Mr. Carey. In does. In addition to that, Senator, it gives these 
large concentrations of productive capacity an advantage even in their 
negotiations with the Government in terms of the defense operation. 
It provides them with an opportunity for withholding from the whole 
public advances made in terms of technological improvements or the 
development of new items. 

We have some unusual situations that confront us now in the pro- 
duction of plutonium. Only one corporation has the right to produce 
plutonium, and it sepa to be the corporation I referred to in the 
testimony—General Electric. It seems to me now that General Elec- 
tric is negotiating with our Government for a long-term contract to 
produce plutonium at the present cost of production plus their profit. 
They seek to have control over the byproducts of the production of 
plutonium. We would say in a year or two they should have reduced 
the price tremendously and the cost of our Government should be 
reduced tremendously, and the exclusive holding of that particular 
operation by one corporation causes us to have considerable concern. 

Senator Monronry. In other words, in the free-enterprise system 
it is a free competitive enterprise that makes the capitalistic system 
go. When monopoly or the very size of companies leads to exclusive 
contracting with those companies at agreed-to prices, then we do not 
have the free play of our competitive system. 

Mr. Carey. We do not. 

Senator Monronry. Which could lead, and generally does lead, to 
increasing the costs of these things that the Government must buy 
when there is only one source of supply. 

Mr. Carey. That is correct. 

Senator Monroney. We heard a lot in the testimony from the heads 
of the New York Stock Exchange and the American Stock Exchange 
about the locked-in stocks. I wonder if you would also consider the 
fact that billions of dollars of earnings that have been made by our 
corporations on the stock exchange—that around 50 to 60 percent of 
of those earnings have been withheld from the stockholders and have 
been plowed back into the corporations, not for necessary reserves 
against bad years but for actual equity financing, which you so ably 
described in your statement. 

Mr. Carey. That is what I described as costless financing. 

Senator Monroney. Would it not also be true of these giant cor- 
porations which are usually controlled by rather small groups of 
people, that they are locking in the dividends that these stockholders 
would otherwise be earning and they should declare a larger or more 
normal portion of their earnings as dividend payments? 

Mr. Carey. Yes, sir. I might say one great danger there is that 
they not only lock in the dividends but also deprive the public of 
the benefits of technological improvement when prices should be going 
down, and prices should be going down very rapidly in the whole 
electronics industry ; and wages should be going up. The only issue 
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of stock that General Electric, let us say, has made, was on a stock- 
option plan to corporation officials. That creates a scandalous situa- 
tion when you look at it from the standpoint of how they vote them- 
selves, through the concentration of control over the stock and the 
lack of participation on the part of share owners generally, in the 
important decisions of the corporation through proxy arrangements 
a things of that nature. Also, what that does in terms of what you 
might call the balanced best interests of the consumers, share owners, 
and employees and managers. 

Senator Monroney. In your table I believe you show plant and 
equipment outlays for 1954 at $22,500 million. That is correct, is it 
not ? 

Mr. Carey. Yes, sir. 

Senator Monroney. Yet in your net new securities that were issued 
to finance that plant expansion there were only $6,500 million of 
new securities issued, of which, your statement says, the ey stock- 
holding; that is, common and preferred stocks, represented only from 
about 5 to 10 percent. 

Mr. Carey. That is correct. 

Senator Monrongy. So that actually around $650 million would 
represent the only increase in equity holdings in that $22,500 million 
worth of expansion. 

Mr. Carey. That is correct. 

Senator Monroney. The rest of it was either plowed back earn- 
ings or money withheld from stockholders by action of the board of 
directors, or financed through debentures or other evidences of debt. 

Mr. Carey. Yes, sir. 

Senator Monroney. I notice you testified earlier against the extreme 
plow-back of earnings that are not given to the stockholders. Cer- 
tainly 100 percent of that amount would not have been reinvested in 
those same securities, would it? 

Mr. Carey. No. They would have gone into the spending stream— 
the consuming machinery of our economy. 

Senator Monroney. Which would have broadened our consumer 
market and led to greater employment and greater use of raw mate- 
rials, and a broader diffusion or distribution of the products that 
the companies make. 

Mr. Carry. And the working of the competitive system. 

Senator Monrongy. That is right. In the stock market’s program 
to have people own a part of the American economy and of our 
American industry, which has been so widely publicized, would you 
not say that $650 million worth of new equity financing out of $22,500 
million is a rather insignificant amount that American investors would 
be allowed to own? 

Mr. Carry, It is a very insignificant amount, and because it is, in 
comparison with what is available for that purpose, it creates pres- 
sures to increase stock prices. 

Senator Monronry. We had testimony here I think that roughly 
a third of the stocks on the market currently are held by industrial 
trusts or fiduciaries. The control of the voting rights of that stock 
does not rest in the individual investor in the investment trust, does it? 

Mr. Carey. No, sir. It usually rests with the management, who 
get the votes that are supported by the amount of stock in those 
combinations. 
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Senator Monroney. Which means very few men at the head of these 
investment trusts or fiduciaries will have control of at least a third 
of the stocks being dealt in today ? \ 

Mr. Carey. That is correct. J 

Senator Monroney. Then the older stockholders whe have held 
this stock through the years, and the equity buildup that has resulted 
from the failure to declare dividends—that leaves that control in a 
few hands also. 

Mr. Carey. That is correct. 

Senator Monroney. So that our failure to spread the base to allow 
these Americans to own a part of American industry makes it also 
somewhat misleading, does it not? 

Mr. Cargy. That is correct. 

Senator Monroney. Is there any way that you know of that that 
could be devised so that the stock market, which is normally advertised 
as the place to receive new equity capital, could be expanded to ful- 
fil that purpose more adequately ¢ 

Mr. Carry. They should pay out these large concentrations of 
wealth in the form of dividends, or lower prices and higher wages. 
I do not profess to be an expert regarding the stock market, although 
I have been the financial officer of the CLO since it held its first con- 
vention. That covers a period of some 17 or 18 years. I do serve 
as a trustee for stock we hold in industrial corporations. My own 
union has a pension fund for its field staff. We arrange that 80 
percent of that, by its rules, is required to be invested in Government 
bonds; 20 percent of it invested in industrial stocks. We buy five 
shares of stock from each of the corporations we deal with in col- 


lective bargaining. That makes us entitled to their financial reports, 
and also to have a participation at their stockholders’ meetings, as 
well as various other privileges that are accorded to the share owners. 

It is quite possible that representatives of our organizations speak- 
ing in behalf of the hundreds of thousands of our members who own 
1, or 2, or 8 shares, or a few million shares of stock, could actively par- 
ticipate in some of the stockholders’ ere. We get some educa- 

Oo 


tional results flowing from that. People me conscious of the 
impact of a stock market transaction on their wages, hours, and work- 
ing conditions, and on the health of our whole economy. Some people 
will wonder why the CIO will be so anxious about the high prices of 
stocks today. But despite that 60-percent increase in the payment of 
dividends in General Electric and 28-percent increase in profits over 
last year, if you buy shares of stock of General Electric on the market 
today, the return at these very high dividend levels would give you 
only a 8-percent return on stock that you purchase as of now. Less 
than 3 percent, in fact. So that at the next meeting of the board of 
directors I can anticipate that there will be a little propaganda that 
3 percent is not nearly enough, and we have to raise our dividends 60 
percent more in order to pay about 5-percent return on the level of the 
stock market or the price it will be, or that it is at the present time. 

Those things are rather shocking to us to see that through all of these 
activities people in factories have to work much harder, and they get 
so little increase in pay for that increased work. 

When I mentioned this morning that General Electric during this 
period, according to their figures, have 11,900 less people working now 
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than they had, it does not only mean some 12,000 people were dis- 
employed. General Electric opens a plant in Rome, Ga., let us say. 
They hire people at lower rates and the work that is performed and 
being produced there was previously performed up at Pittsfield, Mass. 
So in order to have a reduction of 12,000 people on their payroll it may 
mean, as it does at General Electric, that more than 22,000 people were 
laid off. There were some additional ones hired in some of the new 
plants, but we have thousands of our people laid off in some of these 
plants right in those communities. 

In those communities people have investments in their schools and 
transportation setups, and in their homes and various other places. 
Other corporations are not going to move into Pittsfield, Mass. There 
is a deliberately planned campaign to have a large group of workers 
who are now unemployed standing by, ready and able to work at the 
convenience of the corporation. These people have used up their 
unemployment compensation to which they were entitled. We have 
“gobs” of people who are unemployed, without job opportunities, in 
these communities like Lynn, Mass.; Pittsfield, Mass.; Schenectady, 
N. Y.; and Bridgeport, Conn., and elsewhere. All they are looking 
for is an opportunity to do some work. 

[ heard some figures put forth, and we do not have them in the 
tables here, that things are not as bad as you contend. We had in 
February 1953 a sete annipioyesia of 60.9 million. In 1954 we had 
less employed than we did in 1953. It was 60.1 million. Now, in 
February 1955, there are 59.9 million people employed. That means 
we have lost, year after year, the opportunity for employment. It 
means that the children coming out of our schools in America will not 
have a chance to get employment in the present-day market. That 
is the situation if they come out at the rate of 750,000 children a year 
coming out of school. They do not have a snowball’s chance of get- 
ting employment. 

We go down to the factories and the manufacturing employment 
figures, and we find the same thing is true. We had 17.2 million 
employed in February 1952; we had 16.8 million employed in 1954; 
we had 16.1 in 1955. So here again manufacturing industry is em- 
ploying less people in February 1955 than they employed in February 
1953, at a time when you have an expanding labor market. 

The only thing we know that can be done under the circumstances 
is to expand our consuming market rapidly. To do that we ought 
to reduce prices; we ought to increase wages; and we ought to depend 
more on increased sales than we do on these restrictive practices to 
maintain high profit levels. 

Senator Monroney. The alleged reason for the passage of the tax 
bill of last year, giving more than $1,600 million in benefits to cor- 
porations and investors, was given as being that it was to draw out 
new investment into production, and to put more dollars to work to 
make more jobs. Your figures on last year show around $650 million 
being the only new equity issues. This year perhaps it will have 
been only General Motors, I believe, and A. T. & T., who are the only 
two that have announced big stock flotations of equity capital so far. 
In other words, instead of drawing capital into work and into new 
investment and new industry, and in expanding production, we have 
found instead that it has led into a split-up of stocks and higher 
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prices in the stock market, whereby the supply of stocks has not been 
forthcoming to put these dollars to work. Is that correct? 

Mr. Carey. That is correct. 

Senator Monroney. And the only way that the new dollars will be 
added to the production force will be by the issuance of new equity 
stocks, or more debentures ¢ 

Mr. Carey. Yes, sir. 

Senator Monroney. So that the tax bill, which was based on draw- 

ng new investments into our industrial system, has certainly not 
delivered on the promise that was made. 

Mr. Carey. That is correct, and we have also not had delivery on 
the promise by these capital investments that new job opportunities 
will be developed. Most of the capital investments by General Motors 
and by these other corporations are to reduce the opportunity for job 
employment because of the addition of automation, which is being 
adopted in the automotive industry. They will be able to produce 
far more items with far less people that way, and most of the invest- 
ment, instead of providing additional job opportunities, tends to re- 
duce job opportunities. 

Senator Monrongy. Let me ask you about this automation. I do not 
know too much about it. What would be the normal life for depre- 
ciation purposes of this automation ? 

Mr. Carey. Well, automation itself is a process. 

Senator Monroney. I am talking about the devices of automation. 

Mr. Carey. In our industry we produce the automatic machinery 
that will be used in other industries for the purpose of reducing the 
job content and supposedly increasing opportunity for employment 
by producing things cheaper and better, and in that way expanding 
the market. 

We find, in the production of the automatic machinery, that we 
are now using automatic machinery to produce the automatic ma- 
chinery, which has resulted in questions arising in our minds as to 
where are we going to find the consuming power. We have a great 
number of outstanding examples of how we can produce automatic 
inachinery by automatic methods with very little actual labor con- 
tent in that work. It provides a whole new concept which is a subject 
for consideration in itself. We were shocked to find the President’s 
Economic Report had no mention of it whatsoever. We called this to 
the attention of the congressional committees, and fortunately they see 
in this a field that deserves some attention and some consideration. 
So we have under way now, we understand, interest on the part of 
Senator Douglas and others, to see what the impact of this will be on 
our American society. 

I might also say that it will have tremendous impact on the culture 
of our Nation as well. We no longer need one orchestra to produce a 
record that can be duplicated and put in every juke box in the country. 
We now have an electronic device which can imitate any sound what- 
soever. It can use an old record, let us say Caruso’s record. They 
can have Caruso singing bebop now, and have that put into recordings 
using his voice, 

There are a great number of things that will be derived from this 
automation. It can be either a tremendous blessing or it can be a great 
danger. If it is in the hands of those who have been engaging in these 
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restrictive practices, we are fearful that, instead of being a blessing, 
it is going to do great injury to the whole free enterprise system and 
our ability to preserve this Nation in the manner to which we have 
become accustomed. 

Senator Monroney. Organized labor historically in this country has 
operated on a different basis from labor in foreign countries in en- 
couraging labor-saving devices to allow men to use machinery to 
produce better and more cheaply. 

Mr. Carer. Yes, sir. And we have expended our resources in other 
countries, explaining to the workers in England and others parts of the 
world the reasoning that we have behind our program to invite im- 
proved technology, and to invite things such as automation. But we 
also say this: It must be done with due consideration to the whole 
society; not just to the share-owners; not just to the members of 
management. But the members of management must assume a re- 
sponsibility to the whole society in introducing these new methods, so 
that the whole society will get the benefits. 

Senator Monroney. In other words, a portion and perhaps a sub- 
stantial portion of these savings should be reflected (1) to the con- 
sumer in lower prices to encourage greater consumption; and (2) 
to labor, because of the great increase in productivity per man-hour 
that is occasioned by that introduction. 

Mr. Carry. Yes, sir. 

Senator Monroney. Let me ask you again if you could give me an 
idea of the write-off time of these new devices of automation. 

Mr. Carey. Most of them, because they are coming into existence 
now, will be written off in a period of some 5 years. 

Senator Monronry. Would they be put on accelerated deprecia- 
tion ? 

Mr. Carry. Yes, sir. 

Senator Monronry. So tax benefits in extreme amounts are being 
allowed for the writing off of two-thirds of the value in one-half 
of the time? 

Mr. Carey. Yes, sir. 

Senator Monroney. The tax laws are so set under this last tax 
bill as not only to encourage it, but to make it extremely profitable? 

Mr. Carry. Yes, sir. They are intensifying it to a degree where 
we asked for some relief with regard to taxes. 

Senator Monroney. It is coming faster, you think, than the labor 
force can be adjusted to meet it without growing unemployment? 

Mr. Carey. That is correct. You might find some device by which 
we just refuse to graduate children from school. That will take care 
of that. Or, perhaps it is like a story that our school system is fine, 
but there are just too many children. 

We ought to recognize as well, in addition to this concentration 
in speed up of technological improvement that you also have this 
situation of people working shorter hours without getting pay that 
they formerly received for 40 hours. 

In addition to the bare facts here on the number of people employed 
there is the fact that those who are employed in American manu- 
facturing industry are not employed getting overtime premium pay 
as they were a couple of years ago. They are working less hours than 
they were a few years back. So that there is a tremendous deficiency 
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in consuming power developing because of some of these developments 
and because of the way that the tax program has been set: up, as well 
as the things engaged in by management and American enterprise. 

Senator Monroney. Going to your table I, in which you show the 
various branches of our income earning public, I believe labor income 
shows a decrease from the fourth quarter of 1954 as against the 
second quarter of 1953 of $1.4 billion ? 

Mr. Carey. Yes, sir. 

Senator Monroney. That represents how many people in the labor 
force? 

Mr. Carey. 48 million wage and salary employees. 

Senator Monronry. Then the wages and income of 48 million 
workers have been decreased by $1.4 billion as against 1953. The 
farm proprietors’ income you show has shrunk $1.1 billion, and that 
is also representative of some 8 million or more farmers who are in a 
working position. Is that not correct? 

Mr. Carey, That is correct. 

Senator Monroney. Business and professional people are shown as 
equal. There is no rise or fall. 

Mr. Carey. It remains substantially the same. 

Senator Monronny. Then you come to the only factors that you 
illustrate in our economy relating to a sound, broad-based | ty 
which has shown an increase, is rental income, up 0.4 of a billion, 
and dividend income, up 1.1 billion, and personal interest, which is 
up 1.4 billion. Of course, transfer payments do not enter into the 
spending stream. That is bank income largely, is it not? 

Mr. Cargy. Yes, sir. 

Senator Monroney. So that the only factor of that—— 

Mr. Carey. The transfer of payments, sir, are largely unemploy- 
ment insurance and old-age and survivors’ insurance. 

Senator Monroney. So that it does not come into the general earn- 
ing power of your people. That is income from retirement pay. 

Mr. Carey. Largely Government payments, but they do go into 
the spending stream. 

Senator Monronry. So consequently these figures you gave me of a 
laboring force of 48 million and 9 million farmers would represent 
57 million people who are not as well off in the last quarter of 1954 
as they were in the second quarter of 1953. 

Mr. Carny. That is correct. 

Senator Monroney. How many people are in this other group re- 
ceiving rental income and dividend income and personal interest? 

Mr. Carey. Well, it would be relatively a few million. There are 
some duplications in this. There are some people who have several 
sources of income, unlike the 48 million referred to and the over 8 
million in the agricultural field. They would normally have one 
source of income. The relatively few million people would be covered 
by those categories toward the end. It would be a very small per- 
centage of our society. 

Senator Monroney. You could not give us the number? 

Mr. Carey. I would not know. 

Senator Monroney. I thought the Federal Reserve figures showed 
that in that table. 

Mr. Carey. I think the recent figures we have available would show 
some 5 million people would come in the area of having dividend 
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income. But there is a heavy concentration in terms of 0.6 of 1 
percent that get 80 percent of the dividends. 

Senator Monronry. One other thing. This increase in dividend 
income and rental income and personal interest income does not re- 
flect the increase in the present market values of their stocks in any 

way, but merely shows the increase in the income? 

Mr. Carey. That is correct. 

Senator Monroney. What is the amount of the increase in the value 
of the listed securities on the stock exchanges since this bull market 
started ? 

Mr. Carey. That would be the 18-month period ? 

Senator Monroney. Yes. 

Mr.Carny. We use in my testimony the Standard & Poor’s index, 
and that shows 35 percent. 

Senator Monroney. You do not know what that would figure out 
in billions?’ I know I have seen the figure published in one of the 
papers—I think $66 billion of increased value in the equity holdings 
of our stocks. I am not sure that figure is correct. 

The Cuatrman. According to the testimony, it is about correct. 
My staff member says 195 for all exchanges, not just the New York 
Stock Exchange but all listed exchanges, so 35 percent would be a 
little more than a third of that. 

Senator Monronry. So it would be roughly in _ neighborhood 
of about $60 billion where this small percentage of pedpis are much 
better off not only er income but for capital values / 

Mr. Carry. Yes, 

Senator Sailitater. rao there any others in this 49 million in the 
labor group that are down $1.4 million in their income alone who 
have any increase in their equity holdings or their condition of wealth, 
but not having it declared ? 

Mr. Carey. “Not an appreciable increase. We have been told that, 
in view of what is happening in these industrial stocks, we ought to 
encourage our people to make purchases of them so that they could 
get in on the “gravy train,” too, but with the kind of increases that we 
hav e been able to negotiate during this 18-month period that run, say, 

i 2.68 percent increase in wages in face of the reduction in hours that 
they receive, and therefore reduction in income, there is not very 
much room for them to buy in on this general situation. The same 
thing applies with the other workers with regard to industrial stock. 

The ( ‘HAtRMAN. The Senator from Indiana would like to ask some 
questions. 

Senator Monroney. Just two more questions and I will be through. 

The Cuatrman. I do not want to shut him off. 

Senator Monroney. If he wants me to yield at this point, I will 
be glad to yield. 


The Cuamman. He wanted to ask a few questions. He is getting 
a little restless, I think. 

Senator Monroney. If I may resume this line of questioning after 
he has completed. 

Senator Capeuart. Mr. Chairman, I do not think it is fair for you 
to say I am getting restless. 

The Cuamman. I apologize. I merely thought—— 
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Senator Capenakt. I think it is fair for you to say I am questioning 

the fairness we are talking about. This gentleman has been asking 
questions now for 36 minutes, and the rule was 10 minutes. 

The CuatrmMan. I said that I was perfectly willing to abide by the 
rules if he wished me to, and he said, “Well, don’t bother.” As I say, 
] think in all fairness you ought to yield to the Senator from Indiana, 
and I will come back to you. 

Senator Monrongy. I am delighted to yield. 

The Cuarrman. I apologize for saying you are restless. It was a 
manner of speech. You are perfectly content within your rights. 

Senator Capenart. We all seem to get mixed up once in awhile. 

Mr. Carey, what is a fair wage? 

Mr. Carey. Well, a wage has not only to be considered in relation- 
ship to the individual. A wage has certain other duties to perform, 
as well as maintaining the individual and his dependents. It ought to 
have some reasonable relationship with what the worker is able to pro- 
duce, so that we can keep our economy in operation. A fair wage col- 
lectively, considering all the people that receive wages and salaries, 
should be enough to buy back the portion of the goods and services in 
the economy that are necessary to keep the economy operating at a high 
level, and an ever-increasing level. 

Recently I had an assignment to determine what is a fair wage for 
the Members of Congress and the members of the judiciary. I thought 
they were prey underpaid, and recommended what appeared to be 
an extremely high percentage increase over what they had been receiv- 
ing. Congress in its wisdom or lack of wisdom saw fit to reduce the 
recommendation we made to something below our recommendation. 

It would be difficult to say what is a fair wage. You ask the ques- 
tion. I could not give you a specific answer. I know this: that if 
the workers on an average in General Electric Corp. produced in the 
year of 1954, $24,000 worth of goods and services, that is, the produc- 
tion and maintenance workers on an average produced $24,000 worth 
of goods and services, and received $3,800 on an average in return, 
I would say that the wages they receive are far below what is neces- 
sary to maintain production of those goods and services. 

Senator CaprHart. Let me ask this, then. What is a fair profit? 

Mr. Carey. Well, sir, the same answer would have to apply, be- 
cause you just cannot determine. You are supposed to weigh profit on 
the basis of risk. Now, since in General Motors and General Electric 
there is so very little risk, it follows that there should be little profit, 
but it is not true. We talk a great deal about what is a fair profit in 
a competitive society. In the industry with which I am associated, 
there is very little competition, if any, at the manufacturing level. A 
great deal of competition exists around the dealers and the little shops, 
but you cannot suggest that, in the case of the automotive industry or 
the electrical manufacturing industry, there is any measure of competi- 
tion at all. It is certainly an administered price structure. I would 


say that if profits are too igh, you create this glut that exists. 
Senator Caprnmarr. Mr. 


arey, what do you consider a fair profit ? 
Is it 8 percent, 2 percent, 5 percent, 8 percent, 10 percent on sales? 
What do you consider a fair profit? In your statement and your 
answers to the Senator from Oklahoma you have been talking a lot 
about profit. "What is a fair profit ? 
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Mr. Carny. Well, sir, I cannot talk about what is a fair profit with- 
out it being in relationship to what is received by other sections of the 
society for the contribution they make for the good of the whole. I do 
think that it is a crime that cries out for correction if we increase the 
dividends paid in General Electric by 60 percent over the course of a 
year, we increase wages by 2.68 percent, and we fail to reduce prices 
and we lay off a lot of people. And if General Electric can expand 
without going to the market for investment funds, I would say there 
is something awfully wrong there. 

Senator Capenart. That brings up this question. Why are you so 
anxious to have General Electric or any other company go to the 
market? Why are you so opposed to a company plowing back its 
profits into its own business? How else can a little fellow ever en- 
large his business if he does not plow back his profits? Why are you 
so opposed to plowing back profits to increase production to get more 
capital, and why are you so anxious to have them sell stocks? 

Mr. Carey. I am not talking about the little fellow. I am talk- 
ing about these big fellows. 

Senator Carenart. When you talk about the big fellow you hit the 
_ fellow, and when you talk about the little fellow you hit the 

ig fellow. 

Mr. Carey. As you know, it is not because I think the bankers 
have a grievance. I say it because of what it does to our society, 
what it does to our economy, what it does in terms of putting panels 
out of work. If General Electric deprives the public of the benefits 
of reduced prices and deprives its workers of the benefits of increased 
wages and the people are working themselves out of jobs by that kind 
of a situation, and unemploymeht—— 

Senator CaprHarr. I will agree with you that those three things 
are very, very bad. 

Mr. Carey. What I am objecting to, Senator, is General Electric 
taking money that rightfully belongs to the workers or benefits that 
belong to the public and using that in place of risk capital. 

Senator CareHarr. You have a great staff of statisticians. You 
have a couple of very fine gentlemen behind you there. You must 
have at sometime or other in your organization arrived at what you 
consider to be a fair profit. What would you say would be a fair 
profit on sales for General Electric? Would you say they are en- 
titled to make 10 percent, 15, 20, or 5 or 6 percent ? 

Mr. Carey. I have no dogmatic expression at this time. I do not 
know that. I do know that—— 

Senator CarsHart. Do you not think the best definition—— 

Mr. Carey. I was going to say, Senator, that I think wages have to 
be determined through the process of collective bargaining and what 
is to the best interests of the Nation as a whole, and the same way with 
profits and the same way with these other items. I would like to see 
some checks and balances as we have in our society. I think it is un- 
fortunate that the only real check you have is in the determination of 
wages, because management has more than 50 percent say about that. 

Senator Carenart. You were talking about these General Electric 
factories, I believe, up in Massachusetts. They are all going south. 
Is that your complaint? 
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Mr. Carey. Not only just that. It is their going south encouraged 
by Government programs in the form of tax amortization and other 
forms. 

Senator Capenart. It is not because they can get cheaper or lower 
wage rates down there? 

Mr. Cargy. Yes, sir. 

Senator CappHart, Is that not primarily the reason? 

Mr. Carey. Well, they call it better atmosphere for business. It 
not only means lower wages. It also means that " 

Senator CareHart. Why do they get lower wages in the South? 

Mr. Carzy. The Taft-Hartley law, I suppose, is about the biggest 
thing. 

comabe Capgenart. Why does the Taft-Hartley law apply to the 
South and does not apply to the North, or vice versa? I thought it 
was a Federal law. 

Mr. Carey. It is a Federal law, sir, but we are not as successful in 
organizing the same number in Rome, Ga., as we have been up in 
Pittsfield. We organized them in Pittsfield, and General Electric 
moved to Rome, Ga. So we organized the workers in the G. E. plant 
in Rome, Ga. We established collective bargaining. And then Gen- 
eral Electric decides to open a new plant in Hickory in the Carolinas. 
So we will go chasing over to Hickory in the middle of Tobacco Road, 
and we will get them organized, and after we get them organized 
General Electric or these companies may go down to Puerto Rico or 
below the Rio Grande. I do not know where they will go. It just 
takes us a little bit of time to catch up to them, but catch up to them 
we will, sir. 

Senator Carzuart. Why is it possible to pay less wages in a South- 
ern State than it is in a Northern State? 

Mr. Carry. Because there is less organization. 

Senator CaprHart. Why? 

Mr. Carry. Well, the Taft-Hartley law makes it more difficult to 
organize nowadays. 

Senator Cappnart. The Taft-Hartley law has not been changed. 
It is the same as it was. 

Mr. Carry. No; it has been changed. 

Senator Capenart. The Taft-Hartley Act has been changed? 

Mr. Carey. Through the process of administration. You ought to 
look at that board that we have that professes to be—— 

Senator Carenarr. The Taft-Hartley Act is a Federal law. It 
applies just the same in Georgia as it does in Massachusetts. 

Mr. Carry. Some places they do not effectively apply the Taft- 
Hartley Act. It was designed—— 

Eee Carenart. You mean the State officials do not, or the local 
officials ? 

Mr. Carey. Let me finish. It was on a basis that if we could get 
the Taft-Hartley law on the books we could restrain the growth of 
labor organizations. We were backward in some remote areas, and 
we had not moved forward. But the biggest item is this: The Taft- 
Hartley law in all its evil has not yet been applied. For the Taft- 
Hartley law to be effective, you need areas of unemployment, and 
that is what is being developed at the present time. I might suggest 
that it is a very difficult thing to operate a labor organization now 
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and try to get the benefits of the Government’s help in bargaining 
collectively, or at least in organizing so they can bargain collectively. 
Why, General Electric has no much capacity they can move these 
jobs around. They do not let the people move around, and they can 
use this capacity in their collective-bargaining approach. to 
whether or not we have collective bargaining in a corporation like 
General Electric, we will know better by September 15, 1955. I do 
not think there will be a plant of General Electric operating on Sep- 
tember 16 unless we get a satisfactory agreement when that present 
agreement runs out, 

Senator Carrnart. That is, to pay the same wages in the South they 
do in the North? 

Mr. Carey. We do not expect to go that far. We expect to reduce 
the differential. Just now the differential in our industry is running 
between 55 and 60 cents. In other industries employers with some 
enlightenment are reducing the differential. In our industry it is 
broadening. 

Senator Carenarr. Mr. Carey, on page 4 of your statement near 
the top you say that increased incomes from interest payments have 
been going to upper income investors. Under the Truman adminis- 
tration the interest on the national debt was 2.353 percent, and under 
the Eisenhower administration at the present time the interest rate 
is 2.311. In other words, the interest rate on the national debt is less 
under Eisenhower than it was under Truman—the interest rate on the 
Government bonds. 

Mr. Carry. Please believe me when I say that everything that was 


done under the Truman administration is, in my opinion—pardon me. 
I just cone | wanted to say that it is difficult to see a difference be- 


tween Charles E. Wilson, of General Electric, who was appointed 
under the Truman administration and Charles E. Wilson, of General 
Motors, who was appointed under the Eisenhower administration. If 
you scratch them, I think you will find they are both industrialists, 
and if you find any difference between them I think Charles E. Wilson, 
of General Motors, is far superior to Charles E. Wilson, of General 
Electric. Now, I am not going to get in a political—— 

Senator Carpenart. My point was that you were complaining about 
interest rates being high. The interest rate on the national debt on 
Government bonds is a little less under the present administration 
than it was before. I see the gentleman with you there shaking his 
head, but the interest rate on December 31, 1952, on carrying of the 
national debt, was 2.353. On February 28, 1955, it was 2.311—not 
much difference but a little. 

Mr. Carey, you complain about accelerated depreciation feature of 
the 1954 tax act. Are you aware that under this provision no corpo- 
ration could claim as depreciation a greater amount than the cost of 
the asset. Has it occurred to you that in event taxes go higher during 
the period of depreciation a corporation will stand to lose more by 
virtue of the accelerated depreciation provision than by the straight- 
line method? For example, on a $100 asset, here is how the two sys- 
tems of depreciation O05 The 1st year is $20; 2d year, $16. That 
is on this rapid amortization. The 3d year is 12.8, the 4th 10.2, next 
8.2, 6.5, 5.2, 4.2, 3.4, and the 10th year it is 2.8. On the straight line 
before we changed the law it was $10 straight through. So when you 
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get up to the 5th year under the present law there is less depreciation 
and they pay more taxes from that time on instead of less taxes. 

Mr. Carey. Senator, do not forget they run it off faster under the 
new arrangement. 

Senator Capgnart. No, they do not—over a 10-year period. 

Mr. Carey. In the old arrangement it was on an even basis, but on 
the new arrangement in the first half you can run off two-thirds. 

Senator Carpenart. The ist year they run off $20 on $100, the 2d 
year $16, then twelve-eight, ten-two, and eight-two, but under the old 
plan they run off $10 each year straight through. 

Mr. Carry. This way you have the rapid amortization. These 
corporations just run it for the 1st year period in which they can run 
off two-thirds of the cost, and then they ie it again in new plants with 
new equipment. ‘They make money by this process in that fashion, and 
yet they have available to Gitdaetlves, wholly owned and under their 
control and direction, a tremendous amount of capacity. 

Senator Capenart. Do you not realize that that capacity is needed 
in America, and do you not realize that every time the facility is in- 
creased 

Mr. Carey. If it is created, why is it not being used ? 

Senator CarrHart. It gives a job to the carpenters and bricklay- 
ers and the plumbers and the railroad workers to haul it, and that you 
are increasing the productive capacity of America. 

Mr. Carey. Getting to be industrial gypsies ? 

Senator Capruarr. I do not know what you mean by that. 

Mr. Carey. Under the old method all the carpenters and railroad 
workers, and so forth, had the employment that grew out of that. 
What I am simply saying is that under the new method it gives the 
ones that need it at least an additional break. 

Senator Carrnartr. Let me say this. You have been complaining 
very bitterly against the monopolies and the big corporations in your 
statement, and I too have been complaining about too many monopo- 
lies getting too big. I am a firm believer in that. But the one thing 
that in my opinion will help the little fellow and put the little fellow 
in a better position to compete with the big fellows is to permit him 
under this amortization plan to plow back his own profits. Thereby 
he can increase his capacity. Otherwise he just cannot possibly com- 
pete with these fellows. In my opinion, had his had this plan in 
effect for the last 50 years you would have less bigness in the United 
States and you would have more manufacturers and more processors 
than you have now, because it would enable the man to plow back 
his profits. How else can you doit? How else can a little fellow with 
a limited amount of capital do it? How can he pay a 52 percent 
corporation tax and have enough left to build his business? He has 
to do it in two ways—either sell stock in his company or plow his 
profits back for expansion. You prefer, I presume, having him sell 
stock. I prefer to have him plow his profits back into his own business 
and develop it. Why should he sell stock? I thought what we were 
complaing about was this so-called stock market. You complain that 
it allows the big fellow to do that, and that as a result he is putting in 
automation and therefore eliminating jobs. 

That is a new problem confronting us in America. T do not think 
that is political at all. I think this idea of automation, where you 
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eliminate many workers as a result of doing the same work with a 
machine, is something that we are going to have to check into and 
look into. It is a new area in America. Whether it is good or bad, 
I do not think we know yet. It is something new. I do not think 
there is anything political about it at all. I do not think you can con- 
demn Eisenhower or praise him for it, or condemn Truman or Roose- 
velt or praise them for it. I think it is just something that has hap- 
pened here in the process of industry. But this idea of being opposed 
to the plowing back of your profits by a little fellow in order to build 
up his business, I just cannot follow you on that. 

Mr. Carry. I am not opposed to the little fellow being able to plow 
back money into his own Soca I am opposed to the use of this 
method of internal finance by the big fellows to increase the concen- 
tration of control and ownership of this industrial enterprise we call 
America. I am concerned about the large abuses. The little fellows 
do not have very much of a chance in our industry with regard to this 
tax amortization and getting the benefits of it. 

Senator Carenart. The little fellow gets it as well as the big fellow. 

Mr. Carey. He is entitled to it, correct, Senator. 

Senator Caprnarr. Yes. 

Mr. Carey. But the record does not show that the little fellows get 
their fair share. 

Senator Carenarr, Under the 1954 tax law he gets it, because every- 
body gets it. It applies to everybody. I think you were thinking in 
terms of the necessity certificates, which everybody certainly a 
not get. In the 1954 tax law which changed the amortization ratio, 
everybody gets it, the little fellow as well as the big fellow. Even the 


farmers get it, as you know. The necessity certificates is a different 
thing. They do not all get those. There were a of those put out 


during World War II and many of them put out during the Korean 
war, and there are still some being put out today. But the 1954 tax 
act gives it to everybody. How are you going to pass a law that ap- 

lies to the little fellow if it does not apply to the big fellow? We 
io never found any way to do it yet. 

Mr. Carey. There are a number of methods that could be used 
to—— 

Senator Carenart. I would be interested in your giving those to 
me. I will not take up the time of the other Senators. I am vitally 
interested in this thing of building up the little fellow, permitting 
him to do it out of his own profits, pulling himself up by his own boot- 
straps. I think it is a great thing, and I have always been for this 
quick amortization to permit this little fellow to do it. 

There is a poe involved which you rightfully called to our at- 
tention, and that is that automation is having a tendency to throw peo- 
ple out of work. That is a problem that we are going to have to solve 
some way. I was never able to sell a man that did not have any money, 
and I was never able to sell a man that did not have a job. 

These big industries that are now putting in these machines to 
eliminate, as you say, hundreds and hundreds of men, or thousands 
of men, will find some day that they will have nobody to sell the 

roduct to which this machine is going to make. So it is a problem. 

t is an economic problem, and they will have to face it. We will 
all have to face it. But I do not think there is anything political 
about it. 
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Let me ask you this, in all fairness. You were awfully critical in 
vour statement of this present administration, particularly Mr. Hum- 
phrey and Mr. Weeks, and others. Do you not think that really what 
we are doing here is investigating prosperity and talking about pros- 
perity in this country ¢ : ; 

Mr. Carey. I think those two gentlemen are distorting the picture 
deliberately for political purposes. Perhaps you have not read the 
speech made by Mr. Weeks when he talked about automation. He 
said 

Senator CapeHart. You are thinking about one thing and I am 
thinking about another. 

Mr. Carny. Secretary Weeks had the gall to say to the people of 
this country in a public address that. those of us like you, Senator, 
people in the labor movement and others, who want to look at this 
automation question, are echoes of Marxism. Why, I do not think 
he understands the meaning of the term “Marxism” if he calls me 
a Marxist and you a Marxist. 

Senator CapeHart. Let me say, Mr. Carey, that to me there are 
two or three problems at the moment that I would like to straighten 
out, and one of them is this matter of throwing men out of work for 
machines. I think we ought to look into it. The other one is that I 
think the farm prices are too low in comparison to the general price 
level. That is what I call a flat spot. I would rather see no people 
unemployed in the United States, and we do have at the moment about 
three and a third million people unemployed. 

Generally speaking, do you not have to admit that the economy of 
this country and the prosperity of this country is pretty good? You 
do not have much to complain about, do you ? 

Mr. Carey. Well, if you listened to my testimony, I think it indi- 
cated a few items of complaint. 

Senator Capenart. In all fairness to the President of the United 
States and the present administration, we have had no strikes. We 
have had no labor trouble. The workers have lost less hours in work 
than anytime possibly in many, many years. Most of them have 
been employed—the great big majority of them—and wages are at the 
highest level. Why do you not give the Eisenhower administration 
credit for the one thing that I think they deserve more credit for 
than anything else, and that is that the cost of living since EHisen- 
hower has been President has gone down a little bit—not much, but 
at least it has not gone up. Prior to Eisenhower becoming President 
it was going up all the time. Since he has been President it has gone 
down a little, not 1 percent but it has been stable now for a couple 
of years, which means that the dollars that wage earners and the 
rest of us receive bought the same amount of goods. To me, that and 
stopping the Korean war and getting us out of war, plus stabilizing 
the dollar and keeping the cost of living stable—— 

Mr. Carey. Senator, you have got me completely sold, but it is all 
wasted. As you well know, Senator, I was one of the original Hisen- 
hower supporters. 

Senator Cargnarr. That is what I thought. 

Mr. Carey. I asked that President Eisenhower come to the CIO 
convention when he was Chief of Staff, and long before that we 
indicated a wholesome desire to have President Roosevelt operate 
outside the area of seniority, to take a man named Eisenhower so he 
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would be in a position so he would become the Chief of Staff. He 
came down to our convention in Atlantic City in 1947 when we were 
looking for a candidate. 

Senator Capenart. Nineteen forty- seven ? 

Mr. Carey. Yes, sir. We did not think President Truman was 
going to run, and we were trying to get General Eisenhower to be 
the candidate on the Democratic ticket, in order to help get Helen 
Gahagan Douglas elected back to the Senate and a few other items 
hike that. You might consider, I might say, that we favored Eisen- 
hower long before some of these more recent converts like Paul] 
Hoffman and some of these others. 

Senator Capruarr. Why are you so opposed to the administration 
in your statement then at the moment? 

Mr. Carry. I would like to emphasize again that he has no one 
around him who can give him some of the facts of life connected with 
how people live in this country. You have people like Humphrey 
and people like Weeks who have a point of view that is just not good 
for the Nation. 

Senator Carrnarr. In other words, you are for Eisenhower, but 
it is the people around him that are wrong? 

Mr. Carey. I am not for Eisenhower. I was for Eisenhower to 
be the Democratic candidate. 

Senator Carpgrnarr. Oh, you would like to have Eisenhower as a 
Democrat but not as a Republican? 

Mr. Carey. Well, I did not know that he was a Republican. 

Senator Carenart. I suppose I have taken up too much time. 

The Cuarrman. I thought you were doing pretty well. I hated to 
stop you. 

Reeasel Carrenart. That is the best laugh I have had since we 
started. 

Mr. Carey. There is no question about the confidence that the 
American workers have in the future of America, and we speak with 
some knowledge of how superior our way of life is to other countries. 
And not that we read about it in books. Our labor representatives 
have traveled throughout the world. I had the opportunity of being 
in the Soviet Union three times since the war. We do think that in 
order for this country to be strong its people have to be strong, and 
we think that if we could overcome some of these obstacles to full 
employment that there would be no question but what our way of life 
will win out in this world struggle. 

Senator Caprnart. I said this morning, Mr. Carey, that I never 
become offended when people question things, because I think it is 
a good thing and keeps people on their toes. But I reserve the right 
to disagree with you, and say so, and argue about it and debate about 
it good naturedly. 

Mr. Carrey. We can disagree without being disagreeable. 

Senator Carenartr. We always were able to. 

Mr. Carey. That is what I think it great about our country. 

Senator Capenart. That is right. 

The Cuarmman. Mr. Carey, for the record, 1 or 2 little items. The 
cost of living did not level out just after Mr. Eisenhower came in. 
It did in March of 1951. You will find that 2 years before Mr. Eisen- 
hower came in the cost-of-living indexes leveled out, and there was no 
great achievement in stabilizing. It was stabilized before the Repub- 
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licans came in. I did not want to leave the record in that condition. 

Senator CaPpeHART. Will you yield for one comment? And it went 
up there to where it was under the Democrats. e 

The Cuarrman. That is right, but it did not stabilize under Presi- 
dent Eisenhower either. It was stable long before he came in. 

[ think there is some confusion about writeoffs. There are two 
systems or principles of quick amortization. There is the one which 
I believe you were discussing, and there is also this defense-related 
writeoff. This is just a little item I saw in the Wall Street Journal 
that indicates that the small companies are getting advantages. This 
says that during the 2-week period ended February 23 the Office of 
Defense Mobilization handed out 33 certificates of necessity, authoriz- 
ing rapid tax writeoffs for $91 million worth of proposed industrial 
facilities. One of the small ones was Gulf Oil, Port Arthur, Tex., 
rapid writeoft of 45 and 55 percent of $29 million worth of petroleum 
refining facilities. The largest was Central Pacific Railroad at Salt 
Lake. ‘There are very few small companies that are in a position to 
take advantage of defense-related accelerated amortization. Is that 
not correct ? 

Mr. Carny. That is as we find it, Senator. 

The Cuatrman. Mr. Carey, do you not think it is a good thing for 
everybody to own a share in American business ? 

Mr. Carey. I think it is absolutely essential that the American 
people own a larger share than they presently own and should be able 
to influence the course of conduct of the corporations. Those who do 
own shares perhaps own so few that they cannot take an active interest 
other than being concerned about the return on the investment, and 
that leaves the balance of the control to relatively few. We certainly 
do encourage a broader base in ownership of American industry. 

The CuatrMan. Do you not believe that capital invested in the 
stock market creates jobs? 

Mr. Carey. The only time that jobs are created would be if there 
is a reasonable belief on the part of the producers that they will be 
able to sell what they produce. At the present time there is a reduc- 
tion in the amount of sales, growing out of the inability of the people 
to buy the things, so the producers in this country are reducing the 
amount that they are producing, which results in lowering of employ- 
ment, as a result of which the market is further contracted, as a result 
of which more people are laid off, and in that fashion a dangerous sit- 
uation develops. Just the investment or having the funds available 
for the investment in the market does not in itself create jobs. 

The CuatkMan, Do you think that a drop in stock prices would 
be beneficial to the economy ¢ 

Mr, Carry. That I would not know. 

The Cuarrman. I was rather surprised, if I understood it correctly, 
at your own union’s funds that you had only 20 percent invested in 
stocks. That seems a little less than some of shite we have been 
— ng about, much less than Sears, Roebuck, for example. Why is 
that ¢ 
_ Mr. Carry. Why do we have only 20 percent? Well, that is just 
the International Union of Electrical Radio and Machine Workers, 
ClO. We put only 20 percent in because we have such confidence in 
our Government that we felt that 80 percent ought to be placed in the 
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form of Government securities. The CIO has much more funds in- 
volved than just the TUE. We invest no money in stocks. 

The Cuarmman. Why not? 

Mr. Carey. Well, we do not think that we should, except for per- 
haps pension purposes. Those funds belong to the beneficiaries, not 
to the ClO. In the case I referred to earlier, they do not belong to 
the organization IUE-CIO. They are funds that are set aside for 
pension purposes that belong to the beneficiaries and the members 
of our staff. All the CIO funds that we have invested are invested in 
Government securities. It amounts at the present time to $1,125,000. 
We have 1 bond in the International Bank for Reconstruction and 
Development amounting to $5,000, but the CIO would not adopt 
the practice of investing any of its funds in stocks and bonds. 

The Cxarman. Do you have any pension funds? 

Mr. Carey. Yes, sir; we have a pension fund. Those funds are 
limited to investment in Government bonds. 

The Cuarmman. Do you have any information about defense con- 
tracts and whether or not they are negotiated on what you would 
consider an equitable basis with regard to the Government? 

Mr. Carey. Oh, no, sir; they are not negotiated on an equitable 
basis. 

The Cuarrman. They are not? 

Mr. Carey. They are not. 

The Cuarrman. Could you give us any information ? 

Mr. Carey. Well, we would like to develop the point and submit 
it later in well-prepared testimony in that regard. It is a very im- 
portant and critical subject, and I would prefer to do it by carefully 
preparing a report on the subject. 

The CaAarrmaNn. Are you in favor of the reinstatement of the Re- 
negotiation Board? 

Mr. Carey. Yes, sir. 

The Cuamman. Do you have any comment to make about that bill? 
Was the one that recently expired a satisfactory bill or not? Do you 
have any suggestions as to how it could be improved ? 

Mr. Carey. We favored the enactment of it. Our Nation was in 
difficulty. We had to expand our capacity. We had to provide the 
incentives. We thought that the incentives demanded by American 
industry were much too large. But we also believed that they should 
be provided for in order to meet the needs of our Nation. We have 
an economy now where we have some reasonable relief from the im- 
mediate pressures of threatened military hostilities. We ought to start 
talking as a Nation to the producers to see if they cannot adjust the 
cost of items sold to the Government through a reasonable relation- 
ship with the needs of the Government as well as the fact that these 
things can be produced much cheaper than it was anticipated they 
could be produced. 

The Cruamrman. I was not clear. Are you in the process of prepar- 
ing a study of defense contracts? 

Mr. Carey. Some of our unions have prepared studies on that 
subject, but it is industry by industry. The CIO is partially in the 
mass-production industries. The autoworkers’ union has tremendous 
information on aircraft. TUE has it on the electronics field. 

The Cuamman. Could you supply this committee with whatever 
studies you have available on that subject ? 
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Mr. Carey. Yes, sir. We would be delighted to. 

The CuHairMAN. You mentioned some place in your statement about 
stock options. Do you remember where that was? 

Mr. Carey. Yes, I mentioned it in passing in saying that in corpora- 
tions the only new issues of stock were the stock options they issued 
to certain corporate executives. 

The Cuarrman. Do you have any views about whether or not the 
policy which you object to with regard to the dist ribution of earnings 
through dividends is influenced by stock options to management? 
Have you information about it? 

Mr. Carey. Yes, we believe they are heavily influenced by it. 

The Cuamman. In what way? 

Mr. Carey. Well, you have one example I used in my testimony. 
We had, a short time back a recommendation made to the board of 
directors, which is pretty much influenced by the central management 
group, to accord the new president of that concern, General Electric, 
an opportunity to buy, at a fixed price 15,000 shares of stock. He has 
11 years to pick up that option. The stock was then on the market 
at 60 or 61. 

The Cuarmman. What was the option price? 

Mr. Carrey. Well, before they could get that into operation it was 
around 71. It was 71.25 to be exact. A short time later the stock 
was divided, split 3 ways. It is now on the market hovering around, 
on a 3-way split, 50, 

So that could bring a tremendous return to that individual. The 
close relationship between the arrangements made by the board of 
directors did inspire people to think that it was going to be split three 
ways and it cua to be purchased and the stock was going up—and 
it sure did. 

Ido not know. He might have picked up about $1,300,000 on that 
stock transaction alone. But as we see it, thane is not a cent invested 
there. He does not do an additional hour’s work. It is hard for us 
to detect any great increased contribution made by the individual. 

The Cnarman, That was part of his compensation, was it not? 
What is the difference between that and paying him in salary? I 
do not know whom you are talking about, but it is part of his compen- 
sation. It is simply another way to pay a man his salary, is it not, or 
his compensation ? 

Mr. Carry. No, sir. He does not have to pay as great a tax on it 
if it is paid in this form. But in addition to this he gets additional 
stock through a profit-sharing program, and in addition to that he 
gets an extremely high salary. 

The Cuamrman. I was not interested, at this point at least, in how 
much salary he is getting. What I was interested in was this: You 
said a great deal about the policy of not declaring earnings out in 
dividends, using them for internal financing. Does this device or 
practice of compensating executives by stock options have any rela- 
tion to that policy? Is it in your opinion one of the reasons why 
they do not pay out earnings in dividends but use it for expansion 
instead of issuing stock? ‘They could sell common stock today on 
the market, could they not? It isa very favorable market. So there 
is nothing to prevent them from selling common stock to finance 
expansion, certainly within the recent period, or taking the alternative 
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way of using earnings. Does the existence of stock options as a 
method of compensation have any influence on which course you 
follow ? 

Mr. Carey. I would think so, but we are now in the area of the 
motives that they used—why they have these stock option programs, 
how much does that influence the decisions of the management in 
terms of dividend distribution. I do not feel qualified to answer the 
question. Iam not privileged to meet with the president of Genera! 
Electric, although I have asked about once every month for quite 
while. I do not know what convent he is in at the present time, but 
he certainly is not available to meet with us. 

We would like to meet with the president of General Electric in 
order to see what we can do about avoiding difficulty in this year of 
1955. Now, we know that it is awfully important at this time to see 
if we can resolve some of these questions without actual labor disputes. 

Here I would like to refer back to something that Senator Cape- 
hart suggested. I do not credit President Eisenhower and the pres- 
ent administration for the lack of labor disputes at the present time. 
i definitely regret, I have to admit, that the labor unions m the United 
States have not been sufficiently aggressiv e, as I stated this morning. 
If they are to serve their proper role in our society, they had better 
move faster and restore the consuming power of the people of this 
country and rapidly increase it. 

The Cnarmman. Mr. Carey, do you think a stable market, stock 
market, is good for our economy, or a highly fluctuating one ¢ 

Mr. Carey. I certainly do not believe a fluctuating stock market is 
good for the economy. And it has been fluctuating too rapidly in the 
last 18 months. It has been increasing, and then acidlenty it begins 
to fluctuate. And it is that, and not these hearings, that cause a loss 
of confidence. There is confidence and it is lost. 

The CHarrman. Were the new tax features you mentioned, such as 
relief from double taxation on dividends and faster depreciation, first 
proposed in early 1954 or late 1953 when the economic recession was at 
its worst? I believe you already mentioned the turndown was the 
middle of 1953 as far as you were concerned. Following that, were 
these new features proposed Do you think they were designed to 
improve that situation or not ? 

Mr. Carry. Well, they made claims that it was done for that pur- 
pose. They professed it was done for that purpose. We had no con 
tidence it would serve the purpose that they claimed, and I think 
what has happened indicates that they were either wrong or that the) 
were deliberate in creating this situation. I would hesitate to sug- 
gest that they did not know what they were doing, so it must have been 

pretty well designed, deliberate act to bring about an increase ii 
stock market prices and then to contend that that shows increasing con 
fidence on the part of this Nation. 

We think it presents a picture that is distorted. The people in this 
country have not had the kind of increase in confidence that 1s claimed, 
and the economy is not nearly as strong, and the economy has been 
weakened by the application of these policies. 

The CHarrmMan. The severe stock-market break in 1929 caused a 
great deal of havoc everywhere and especially in industry, did it not ! 

Mr. Carey. It certainly did. 
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The CrairmMan. Do you not think that these tax policies that were 
enacted might have been designed to prevent a recurrence of that and 
to peww perhaps, a decline in the market ¢ 

Mr. Carry. Well, the results indicate that it did just the opposite. 

The CuarrMan. Well, no, I do not think so. The market has been 
going up since the enactment of the tax law last year, has it not ¢ 

Mr. Carey. Yes, but that brings us closer toa brink. 

Senator Capenarr. Will the Senator yield ¢ 

The Cnatrman. I yield. 

Senator Capenart. Do I understand that question correctly to be 
that this administration and the people 1 in it deliberately set about 
to create the same situation as aan in 1929% 

Mr. Carry. I do not think so. I did not understand the question 
on that 

Senator Carppnartr. What was the question then ? 

The Cuarrman. Which one? The last one? 

Senator Cappuarr. The last one; yes. 

The Cuamman. First, I said, did not the break in 1929 cause havoc, 
which is very obvious that it did. And, I said, was not the last tax 
bill perhaps designed to prevent a decline in the market—in other 
words to prevent havoc. It did have the effect of preventing a decline 
in the stock market. At least it helped it go up; did it not ¢ 

Senator Carguart. Well, which tax bill are you talking about / 

The Cuamman. The one last year, 1954, the one that was enacted 
not quite a year ago. 

Senator Carenarr. What is the relationship between that and the 
1929 crash ¢ 

The Cuaimman. 1 do not know whether it would have happened 
otherwise, but it certainly helped the stock market; did it not ? 

Senator Carsuarr. The 1954 tax bill helped the stock market ? 

The Cuatrman. Yes. It seemed to me it did not hurt it any. 

Senator Carruarr. I do not know of any evidence it helped it or 
hurt it. 

Mr. Carry. Well, as we see it, the 1954 tax bill was designed 
increase the prices on the stock market. 

Senator Cargnart. That is just an assumption; is it not? You 
have no facts or figures to preve it? 

Mr. Carry. I have ali the facts and figures to prove it because that 
is exactly what happened. Everybody knows that prices on the stock 
niarket have been going up rapidly for the last 18 months. Is that 
not true ¢ 

Senator Caprnartr. Is there anything particularly wrong about 
that, or would you like—— 

Mr. Carey. Oh, certainly there is. 

Senator Carpuarr. You do not like the people to have contidence in 
the industries in which your people work ? 

Mr. Carey. I not only object to the fact that that is a meusuring 
stick of increased confidence. | certainly do not have increased con- 
tidence in a stock market that is going up under similar con dit ions as 
to those that we saw in 1927, 1928, and 1929. 

Senator Carenart. That is just my point. The whole line of your 
testimony and this whole hearing is to discourage and frighten the 
American people into believing that we are going to have another 
1929 depression. 
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Mr. Carey. You give me credit, Senator, that I do not deserve. I 
do not think the people are waiting around to hear my testimony and 
that that is going to discourage them. 

Senator Carenart. In other words, we are having an awfully hard 
time—— 

Mr. Carey. I am simply saying, Senator, that the tax program 
caused people to go into this particular field for the purchase of stock 
and other portions of the tax program encouraged internal finance, 
and that had a result, those things in combination, of raising the price 
of stock. But just because the price of stock goes up does not mean 
that people have increased confidence in the economy. 

Senator CaprHart. What does it mean then ? 

Mr. Carry. What? 

Senator Carenartr. What does it mean ? 

Mr. Carry. Well, if it means what it meant to some of us in 1927 
und 1928 and 1929, it means the rapid increase on an artificial basis 
could mean that we are coming close to a brink. Now, we did before, 
und we look at these figures and study the facts of what happened in 
1927 and 1928 and 1929 and we find that, in the case of this General 
Electric Corp., GE, was increasing their profits in 1928 over 1927 with 
reduced sales and with less people employed in 1928 as against 1927; 
and we see that there are some of the same devices that were being used 
and the same philosophy behind it and the notion was that everything 
is fine, and they contended in 1929, in February—they advertised— 
that this is going to be a great year for electrical workers, and it was 
not. 

Senator Capenart. If the Senator will yield——— 

The Cuarrman. The Senator did not listen to my question——— 

Senator Carprnarr. That is why I asked you to repeat the question. 

The CuHamman. I was trying to make this point. I let the Senator 
question without interruption. The Secretary of the Treasury him- 
self and others here have given, for example, the credit to dividends 
as one of the reasons for improving stock prices. I was saying and 
I asked the question: Did not the tax bill of last year help raise prices 
in the stock market? I think we have had lots of testimony that the 
tax bill did do this. I did not say it was a bad thing. 

Senator Carenarr. Did you not say 

The Cxarmman. I am inclined to think 

Senator Carenarr. Did you not say those responsible for the tax 
bill did it for the purpose of raising stock prices? 

The CHamman. I did not. I said it had that effect. I was not 
challenging anybody. 

Senator Carenarr, Let’s have the question read. I think you will 
find you accused those responsible for the tax bill of doing it for the 
purpose of pushing up the stock market, if 1 remember the question. 

The CHairMan. I said it could have been done to prevent recurrence 
of a break such as in 1929. We all want to prevent a 1929. I would 
want to prevent a 1929. I took a different view as to what would 
prevent or contribute to preventing a 1929. We simply differ. As 
you say, we can differ honestly. They take a different view as to what 
will prevent a 1929. I do not think the Secretary of the Treasury 
and I differ at all in our objectives. He simply takes a different means 


toward achieving that objective. He no more wants a recurrence of 
1929 than I do. 
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I may say all this talk now you precipitate about 1929 is against 
my protest. I do not wish to revive any discussion of 1929. 

‘Senator Carenart. I notice you have not used that, either you or 
the witness, any time today. 

The CnarrmMan. I was trying to make the point that this last tax 
bill did contribute, as many others have made the point, to increasing 
prices on the stock market. I think you could do that in a different 
way. I think the sounder way was to put the emphasis on a different 
approach. But that still does not take away the fact that I think the 
Secretary of the Treasury himself said that one of the items, the divi- 
dend credit, would tend to improve the stock market, to make more 
attractive common stocks. I think that is 

Mr. Carry. I did state, Mr. Chairman, I thought it was done delib- 
erately, by design. 

The Cuamman. I did not say that. 

Mr. Carey. I did. I would like the record to show I said very 
definitely that it was done deliberately and by design and not out of 
ignorance. They deliberately took steps and recommended a tax pro- 























































vram that would result in the prices on the stock market going up. 
h And I venture to say they think that is a good thing. I venture to 
; say further that they contend to us that we ought to have more con- 
d fidence in our economy because of the rapid rise in stocks over the 
g period of 18 months. 
- The Cuarrman. Well, I think in all fairness there are some good 
s arguments that can be made. One, for example, that has been made 
is that as the price of a common stock approaches or exceeds the book 
value it is more attractive and more desirable then to float a common 
stock issue as has been done by General Motors and 1 or 2 others that 
n. have been mentioned here—but a very large one by General Motors. 
mr I think that there is much to be said for that. My own criticism 
- has been that agriculture particularly, about which I know a little 
ls more than some of the others, is out of balance with industry, and it 
id has not followed it up, and more attention should be given to that. 
PS I think they can make an argument at least to some extent on the 
1e desirability of increasing or having increased stock prices. 

Mr. Carney. I would reserve the right to disagree that it is good for 
the country to engage in a deliberate campaign to drive the stock 
prices up. We will have perhaps—— 

1X The Cuarrman. I did not subscribe to the motive given. 

ra Senator Caprnarr. Your testimony is that Eisenhower and Hum- 
ot : phrey have deliberately done that ? 

/ Mr. Carry. Deliberately engaged in actions that drove stock prices 
ll up and then contend that that is an indication of confidence that peo- 
he oe ple should have in our economy. 
nO And I submit this: I just simply say that a deliberate drive to run 
co OF stock prices up is a dangerous device that brings us closer to the brink 
ld of a depression. And it happened before, and it may well happen 
ld again. 
As Now, one of the big problems-that American industry has is the fact 
at that they have got so much money they do not know what to do with it. 
ry Senator Cargnart. You are criticizing the fact that people have 
ns money ? 


Mr. Carey. Well, I am sympathizing with them. 
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Senator Caprnmart. Then we are not 

Mr. Carry. They have got so much money they do not know what 
to do with it. And what can General Motors do with its accumulation 
of all these funds? If they reduce the prices on Chevrolets, they will 
put other companies out of business and they will have an added posi- 
tion of concentration. 

Senator Caprnartr. I never knew I would live to see the time when 
prosperity and money were a sin or a vice or a problem. 

Mr. Carey. I am not suggesting that. They have got an accumula- 
tion—more money than they could properly use. It has not been 
properly distributed. And they are in the unfortunate position of 
managing a very efficient enterprise where if they do what I sug- 
gested of reducing the prices to the consumer, in their case it would be 
dangerous to do that, because it would deprive other companies of the 
opportunity of existing. And, of course, if they give it in a guaran- 
teed annual wage or increased wages, they will be offending some of the 
other club members in that small group of automotive manufacturing 
owners. 

They have got a real problem, Senator, and the problem is that they 
have got so much money in our country, this administration has 
treated them so well, that it creates a very dangerous situation. 

Senator Carenart. How could this administration in 2 years’ time 
create all this wealth you are talking about? 

Mr. Carry. I do not blame it all 

Senator Carenart. I think you have the wrong administration in 
mind, have you not? 

Mr. Carey. Do not forget that the past administrations were very 
generous with American corporations—so extremely generous that we 
have a dangerous situation now when the Government is making the 
situation even worse. 

I do not know. I do tend to sympathize—— 

Senator Carrnart. Is your point that this administration is fol- 
lowing out the policies adopted by the previous administration ? 

Mr. Carry. No. In the tax situation they are certainly not; they 
are worsening the situation. 

Senator Carenart. Were you against giving the American people a 
tax reduction last year? 

Mr. Carry. No, sir; and I so testified. We were in favor, very much 
in favor, of giving the people a break last year, the previous year, this 
year, and I am sure next year as well. 

T am shocked, however, at what happened just recently. I did not 
think that should have been a political issue. I think all the Mem- 
bers of our Congress and all the people in our administration should 
recognize that now we are faced with a situation, and it is rotten ripe 
for solution; we had better do something about giving the farmers a 
break and the wage earners a break, giving the little people a little 
break here, in order to keep these big people in business. They cannot 
help themselves sometimes. 

Senator Carenarr. Well, I agree with you we ought to watch it 
constantly and 

Mr. Carey. Every chance we get. Every time we consider a tax 
bill we ought to look at it. 

Senator Caprenarr. I cannot agree with you outside of the three 
things I mentioned before. I do not know how you can figure that 
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the economy today and the prosperity are not good. I just do not. 
For ext umple, let me give you some figures here. : 

The CHarRMAN. I “wonder if the Senator would mind. You had 
your time. Do you want 5 minutes more ¢ 

Senator CapenHart. Let me say that I am here alone. 

lhe Cuairman. You had the floor once. Mr. Monroney is waiting. 

Senator Carenart. I only had 35 minutes. I do not know how much 
you had, T thought maybe I might have a little time for my empty 
seats over here. , E , 

Let me just put this in and then I will quit. These are the figures 
out of the New York Times on Sunday. 

The department store sales for the week ending on 5 were 15 
percent greater than the corresponding week last yea 

Steel operations were 91 percent of capacity last week, compared 
with 69 percent a year ago. 

Motor-vehicle production was 193,000, compared with 132,000 a 
year ago. 

' Qil production was 6.8 million barrels a day, compared with 6.4 
million barrels a day a year ago. 

Building construction contracts were 1.5 billion, compared with 
1.2 billion a year ago. 

Exports and imports are both up. 

Industrial production is up. 

Unemployment is down by 300,000 ts a year ago. 

Now, that is a prety good picture, Mr. Carey. 

Mr. Carey. Do you think it is a good picture ? 1 referred earlier 
to the fact in February 1955 we had 59.9 million people employed. 
In February 1954 it was 60.1 million. In February 1953 it was 60.9 
million. Now, there are more people coming into the labor market, 
and there are less jobs. 

If anyone tells you, Senator, that unemployment is being dealt 
with effectively and that it is being wiped out, they are kidding 
some body ° 

Senator Carenart. Are not 300,000 more people working than there 
were last month ? 

Mr. Carry. Last month? Well, I have the figures over the period 
of a year. 

Senator Capemart. You are talking 

Mr. Carey. As to last 

Senator Carenart. Let’s take the figures that you just gave us. 
It is a small fraction of-—— 

Mr. Carry. These are not my figures. They are just taken from 
the figures of the present administration as ‘they published them. 
I think they are reasonably accurate figures. It shows that there are 
less people ‘employed now than in February of last year, when there 
were less than in February of the previous year. In ae 
we had, in February 1955, 16,100,000; in February 1954, 3,300,000. 
That is a drop of 200,000 i in m: anufacturing. 

The previous year, 1953, there were 17,206,000. ‘That is a drop 
of 1,100,000 in manufacturing alone in a short period of 2 years. 

Senator CareHart. Is that not the result of the discontinuance of 
the Korean war? That is no excuse for having unemployment, but 
| mean is it not a matter of readjusting now from the Korean war? 
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Mr. Carry. Oh, I would say not, certainly not. The Korean war 
has been over for quite some time. 

Senator Carenart. The Korean war ended in 1953. 

Mr. Carry. Is this 1,100,000 people in terms of drop in manufactur- 
ing required to wait until there is another war before they will get 
employ ment ? 

Senator Carenarr. No, I wish there was not one unemployed, and I 
am not critical of your being concerned even if there were just one. | 
think we ought to be worried even about one. But we know, of course, 
that we will always have some. But the point I am trying to make 
with you is that the economy of this country is good. 

Mr. Carey. Excellent for business. 

Senator Carrnarr. People are prosperous. 

Mr. Carry. Good for business. 

Senator Cargenarr. Nearly 60 million people are working, at the 
highest wages in the history of the Nation, at the highest wage rates. 

Mr. Carry. Senator, the figures show, as published by the admin- 
istration, in the rolls of the unemployed in 1953, in February, there 
were 1,600,000 unemployed. The following year this same month it 
was 3,200,000 unemployed. In February 1955 it is 3,400,000 unem- 
ployed. If these figures are correct, something is wrong. I think it 
is a serious situation. 

Senator Carenartr, Back in 1949, I think it was, or 1948, we had 
nearly 5 million unemployed after World War II ended. But we 

came out of that, as you well know. 

Mr. Carey. In 1938 Senator, we had 

Senator Carenarr. 1948 I said. 

Mr. Carry. I thought you said 1938. 

Senator Caremarr. After the war. 

Mr. Carey. In 1938 we had 12 or 13 million unemployed. 

Senator CarrHarr. Yes, or more. 

Mr. Carry. And it was a shocking situation. 

Senator Carrnarr. I am going to quit now. You just have not sold 
me the idea that the country is in bad shape. 

Mr. Carey. There is only one way really to do it. 

Senator Carenartr. I agree there are flat spots. 

Mr. Carry. We ought to have a taste of what unemployment means 
to the American family. You and I, of course, are employed. I get 
a guaranteed annual wage. I could exercise some influence to have it 
increased. Now, we had a merger or are having a merger, which 
seems to get more attention than some of these industrial mergers, the 
tinancial mergers, that are going on. I am told we are doing that for 
monopolistic purposes. It is not true. We are getting together in that 
merger proposition. Maybe when we see each other again I will not 
be just speaking for the CIO. I might be speaking for the A. F. of L. 
and the C1O. 

Senator Carrnart. Let me ask why are you merging? 

Mr. Carry. Because we think it is good for our Nation. 

Senator Carenart. Isee. But you do not think it would be good—— 

Mr. Carry. We think it is high time that we stopped or reduced 
the conflicts that exist within the ranks of labor. 


Senator Carenart. I see. Then you admit that there have been 
conflicts ¢ 





STOCK MARKET STUDY 


Mr. Carey. I certainly do. I was party to them. 

Senator CApeHArt. I see. 

Mr. Carey. But I dosay this: Both organizations—all labor organ- 
izations—are concerned about this effort which we think is deliberate 
to make it appear that our economy is in good shape at the moment and 
nothing has to be done. And further we resent very much the state- 
ments being made that anyone who wants to say something and call 
attention to these problems is going to be called an awful lot of nasty 
names, 

Senator CapeHnarr. Not by me. I never have. 

Mr. Carey. That isa fact. It is not by you, Senator. You sit down 
and discuss one of these things. But we cannot get some of these great 
employers, who are awfully well _— to take the same kind of 
interest in these things that you take, and we think it is high time 
that something be done about this difficult situation. 

The CHarrMAn. I wanted the record to show very clearly that 
especially with regard to this administration I was not questioning 
their motives. I do question their judgment or their understanding 
very closely. But I would not want to say that the Secretary of the 
Treasury or the Secretary of Commerce deliberately sought to deceive 
the country in any way. I think they just do not know any better. 

Mr. Carey. Oh, sir, it might be he seeks to deceive the country be- 
lieving that that is what is needed. 

The CHarrMaAn. It was you who questioned their motives. I do 
not subscribe to what has become the common habit of questioning 
people’s motives with whom you disagree. 

Mr. Carey. Please believe me when I say to you I am firmly con- 
vinced that Secretary Humphrey sincerely believes that what he is 
doing is good for this country. 

The CHatrmMan. Well, that is very different from saying he delib- 
erately is doing something, as I understood it, for some selfish motive, 
which was the implication, I think, that was taken from that state- 
ment, was it not, if 1 understood the Senator. 

Senator Carenart. I thought that that was what you said. If I 
am wrong 

The CHamMaAN. Well, I hope we do now understand that it is a 
question of their judgment and not their motives. Is that correct? 

Mr. Carry. Well 

The CuHarrman. At least that is my 

Mr. Carey. All Iam saying—I will put it in my own words—is that 
Secretary Humphrey designed the program deliberately to raise the 
price of stock on the market, and he was successful in his program, 
that it was not done out of errors of judgment in his 

The CHarrman. Well, the question comes as to whether or not that 
is a good thing for the country. He sincerely believes it is—that par- 
ticular program. I obviously do not, because I voted against the bill. 
I mean that is the difference. 

We both think that we are right in what is good for the country. 
That was about all, I think. Is that 

Mr. Carry. I give him credit for knowing what he is doing even 
when he is doing the wrong thing. 

The Cuatrman. Well, maybe I would not go that far. By that I 
mean, as I said, whether or not he understands the significance of some 
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of the programs such as I mentioned yesterday, the FDIC and the 
unemployment insurance and all that sort of thing, whether he under 
stands that those are the things that have given stability to our 
economy and that he should not be so nervous that an investigation 
or an inquiry or a study by this committeé would destroy that conti- 
dence. 1 think in that sense he lacks understanding of the basic and 
inherently sound economy that has been created in the last 20 years. 

Senator Carenart. I am sure—— 

The Cuatrman. He is overly nervous about it being destroyed by a 
single inquiry such as this. In that sense I think he does not quite 
understand the economy. 

Senator Carenart. | am sure the people are going to have confidence 
in Secretary Humphrey after what has taken place here in the last 
30 minutes, 

The Cuarmman. I do not quite understand the implications of that 
remark. 

Mr. Carey. I understand it. 

Senator Carpenartr. The implications are, of course, that you are 
running down the Secretary of the Treasury and questioning his good 
intentions and also questioning his judgment. 

The Cuarrman. No—— 

Mr. Carry. No, sir. 

Senator Carenart. The Secretary of the Treasury has a responsible 
osition in the United States. He handles our money. This colloquy 
~ had a tendency I would think to cause the people to wonder some- 
thing about the gentleman, and maybe in that respect you will kill 
confidence in Mr. Humphrey. 

The Cuatrman. I tried to make it very clear I was not questioning 
his motives at all. 

Senator Carprnarr. But Mr. Carey questioned his motives. 

Mr. Carey. Mr. Carey definitely insists that the record indicate 
that he questions the philosophy of Secretary Humphrey—that. he is 
wrong. It is not good for the country, even if he thinks it is. But he 
knows that Mr. Humphrey has been carrying out the Humphrey pro- 
gram—successfully—by design and deliberately. And this discus- 
slon—— 

Senator Carenart. To do what? Designed to do what! 

Mr. Carey. This discussion has not weakened my confidence in Mr. 
Humphrey. I do not think it has weakened yours. I do not. think 
anybody within the sound of my voice—— 

Senator Carenarr. Do you think attacking the Secretary of the 
Treasury the way he has been attacked in this colloquy is good for 
the United States ? 

Mr. Carey. I have no confidence in Secretary Humphrey and the 
way he has been managing the affairs of the Government, the fiscal 
affairs of this Government, but it is not because of a conversation here. 
It is because of what he has been doing for 18 months. 

Senator CarrHarr. But the conversation taking place here will go 
out to 160 million Americans. 

Mr. Carey. Let’s don’t deny them the opportunity of getting the 
facts. 

Senator Carrnartr. Which brings me to the point that this inqniry 
or study as we call it is bordering : a little bit upon the political. 
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The Cuamrman. Why, Senator, you would not—— 

Senator Monronry. Which party ? ; 

Senator Carenart. Bordering a little bit on the political because 
vou are attacking the Secretary of the Treasury. 
~ The CuairmMan. Does the Senator from Oklahoma desire to ask any 
questions ¢ 
- Mr. Carry. I meant no attack on the Secretary of the Treasury. 
] am just attacking what he has been doing. 

The CuairMan. I will yield to the Senator from New York. Maybe 
we can get this thing off dead center. 

Senator Lenman. I will not keep Mr. Carey very long with my 
questions. 
- | want to repeat what I have said so often—that I do not have the 
-lightest idea whether securities are too high or too low generally or 
whether any particular security is too high or too low. But I do 
want to say that I have watched the security market and security 
trading for more than 50 years. I have lived through the panics of 
1901, 1907, the great drop in securities at the outbreak of the First 
World War in 1914, the panic of 1929, and other evidences of depres- 
sion or decline. In my opinion, there is no doubt whatsoever that 
there are few similarities today to the conditions existing in the earlier 
periods so far as trading in our security market is concerned. There 
are very great differences that justify us having far greater con- 
fidence in the machinery of trading on the markets of this country. 

Mr. Carey, that is simply an expression of opinion based on long 
observation. You pointed out and I agreed with you, as I do on many 
matters that are outlined in your statement, that while the great com- 
panies have increased their profits very substantially in pe of less- 
ened business but largely because of tax grants and favors by our Gov- 
a ernment or because of improved technological methods, automation, 
4 and others, in the past 2 vears employment has not increased. The 
wages of wage earners have only very slightly increased, and there is 
no greater incentive offered to the workers today than there was before 
these improved earnings set in. Finally, and I think of very great 
importance, prices to the consumer have not been reduced in the past 





A 2 years, 

3 So the benefit has been almost exclusively if not wholly in favor 
4 of the large corporations, the paras 

I do not want to put words into your mouth, of course, but as I 





interpret your feeling—and I share in that feeling, if 1 interpret your 
views correctly—you believe that when productivity per worker in- 
creases largely through the use of improved technological procedures 
or, as in this case, through tax favors, the increased profit accruing 
through that increased productivity should be shared on a reasonable 
basis by the employer in the form of profits, by the worker in the form 
of higher wages, and by the consumer in the form of lower prices? 

Mr. Carry. Yes, sir. We may have—— 

Senator Leuman. I do not know whether I have expressed your 
views accurately, 

Mr. Carry. That is correct. It may be necessary to have reduction 
in hours in order to provide job opportunity for others as well. We 
may not be meeting our responsibilities if we do not recommend prac- 


tical ways to deal with these practical problems, these actual prob- 
lems that we face. 
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My testimony was not written to attack the stock market as such or 
to attack little abuses, manipulations, or anything of that nature. 
I do say that the stock market may merely be showing the indications 
that something is wrong much more fundamental than just the stock- 
market transactions themselves and that it might show that the tax 
program was largely responsible for increasing the stock-market 
prices. 

But there are some fundamental things that are wrong that must 
be dealt with. We should not just say that it is because of the stock 
market or because people are unwilling to work and some of these 
other excuses that were used before. We have to do something about 
this unemployment situation. We have to do something to give hope 
to people now acquiring skills in school, in training, that they will 
have use for those skills and training that they receive. 

We have an administration, I might say, that contends that the 
situation now is better than it was last year or the year before last, 
when it is not. But we have to have improvements, and we have 
to have an expanding opportunity for employment in this country 
if we are to provide full employment. 

I think maybe some of the responsibility—I am sure it does—rests 
with the nongovernmental organizations in this country. And I do 
think that in addition to the fraternity that operates the stock ex- 
changes we had better look at some of the policies of some of these 
corporations and see if we cannot get them to see that this money 
flows out to the public in the form of reduced prices and to the work- 
ers in the form of increased and steadier employment, maybe reduced 
hours without reducing pay, so that we can Kec this country moving 
toward an everincreasing standard of living. 

The biggest problem we have in this country is that we have got 
to find out how to live better. We have to find that, in addition to 
better roads we are going to have to build more and better schools 
and better homes and things of that nature. It might be tough to 
bring about that condition, but that is what we need. 

Senator Leuman. Generally speaking, am I right in assuming that 
your viewpoint is that greater equality in bearing the burden of 
taxation is necessary so that the little fellow will receive propor- 
tionately the same benefits based on his own income and his needs 
that the wealthier people receive. Plus the lowering of prices when 
increased productivity makes production more economical, and the 
raising of wages or the reduction of hours—although I do not know 
enough about that to pass any judgment on it at this moment—so 
that the wage earner will also get the benefit of the increased profits 
that would flow by increased production, at least in some part? 

Am I right in saying that you feel as I do that when we reach that 
point and adopt that general thesis there will be more employment, 
there will be greater prosperity, there will be a chance of the man 
of small or very moderate means getting the commodities and sup- 
plies that he needs at a lower price, and thus have a rise in his standard 
of living? That all those things will serve to increase the prosperity 
of the country ? 

Mr. Carey. Yes, sir. I say, Senator, that we are having difficulty 
within our ranks supporting what we believe to be the proper views 
on such questions as international trade. Now, we have consistently 
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supported a reciprocal-trade program. President Eisenhower has 
recommended the extension of that for 3 years. We find increasing 
resistance to that because of the scarcity of employment. 

If this country is to have a proper program of encouraging higher 
levels of international trade by accepting imports into this country 
as well as shipping goods and services abroad, we are going to have 
to recognize that a great part of the resistance to support for higher 
levels of international trade grows out of the fact that people can- 
not afford to do what is right because of the scarcity of employment. 

Now we ought to attack this question of this growing unemploy- 
ment that we have. We ought to attack it very vigorously, and we 
ought to do something about it. I do not think the answer rests in 
just trying to deny that unemployment exists or that it is wrong. 

' Senator CapeHart. Do you think you can decrease unemployment 
by permitting ; : 

“The CxarrmMan. Wait. The Senator from New York has the floor. 
Do you yield to the Senator from Indiana? 

Senator Lenman. No. I would like to continue just a moment more 
and then I would be glad to yield. 

Mr. Carey. I have always been in favor of breaking down so far 
as practicable trade barriers between nations. I believe that the 
reciprocal-trade agreements have been of great benefit to this country 
and in reviving the economies of the free countries of the world. I 
still feel that way. But I am sitting today on a subcommittee of the 
Labor and Public Welfare Committee that is investigating the ques- 
tion of unemployment in certain industries. While I have not weak- 
ened in my belief in the value of international-trade and reciprocal- 
trade agreements, I must say that I am deeply concerned about the 
plight in which some of our industries find themselves because of the 
growing degree of unemployment that has set in. 

That is all. 

The Cuarrman. The Senator from Indiana. 

Senator Caprenart. I just had one question. Do you think you 
san decrease unemployment by permitting imports to come into this 
country, thereby lessening the amount of goods that are produced in 
this country ? 

Mr. Carry. I simply say it would be good for this country and would 
provide increased job opportunities if we could have increased levels 
of international trade. It is good for this country to engage in inter- 
national trade. It does provide employment. 

Senator Capenart. Oh, yes. We are the biggest international 
traders in the world. 

Mr. Carey. Well, we should be. 

Senator CaprHart. We are. 

Mr. Carry. We are not very big when it comes to the kind of mer- 
chant marine that we have. We are not very big when it comes to tak- 
ing the necessary steps to make it possible for other countries to not 
only buy goods and services that we produce but also to sell to us goods 
and services. We are intensifying our protective notions. 

I just simply say when there is unemployment it is awfully difficult 
for a labor leader to explain to these unemployed people that it is 
good to have higher levels of international trade. It might well be 
that Members of the Senate might find it difficult to explain to their 
constituents that we ought to enact reciprocal trade agreements when 
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they are unemployed. It is easy to tell people that, “The reason you 
are unemployed is because of threatinisl competition from abroad.” 

Now in the electrical manufacturing industry we have employers 
that produce goods for shipment abroad 12 times more than this whole 
country accepts in terms of like goods and equipment. In tailormade 
electrical goods we ship out $60 worth of goods of our industry of the 
tailormade items for every dollar that we import. And yet we find 
that there is resistance on the part of American workers when they 
are confronted with the hazards of unemployment to accept this $1 
worth of goods for every $60 that we ship out. And everything 
becomes much more dificult—even our treatment of what to do 
about a rapid increase in prices on a stock exchange over a period of 
18 months. Some people want to look at it as an indication of good, 
and some of us indicate that we have concern about it when it is arti- 
ficially brought about, as we think this was. 

As I say, this question runs across all these items, and if we could 
get down to the fundamental items I think we would be dealing more 
effectively with these questions. 

The Cuairman. The Senator from Oklahoma is recognized. 

Senator Monroney. Just a very few questions, Mr. Carey. Aside 
from the money we are spending on national defense, the prosperity 
of the stock market largely depends on the purchasing power of all 
the people of this country ? 

Mr AREY. Yes, sir. 


Senator Monronry. Any other basis for the stock market’s pros- 
perity would be fictitious or not related to the facts. 
Mr. Carry. That is essentially correct, yes, sir. 


Senator Monronry. Over a reasonably long pull ? 

Mr. Carey. Yes. 

Senator Monronry. You testified earlier when I was questioning 
you that the 48 million people in the labor force showed a change to 
the worse with a loss of $1,400 million in income, that the 9 million 
farmers of this country suffered a loss of more than $1,100 million in 
income, and that these represented some 57 million out of the 62 mil- 


lion people—that is, nine-tenths of our purchasing group. Is that 
not true? 


Mr. Carry. Yes, sir. 

Senator Monronry. The one-tenth or 5 million increased rental 
income by four-tenths of a billion, dividend income by one and one- 
tenth billion, and personal interest by one and four-tenths billion. 
The Government component transfer payments, including unemploy- 
ment compensation and old age, social security and other things, made 
up for that difference in the slight increase between the second quarter 
of 1953 and the fourth quarter of 1954. 

Also you testified that this 5 million,’or one-tenth of the people, 
show a capital gain of some $60 billion in the accretion of their secu- 
rity values. 

Mr. Carry. Yes, sir. 

Senator Monroney. The labor force of 45 million you said showed 
no increase or capital-gains increase or no substantial increase? 

Mr. Carey. Yes. 

Senator Monronry. Do you have any idea how much the 9 million 
farmers have lost in capital assets during this same period ? 

Mr. Carry. I do not know but we can calculate that. 
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Senator Monronry. I have heard it variously estimated by Govern- 
ment experts and agricultural experts as around 10 to 14 billions of 
dollars. The fall of livestock prices has been much more precipitous 
than the recent fall of stock market prices. 

So if you have 10 percent of the people with an increase in income 
and an increase in capital gains and nine-tenths of the people with 
not only decreased income ‘but a decrease in their ¢ capital assets, is 
there any reason to call this a very healthy situation—that the econ- 
omy faces ¢ 

Mr. Carey. There is not. It is nota situation in which anyone who 
gives consideration to this can have confidence. It is a development 
of an inequity that ought to be adjusted. We ought to reverse this 
situation and see what we can do in order to give it a stronger base 
und give the confidence where the confidence is ‘lacking and is needed. 

Senator Monroney. During the past 12 or 15 years, as the income 
of the farmers went up, as the income of labor went up, the income of 
industry also rose ¢ 

Mr. Carry. Yes, sir. 

Senator Monroney. That was a very good and healthy sign because 
all factors of the economy were moving upward together ? 

Mr. Carey. That is right. And industrial workers are very much 
concerned about the dow1 ngrading of the position of our agricultural 
people, because it is their « experience that when their situation goes 
down that is immediately followed by further reductions in the stand- 
ards of the people in industry. 

Senator Monroney. This has a progressive effect not only on the 
farmer who is losing income, losing capital values in livestock and in 
the values of his land and in the values of his wheat and cotton and 
corn, but it also influences many people in the smaller towns because 
they know of the lack of prosperity of the area from which they 
receive their business. They cease to become purchasers of goods that 
are pouring out of factories ¢ 

Mr. Carey. That is right. 

Senator Monronry. When unemployment begins to climb, when 
factories are shut down, when you reach some 3 million unemployed, 
that has a progressive effect on labor even though they are then em- 
ployed. It causes them to worry about unemployment and thus they 
cut down and retard and diminish their purchases, do they not 

Mr. Carey. Yes, sir. 

Senator Monronery. So the accent on special tax reduction for the 
benefit of investing groups and the failure to reduce the tax burden 
on the purchasing class, the mass of the purchasing class, sooner or 
later will diminish the market which these great industries are geared 
to supply ? 

Mr. Carey. That is correct. 

Senator Monroney. Eventually they run out of customers, and that 
leads to more unemployment, and then also lack of earnings in the 
industrial system, does it not ? 

Mr. Carey. Yes, sir. 

Senator Monroney. No amount of capital gains on the stock market 
would tend to offset that which is happening across the great areas of 
this country ? 

Mr. Carey. That is correct. I might say that the people are well ° 
aware of the out-of-balance situation with which we are now con- 
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fronted. We do not think that this Nation could stand the strains 
that are imposed upon a condition of that nature. Our capacity to 
produce is so large that it has an impact in every corner of the world. 
And the balance is such because we can produce so much that we could 
easily shatter the thing. It is a complicated mechanism. And if 
we should again repeat the mistakes of the past and carry us to a 
depression, the depths of that depression may be far greater than any- 
thing we have witnessed in our lifetime. 

Senator Monroney. The capital losses on the stock market would be 
only a fraction of the national economic loss that we would suffer? 

Mr. Carry. A small fraction. I might say that the agricultural 
section of our society and the workers in the industrial part of our 
society get no confidence whatsoever to see these stock-market prices 
rise as they did in the last 18 months. They get no confidence. They 
just have a greater feeling of insecurity: Are we doing again what 
we did before with the same kind of results, perhaps even greater, more 
lire results? 

Senator Monronry. They are more inclined to worry than the in- 
vestors themselves, are they not, as innocent bystanders to an effect 
that could take place if the market should be overextended and suffer 
a serious collapse ¢ 

Mr. Carry. That is correct. 

Senator Monroney. Perhaps it would take years for that to get 
over, 

Mr. Carey. I might say, Senator, that that is one reason why I am 
so pleased to see this committee give attention to these problems, 
because if the people are now aware that there are some people in 
Government that are interested in some of these problems, that. will 
give them a chance to gain some confidence. They will have the 
feeling that perhaps something now will be done. 

Senator Monroney. Otherwise they read in the paper only that the 
stock market established a new high and see none of the economic fac- 
tors that might be underlying the situation that supports the very 
industries whose stocks are listed ¢ 

Mr. Carry. Right. 

Senator Monronry. You do not think it is irresponsible for one 
branch of Government to dare to inquire into the stability of our 
economy f 

Mr. Carry. I would say that I think it would be the height of irre- 
sponsibility not to do that. 

Senator Monronry. The Banking and Currency Committee of the 
Senate is the traditional—— 

Mr. Carry. The appropriate committee to look into that. And I 
think the fact that when the Banking and Currency Committee is 
doing just that, the people have reason to gain confidence that other- 
wise they lacked. And I do not think that the people of this country 
have basic lack of confidence in the future of the Nation. They feel 
that this society of ours is good, and they like their country. They 
are willing to work. And I think what is happening is just a refusal 
to face up on the part of some of us to resolving some of these prob- 
lems. Perhaps this committee, in giving attention to this, will bring 
about a better understanding. 
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Senator Monroney. In other words, it is rather wise, even for a 
healthy man, to have an occasional checkup by a physician before he 

as a coronary condition or a temperature of 105 ¢ 

a Carey. That is what the law says. The law says we are sup 
posed to have periodic reports of the health of our economy. It is 
called the full-employment law. It was enacted in 1946. And if 
what we are doing here today is wrong, then perhaps there is some 
mistake in this whole notion that it is easier to prevent a depression 
than it is to cure one, 

Weare just getting over some very goes periods in our economy 
de pression and war followed by war. I do not think that there is any 
reason for us to slacken in our efforts to solve some of our problems 
so that we ean show the rest of the world, and particularly the Com- 
munists in the rest of the world, that this economy is truly strong, 
that we can resolve our problem of unemployment, and that we can 
go ahead and give them aces in spades, mind you, and show them that 
we can do a much better job and do much for the people. I think we 
have our opportunity to do that. 

Senator Monronry. No market that is firmly established on the 
overall prosperity of the country need have any fear of undermining 
that confidence by any examination of the true situation, of the overall 
situation, in the Nation 4 

Mr. Cargry. None whatever. 

Senator Monronry. We would be irresponsible in our duties as one 
branch of the Government if we failed to do the things that the dele- 
gation of power by the Senate requires this committee to do? 

Mr. Carey. Correct. 

Senator Monroney. Thank you. 

The Cuamrman. Mr. Carey, I am sure you will be pleased to know 

that your confidence in the economic condition in this country has 
resulted in a very strong rally in the stock market. I have just been 
handed a note that in the last half-hour there were 580,000 shares 
traded, that industries are up over 2 points, that the rails and utilities 
are up. You did not do quite as well as Mr. Humphrey, but you did 
very well indeed. [Laughter. ] 

One last question. If you owned any stocks, would you sell any 
of them at this particular juncture ¢ 

Mr. Carey. Not unless I had to. 

The Cuarrman. You would hold them ? 

Mr. Carry. I would certainly hold them. I certainly would. 

The Cuarrman. Mr. Carey, we appreciate your taking the trouble 
end time to have come here and to have prepared such a thorough and 
exhaustive study of some of the most important economic factors in 
our economy. The committee is very appreciative of the time and 
trouble you have taken to give us the benefit of your knowledge 
and research on the subject. 

Mr. Carry. I certainly appreciate this opportunity, and IT include, 
Mr. Chairman, all the members of the committee in commending them 
for the work they are doing in behalf of this Nation. 

Thank you very much. 

The Cuatrwan. Thank you very much, sir. 


60650—55——_52 
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(The appendixes to the prepared statement of Mr. Carey follow :) 


APPENDIX 


TauLe 1.—Changes in stock prices and other economic indexes between 2d quarter, 
1953, and 4th quarter, 1954 
Percent 

Stock prices *_- 
Unemployment seeping 
Gross national product 
National income . 
Industrial production 
Total employment 
Total business sales 
Wholesale prices 
Consumer prices 

1 Combined index of 480 stocks. 


Nore.—-Most economic indexes moved downward or sideways between the 2d quarter of 
1953 and the 4th quarter of 1954. Only unemployment and stock prices moved up sharp ly 
in that period. The rise in stock prices was not—and could not have been—based op 
production, employment, and sales trends during those 18 months. 

Source: Departments of Commerce and Labor and Federal Reserve Board. 


TABLE II.—Labor and farm income down, rental, dividend, and interest incom 
up, 2d quarter, 1953, and 4th quarter, 1954 (seasonally adjusted annual rates) 
[In billions] 


2d quarter, 
1953 


4th en Change 


Labor income ‘ $205. 
Farm proprietors’ income 12. 
Business and professional. | 26. 
Rental income | 10. 
Dividend income | 9. 
Personal interest } 13. 
Transfer payments ! 

Total personal income ? 


— 
case ouwcen 


| Zaxsee: 


| 
| 


| 
1 


_ 
Fes 
we ee ee once 


ly 


| 
#4 


! Includes Government payments, such as biaiieealies ment insurance and old-age and survivors’ insurance, 
which rose during the economic downturn. 

2 Total personal income is the sum of personal income from the above listed sources, less personal contribu- 
tions for social insurance 


NorTre.—Between the 2d quarter’of 1953, before the downturn began, and the 4th quarter of 1954, labor and 
farm income declined, personal incomes from professional and unincorporated businesses remained the 
same, and personal incomes from rents, dividends, and interest rose. 

Source: Department of Commerce. 


i 


TaBLe I11.—Corporate gross earnings and savings ' 
Aas billions] 


Corporate 
deprecia- 
tion allow- 
ances 


) aoreereee | Corporate | Corporate 
| tion allow- gross | gross 


| 2 | savings? 
arices earnings | saving 


Corporate | Corporate 
gross | gross Year 


2 


earnings? | savings * 


$13.1 | 5 eh ISR , 31.4 | 

9.5 | 4 | i np sl : 45.9 | 
12. 5. Se : 48. 2 | 
20. 6 5 | : . 45.2 | 
25. 6 .4 |} 105% Fewee 2 | 48. 3 | 
33.6 | . babctsbud . 45.5 
| 37.4 | . 6 


1929 
1939 
1940 
1941 
1946 
1947 
1048 


coo. 


tot bh 





' Excludes banks and insurance companies. 
2 Corporate profits, before payment of taxes and dividends, plus depreciation allowances. — 
? Undistributed corporate profits (after payment of taxes and dividends) plus depreciation allowances 


Nortr.—Despite the economic downturn that started in mid-1953, corporate gross earnings and gross 
savings in 1953 and 1954 were at or close to record peaks, as a result of high profits and.annual inereases in 
depreciation allowances. 

Source: Department of Commerce and Council of Economic Advisers; 1954 figures are estimates. 
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TasBLE 1V.—New securities issues are minor source of investment funds—Net 
corporate securities as percent of corporate plant and equipment outlays’ 





T. : Plant and ro : Plant and 
icaaties 2 | equipment Percent somes 2 | equipment Percent 
outlays , outlays 
Billion | Billion Billion Billion 
1946 $2.4 | $12.5 19 || 1951 $6.3 $21.6 29 
M7 4.4 | 17. | 26 1952 7.9 22. 4 35 
MS 5.9 | 18.8 | 31 1953 7.3 24.1 30 
49 4.9 | 16.3 | 30 || 1954 6.5 22. 5 29 
1950 3.7 | 16. 9 22 || 


Excludes banks and insurance companies. 
Includes common stock, preferred stock, bonds, and notes. Common stock and preferred stock are 
only a small percentage—about 20 to 25 percent—of net new securities. 

Note.-——Net new securities, in the postwar years, have been only a minor source of funds for corporate 
nvestment, which has been financed largely out of internal sources. Since 1946, net new securities, includ- 
ing bonds and notes, have ranged from merely 19 percent to only 35 percent of plant and equipment outlays. 
If bonds and notes were excluded, the issuance of net new common and preferred stock ranged from about 

to 10 percent of plant and equipment outlays. 

Source: Department of Commerce and Council of Economic Advisers. 


TasLe V.—Corporate savings—Corporate plant and equipment outlays subtracted 
from corporate gross savings plus net new securities ' 


{In billions] 


Gross sav- Gross sav- 
ie Y Plant and | eee : Plant and 
Year | ings plus | equipment Excess | Year anes plus ; equipment Excess 
net new | outlays net new utlavs 
| issues a ee issues vee 
} 1 j 
— ———} ——| os . . —|———_— 
1946 $13.9 $12.5 | $1.3 1951... 24.4 21.6 2.8 
1947 21.0 | 17.0 | 4.0 |; 1952... 25. 5 | 22.4 | 3.1 
1948. 24.5 18.8 5.7 || 1953... 26.8 | 24.1 | 2.7 
1949 19.6 16.3 3.3 || 1954__.. 26.0 | 22.5 3.5 
1950 23.9 16.9 7.0 || 
i} I 





1 Excludes banks and insurance companies. 


Norte.—Corporate investment in new plant and equipment in the postwar years had been based largely 
on internal financing out of gross savings (retained profits and depreciation allowances); net new securities 
issues (stocks, bonds, and notes) have been low. The combined resources of gross savings plus the relatively 
low net new securities, however, have been significantly greater than plant and equipment outlays. 

Source: Department of Commerce and Council of Economic Advisers. 


Taste VI,—Liquidity of American corporations * 


| Cash and | Cash and 
as : | | Govern- soos ;, i Govern- 
} Cash and | ota) cur. | Ment se- Cash anc Total eur- | Ment se- 
. 7 U. 8. Gov-| oo 'k. : curities " a U.8. Gov-| oe i. curities 
End of year ernment \** —— as percent End of year enment | Tent liabilt- as percent 
| securities - of total || | securities cas of total 
| current | current 
| liabilities || | liabilities 
Tee Te SSeS To ee : pe 
| Rillion | _ Billion Percent || Billion Billion | Percent 
1939 $13.0 | $3. 00 | 43 || 1950___. 47.8 79.8 | 60 
1940 | 15.1 | 32.8 46 || 1951___- | 50.7 | 92.6 | 54 
1941 17.9 | 40.7 44 |} 1952___. 51.0 96.1 | 53 
1946____ | 38.1 | 51.9 73 ||} 1953.... 52.2 97.1 | 54 
1947... . 39.1 | 61.5 | 64 || 1954 (3d quar- 
1948... . 40.1 64.4 62 || ter) 48.7 88.6 | 55 
1949. $43.3 $60. 7 71 } 
| | 


? Excludes banks and insurance companies. 


Note.—Corporate holdings in cash and Government securities have increased both in amount and as a 
percentage of total current liabilities, by comparison with pre-World War II years. In the immediate post- 
war years, liquid holdings were high, by comparison with liabilities, due to wartime savings. From 1950 
onward, liquid holdings fave settled at 53 to 55 percent of total current liabilities, significantly above 1939-41 
relationships. The liquidity strength of corporations is a reflection of high earnings and rising depreciation 
allowances. 

Source: Securities and Exchange Commission. 
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TaBLe VIIL.—Profits after Federal taxes as percent of stockholders’ equity; 
manufacturing corporations, by asset size 


Ist 3 quar- 
ters 1954 
annual 
rates 


All asset sizes ‘ Sane aa on ’ 9.7 
Under $250,000 ‘ a a 5.4 
$250,000-—-$999 ,000 oe . ‘ 53. - “ 6.9 
$1,000 000-4 ,999 ,000 =e eee secinonbie 5 5.7 
$5,000,000-$99, 999,000 = anata . niahie 9.5 8&3 


$100,000,000 and over a oa ee | 11.8 11.6 


Note.—Despite the decline in employment, production, and sales during the first 3 quarters of 1954, 
manufacturing corporations, as a group, reported after-tax profits at 9.7 percent of their stockholders’ equity. 
At the 9.7 percent rate of return, one could regain the original price of an investment in a little over 10 years. 

The big manufacturing corporations, with assets of $100 million and over, reported after-tax profits at 
11.6 percent of their stockholders’ equity. The 11.6 percent rate of return was approximately the same 1; 
in 1953, despite the overall economic decline, reduced sales, employment, and production. 

The sharpest decline in the rate of return on stockholders’ equity between 1953 and the first 3 quarters 
of 1954 was in the group of corporations with assets under $250,000. 

Source: Federal Trade Commission and Securities and Exchange Commission. 


TaBLe VIII.—Profits after Federal laves as percent of sales; manufacturing 
corporations, by asset size 


ist 3 quar- 
ters 1954 
(annual 
| rates) 


All asset sizes__. as 3] 
Under $250,000 | 
$250,000-$999,000 ie Gea oa - 5 ORES. ; 
$1,000,000-$4,900,000_......... patient belscatbcennaidbed f 2.! | 


$5,000,000-$99,999,000 __ 
$100,000,000 and over....... 


NOTE Although employment, production, and sales in the Ist 3 quarters of 1954 were below 1953, profits 
after taxes as a percent of sales for the largest manufacturing corporations were greater in 1954 than the 
year before. 

The above table indicates that profit margins declined for the smaller corporations, remained approxi- 
mately the same for the group with assets of $5,000,000-$99,999,000 and rose significantly for the group with 
assets of $100,000,000 and over. 

Source: Federal Trade Commission and Securities and Exchange Commission. 


The CuarrmMan. The committee will meet tomorrow morning at 10 
o'clock to hear the president of General Motors. The committee is 
in recess until then. 

(Whereupon, at 4:50 p. m., the committee recessed until 10 a. m., 
Friday, March 18, 1955.) 
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FRIDAY, MARCH 18, 1955 


Untrep Srares SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10:10 a. m., Senator J. W. Fulbright (chairman) 
presiding. 

Present: Senators Fulbright, Robertson, Lehman, Capehart, and 
Bush. 

Also present: Robert A. Wallace, staff director of the committee. 

The Cuamman. The committee will come to order, please. 

We have this morning Mr. Harlow H. Curtice, president of General 
Motors. Mr. Curtice, we are very pleased to have you here, and we 
would be interested if you care to introduce your associates to the 
committee and for the record. 


STATEMENT OF HARLOW H. CURTICE, PRESIDENT, ACCOMPANIED 
BY ALBERT BRADLEY, DIRECTOR AND CHAIRMAN OF FINANCIAL 
POLICY COMMITTEE; FREDERIC G. DONNER, DIRECTOR AND VICE 
PRESIDENT IN CHARGE OF FINANCE; AND HENRY M. HOGAN, 


VICE PRESIDENT AND GENERAL COUNSEL, GENERAL MOTORS 
CORP. 


Mr. Currice. Thank you very much, Mr. Chairman. 

| would like to introduce Mr. Albert Bradley, director and chair- 
man of our financial policy committee, who was also invited to be here 
today. 

Mr. Frederic G. Donner, director and vice president in charge of 
finance. 

Mr. Henry M. Hogan, vice president and general counsel. 

The Cuamman, Mr. Curtice, you may proceed in your own way. 
You have a very thorough prepared statement. Do you care to sum- 
marize it for the committee ¢ 

Mr. Currice. I would prefer to read the statement, Mr. Chairman. 

The Cuarrman. Just as you like, sir. 

Mr. Currice. Thank you. 

Mr. Curtice. Your committee has asked us to discuss the factors 
that led up to General Motors’ recent offering of common stock to its 
stockholders—the first such offering since 1920. 

General Motors is an operating, not a holding company, with 119 
plants in 19 States in this country, 6 plants in Canada, and manufac- 
turing and assembly operations in 19 foreign countries. Our products 
are sold throughout the free world. 


815 
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The business policies of General Motors are determined with the 
objective of keeping pace with and supporting the growth of our 
Nation’s economy. 

General Motors employment in the United States has increased from 
224,000 in 1940 to 512,000 today. It has more than doubled in 15 
years. Worldwide, our employment, now exceeds 615,000 good jobs. 
Total payrolls in 1954 amounted to $2,771,000,000, or more than five 
times those in 1940. 

We have 491,000 shareholders, or 100,000 more than before World 
War IT, 21,000 suppliers, and 18,000 enfranchised automobile dealers. 

Dollar sales in 1954 were $9,906,000,000, more than five times those 
in 1940. The distribution of those dollars taken in 1s indicated by this 
first chart. I should have mentioned at the outset that I have some 
blow-ups of the chart which are a part of the text. If there are any 
questions on that, I would be glad to have them. 

(Chart I referred to follows:) 


Cuartr I.—What happened to the money GM took in during 1954 


{In millions] 


|Amount Percent 


~ Type 


GM received in 1954: From sale of its products and other income (net) $9, 906 
These receipts went 
To suppliers for materials, services, etc 5,061 | 
To employees for payrolls, etc co 2,771 | 
For Federal, State and local taxes 1,035 
To provide for depreciation and obsolescence of plants and equipment 233 
To GM shareholders 449 | 


For use in the business to provide facilities sand working capital B57 | 


As shown in the chart, about half of this amount went to our 21,000 
suppliers of goods and services, 28 cents per dollar went to our own 
employees, 1014 cents was for tax payments at home and abroad, and 
214 cents went for wear and tear and obsolescence of plants and 
equipment. 

This means that 92 cents of each dollar we took in went to suppliers, 
employees, governments, and for depreciation. That left only 8 cents 
of which 414 cents went to shareholders in dividends, and 314 cents 
was reinvested in the business. 

Sales and excise taxes collected by General Motors in 1954 for the 
account of various Government bodies in the United States amounted 
to $583 million, bringing ascertainable United States taxes to $1,460 
million, equivalent to $16.71 per share of common stock. T sometimes 
wonder what George Humphrey would do without us. 

We recognize, of course, that part of the increase in our dollar 
sales has been the result of inflation—and this in itself is an important 
element in adding to the capital needs of a business. However, the 
principal reason for the postwar increase in our dollar volume has 
been an expanding customer demand for General Motors products. 
. or example, sales of automobiles and trucks from our plants totaled 

£800,000 units in 1954, as against just over 2 million in 1940. This 
increase reflects not only growth in car usage and demand for new 
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automobiles generally, but also is a measure of the vigor and vitality 
of our organization. 

Many new products as well as many improvements in existing prod- 
ucts have been developed by General Motors and have met with favor- 
able public acceptance. In this connection, we have under construc- 
tion and nearing completion a $100 million technical center near 
Detroit to house the forward research and engineering activities which 
are important not only to our civilian but to our defense business as 
well. 

A few examples of automotive developments in recent years: are 
higher compression engines, automatic transmissions, power steering, 
power brakes, and air-conditioning. Accompanying this engineering 
progress have been outstanding improvements in body design. Two 
postwar General Motors innovations that have had industrywide 
impact are the hard top, convertible-type body design pioneered by 
us in 1949 and the panoramic windshield which we pioneered in 1954. 
And this year a completely new four door version of the hard top 
has been added to two General Motors lines and is currently in 
production. 

Progress has also been substantial in our nonautomotive activities. 
For example, General Motors has been the leader in the substitution 
of diesel for steam power on American railroads. This program had 
its beginning in the decade just before the war and is expected to 
be virtually completed by 1960. Dieselization has enabled the rail- 
roads to effect very substantial operating economies. Based on a study 
made in 1952, savings in fuel and maintenance costs alone exceed 
S600 million a year. , 

Our Frigidaire division has pioneered in the development of mechan- 
ical refrigeration since 1919. It currently produces, among other 
things, electire refrigerators, ranges, water heaters, food freezers, 
automatic clothes washers and dryers, electric ironers, automatic dish- 
washers, and air-conditioning equipment for automobiles, railway 
cars, homes, and businesses. Frigidaire products are merchandised 
through nearly 13,000 dealers in the United States. 

Output of all appliances has been expanded substantially to meet 
the needs of a rapidly growing market. 

In 1953 we were offered the opportunity of acquiring the Euclid 
Road Machinery Co. This appeared to be the most economical way 
of extending our truck lines into heavier off-the-road types of vehicles. 
Accordingly, we acquired the company by an exchange of stock. It 
is the only acquisition we have made in more than 20 years. Our 
growth, in other words, has come from within. 

I might also mention that General Motors has sold its entire hold- 
ings in several companies, including North American Aviation, 
Bendix Aviation, Kinetic Chemicals, National Bank of Detroit and 
Hertz Drivurself. These holdings ranged from 18 to 100 percent of 
the outstanding stock of those companies. 

Our dollar volume of business also has included production for 
defense. In 1952 and 1953, defense items accounted for 19 percent 
of total sales. Last year Government requirements were reduced and 
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the proportion dropped to 14 percent of total sales. Our defense de- 
liveries will show a further decline this year and will account for less 
than 10 percent of total sales. Our defense employment has decreased 
from a maximum of 95,000 to the current level of about 46,000. 


GENERAL MOTORS’ PART IN THE DEFENSE EFFORT 


At the outset of World War II, General Motors established certain 
basic policies with regard to defense production. They are: 

1. Cooperate actively with the Government in planning the pro- 
duction of defense products. 

2. Endeavor to assume the corporation’s share of the defense pro- 
duction load. 

3. Endeavor to obtain contracts for the more complicated defense 
products. 

4. Concentrate General Motors production facilities on the most 
diflicult parts of these products. 

5. Subcontract to the largest extent practical as much as possible 
of the balance of component parts. 

6. Spread the work among plant locations so as to protect employ- 
ment, within the limits of efficiency in production and use of facilities, 

7. Accept contracts of whatever type that may be mutually agreed 
upon with Government agencies. 

These policies were reaffirmed in 1950. Shortly after the outbreak 
of the Korean hostilities, General Motors undertook a $400 million 
defense construction program financed with its own funds. These 
new plant facilities provided about,14 million square feet of manu- 
facturing floor space. In addition, civilian production facilities were 
allocated for defense purposes. These facilities were provided at the 
request of the armed services on a scale to meet their requirements 
as anticipated at that time. 

General Motors defense production reached its peak in 1953, with 
total deliveries of $1,642.000,000. This was equivalent to less than 8 
percent of the Defense Department’s expenditures for hard goods. 
During 1954 General Motors defense production totaled $1,233,000,000, 
which was less than 7 percent of the Defense Department’s expendi- 
tures for the same period. Our unfilled orders at the end of 1954 
were $1,052,000,000, or only slightly over 3 percent of the unpaid obli- 
gations for hard goods that the Defense Department reported at that 
time. 

From the foregoing, it is apparent that General Motors defense 
production has been reduced at a faster rate than the national defense 
program as a whole. 

Here is the record—and I point to this chart—of General Motors 
defense business between 1948 and the end of 1952. During this 
period General Motors received prime contract assignments from 
the Department of Defense to produce defense materiel valued at 
$5,685,000,000. Deliveries were valued at $2,450,000,000. Taking 
into account unfilled orders at the beginning of the period as well as 
contract terminations and price adjustments, this left $3,073,000,000 
in unfilled orders at December 31, 1952, all as detailed in chart IT. 

(Chart II referred to follows :) 
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CHart. [].—General Motors defense business, 1948—52—United States prime 
contracts 


[Thousands omitted] 


Backlog at Price ad- Cancella- 
Calendar year beginning Awards justments | Deliveries ‘tema: 
of year (net) ? 


Backlog 
at end 
of year 


$65, 317 $229, 365 $11, 804 $133, 780 
172, 706 302,041 | 111,218 206, 862 
; a. 256, 667 | 295,945 | 115,629 183, 025 
1951 : aaa eine 353,958 | 2,031,131 | 1 3, 463 | 
1952 suawesme 1, 764,025 | 2,826, 044 | 1176,309 
| 


72, 706 


‘ 353, 958 
617, 347 $254 1, 764, 025 
1, 309, 140 31, 606 3, 073, 014 


1 Indicates decrease. 


The record of the years 1953 and 1954 is entirely different and as 
displayed by this next chart. Practically all of the business awarded 
General Motors during this period represented additions to projects 
already in production prior to January 1, 1953—in other words, repeat 
business. 

New projects assigned to General Motors by the Defense Depart- 
ment during the 2-year period beginning January 1, 1953, had a value 
of only $15 million, or less than 1 percent of total orders received 
by us in these 2 years. During the same 2-year period cancellations 
amounted to $549 million. Unfilled orders declined from $3 billion 
at the end of 1952 to $1 billion at the end of 1954. Details of defense 
business for 1953 and 1954 are shown in chart ITI. 

(Chart III referred to follows:) 


Cuart III.—General Motors defense business, 1953-54—United States prime 
contracts 


[000’s omitted] 


| Awards 


Backlog at | Pricead- Cancels Backlog at 
Calendar year | beginning | Additions | justments | Deliveries | Tor - end of 
| ofyear | New proj- | to projects (net) _— year 
| ects _‘| already in 
| production 


1953 $3, 073, 014 $11, 568 | $1, 369, 242 1 $81,198 | $1, 642,914 $166, 882 
1954_ _- ------| 2, 562, 830 3, 438 | 246,872 | 1145,719 | 1, 233, 355 382, 029 
' | 1 


$2, 562, 830 
1, 052, 037 


1 Indicates decrease. 


Deliveries in 1955 are estimated at $900 million. 

As you know, profits on defense business are subject to renegotiation. 
We have reached agreements with the Renegotiation Board with re- 
spect to our renegotiable business for the years 1948 through 1952. 
Refunds to the Government resulting from these agreements amount 
to $29 million, or approximately 1 percent of total renegotiable sales 
over this period. 

The small amount of our refunds is the result of our close pricing. 
Early in World War II, General Motors voluntarily established a 
policy of limiting its profit margin on war work to one-half its normal 
profit margin on civilian goods. This defense profit limitation policy 


produced important savings for the Nation’s taxpayers both in World 
War IT and during the Korean emergency. 
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PRICING OF GENERAL MOTORS’ CIVILIAN PRODUCTS 


Since the committee has expressed interest in the subject of General 
Motors’ civilian product pricing practices, I shall outline them. 

General Motors’ pricing proc edures have been set forth publicly o1 
many occasions since the early 1920's when they were first established. 
While the underlying principles of these procedures are relatively 
simple, their applic ation is nec essarily extensive and complex in prac- 
tice since they are concerned with the costs of the thousands of mia- 
terials and parts which we buy and make and with the manner in 
which overhead costs are distributed by product lines. 

It is obvious that unless a manufacturer can sell his products for 
more than it costs to produce them, he will soon cease to be a manufac- 
turer. Therefore, the determination of probable costs is most in 
portant. Direct unit costs of production (direct labor and material) 
must first be calculated. The indirect or overhead costs, however, 
even though determinable in the aggregate for any given period of 
time, must in the end also be reduc ed to a cost per unit. This means 
that overhead costs must be allocated to each unit sold in order to 
recover the total of all such costs. 

At this point there is a large unknown, What is the future volume 
of sales over which these costs must be distributed to assure their full 
recovery provided competitive conditions permit? In a period of low 
volume, a manufacturer who attempts to recover his entire overhead 
costs out of the unit selling price will price himself out of his market. 
On the other hand, if he distributes his overhead costs on the basis of 
2 temporarily high level of demand, he will mislead himself as to his 
real average unit cost and thus fail to recover them. This is to Say 
that indirect costs or overhead must be prorated on the basis of an 
average volume in relation to capacity and the anticipated market. 

A manufacturer will soon be in a very precarious position if all 
he does is recover his total costs without making a profit on his opera- 
tions. His position is further aggravated when the cost of replacing 
his capital equipment and tools is greatly increased by inflation. He 
will be unable to finance the continuous development of his product 
so necessary in today’s markets. So it becomes essential for him to 
run his business efficiently not only in order to recover his costs but 
also to make a profit so that the business may grow and prosper. 

But no manufacturere can make the decision as to price without 
regard to competitive prices and the wishes of his customers. If his 
price is too high relative to the prices charged by his competitors, he 
will lose volume and slip behind in the competitive struggle. Our 
practice has been to set prices that are fully competitive and which we 
hope will be attractive to our customers. Then we try to increase our 
profit by reducing our costs below what we had eale ulated they might 
he with no certain knowledge as to what the volume would be on each 
line. 

Chart IV, which I refer te now, compares on an index basis the 
year-by-year list prices of four-door sedans, the largest selling model, 
as published by all companies in the industry. This chart clearly 
shows that our prices have increased less since 1941 than have those of 
our competitors and compare even more favorably today than before 
the war. 

(Chart IV referred to follows:) 
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INDEX OF PASSENGER CAR LIST PRICES 
(Based on 4-Door Sedans ) 
Price at about the beginning of the Year-194| model prices- 100 


GENERAL PRINCIPAL COMPETITORS 
MOTORS FORD CHRYSLER ALL 





wield eoasiopeten ore ae: Rees 
1941 100 100 100 100 
1942 112 112 116 113 
1946 121 126 128 129 
1947 150 151 153 160 
1948 159 164 161 189 


1949 184 190 193 212 
1950 182 167 193 205 
1951 181 187 193 208 
1952 206 207: 222. 209 
1953 207 209 229 + # 228 
; 1954 207 th BS REO 
i955em" 212 220 223 + °&230 


Ree ne ETA 


THESE INDEXES REFER OWLY TO LIST PRICES WITHOUT ALLOWANCE FOR THE PRODUCT IMPROVEMENTS FROM YEAR TO YEAR WHICH HAVE BEEN 
CHARACTERISTIC OF THE INDUSTRY. TWEREFORE, THEY DO NOT REFLECT THE INCREASE IM COMPARATIVE VALUES TD THE CONSUMER OVER THE PERIOO. 
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—General Motors “~~ Ford Chrysler + —— All Others 


The only way that a company like General Motors can even stay 
where it is Vena sath is to work as aggressively as possible to bet- 
ter its pear To relax for a moment would be only to lose posi- 
tion. For a period of 4 years in the early 1920’s, one company sold 
vetween 55 and 60 percent of all automobiles in the American market. 


It offered the lowest-priced car in the industry, yet could not with- 
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stand the competitive drive of other companies. This could happen 
again. Therefore, there can be no compromise between full, aggres- 
sive competition and loss of competitive position through any tendency 
to rest on one’s laurels, 

General Motors has no assured markets. We have no protection 
against competition. Nor do we have any guaranteed rate of return 
on our capital. We buy our materials and parts in the same markets 
and at the same prices as our competitors. It would be illegal under 
the Robinson-Patman Act to do otherwise. We pay at least the same 
wages for equivalent labor as they do. The equipment we purchase 
is equally available to them at the same prices. Under these cir- 
cumstances, if we make more profit than they do, it can only be be- 
cause our organization is superior to theirs in converting the same 
materials into finished products which appeal to more customers 
at our prices than theirs do. 

When one producer makes a higher return on his investment than 
others while selling at competitive prices, and paying the same wages 
and prices for materials as his competitors do, his higher return on 
capital is a mark of his greater efficiency. That is the function of 
profits in a free economy—to reward efficiency and act as an incentive 
to producers to keep on being efficient and continuously to pass 
on to the public in greater values the economic gains being achieved. 

The automobile industry from its very inception has been most in- 
tensely competitive. It is even more competitive today than at any 
time in its 50-year history. 

In this industry competition means aggressively seeking the favor 
of the customer. At one time or another some 2,700 different makes 
of cars have been on the market. Today a bare handful of those origi- 
nal 2,700 survive. The others have vanished. Why? Because their 
products did not have sufficient appeal to this one person—the 
customer. 

In General Motors we have been successful in winning the votes of 
customers because we not only have priced competitively but also have 
constantly striven to build greater values into our products. Each 
year our cars offer more for the money than the year before. Each 
year we seek to make them leaders in performance, economy, quality, 
appearance, comfort, and safety. This striving for improvement is a 
particularly outstanding element of competition in our industry— 
much more so than in most other industries. 

Last year, as this year, our product lines represented outstanding 
values. Asa result, our total dollar sales last year were within 2 ol 
cent of the 1953 all-time record. We considered this an excellent 
showing particularly in view of a 30 percent decline in defense busi- 
ness. Defense deliveries accounted for only 14 percent of total vol- 
ume, compared to 19 percent in 1953. The decline was nearly offset 
by the customer cepeel of our civilian products and by aggressive sales 
efforts on the part of our dealer organization. 

Generay Motors net income in 1954 amounted to $806 million, or 
$9.08 per share, compared with $598 million, or $6.71 per share, in 
1953. This increase over 1953 was largely the result of the elimina- 
tion of the United States excess-profit tax. We provided $749 mil- 
lion for United States income taxes in 1954 and $996 million in 1953, 
of which $192 million, or $2.20 per share, was for excess-profits taxes. 
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POSTWAR CAPITAL REQUIREMENTS 


In the two decades prior to the war, our capital requirements were 
met almost entirely out of reinvested earnings. Postwar, although 
we retained a substantially higher percentage of earnings than in the 
1930's, this source of capital funds was not sufficient to cover our needs. 
laxes. of course, have been a limiting factor. Between 1946 and the 
end of 1953 we resorted to the public capital market three times, in- 
cluding a 1946 loan from insurance companies which was repaid in 
1949. The issue of preferred stock in 1946 and the debenture issue in 
1953 added $400 million of outside funds to our capital. This sum 
represented approximately 17 percent of the $2,300,000,000 added to 
capital in this period, the balance having been reinvested earnings. 

Our recent decision to seek further outside capital resulted from our 
analysis of our forward capital requirements. This analysis was based 
upon our projections of economic trends and the outlook for the highly 
competitive automobile market. It led us to the conclusion that addi- 
tional permanent equity capital in the area of $300 million to $350 
million was needed if we were to be ready to share in the country’s 
srowth and meet expanding needs for the goods we make and at the 
same time maintain a reasonable dividend policy. 

It is just as important for us to appraise our markets and plan for 
the needs of our customers in the years ahead as it is for our research 
laboratories, engineers, and stylists to work years ahead in designing 
and engineering our products. 

Our studies indicate that sometime in the early 1960’s our country 
should achieve a gross national product of $500 billion, compared with 
$357 billion in 1954. 

We find that by 1962 population may total 184 million, almost 20 
million more than today. The number of households should increase 
from 48 to about 54 million, creating a tremendous new demand for 
homes, motor vehicles, and other goods and services. 

Assuming maximum utilization of the country’s economic re- 
sources—in other words, full employment—it is estimated that dis- 
posable personal income might well be about 40 percent higher than 
it 1s today. 

Motor-vehicle registrations now total about 58 million. With dis- 
posable income up 40 percent we estimated that by 1962 there may 
well be over 75 million vehicles registered, an increase of more than 
o0 percent. 

You may recall that early in 1954 General Motors announced a for- 
ward program of capital expenditures calling for an outlay of about 
$1 billion in 1954 and 1955. This was at a time when many people 
were dubious about the economic outlook. In fact, there was much 
talk of coming recession with mass unemployment. However, many 
other corporations also invested substantial funds in new facilities. 
Today the country’s productive facilities have grown substantially 
over those of a year ago, and economic activity has continued at a 
very high level. 

As is often the case, our program has grown and now amounts to 
311% billion. Capital expenditures for this program in the past year 
reached a total of $750 million. Expenditures for 1955 under this 
program are estimated at $500 million. The remainder will be ex- 
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pended in 1956. This does not include $200 million for moderniza- 
tion and expansion of our facilities in Europe which we have au- 
thorized and which we anticipate-will be financed out of future earn- 
ings abroad. 

When. this program is completed, General Motors will have ex 
pended in the United States and Canada alone $314 billion for capi- 
tal investment since the end of World War II. This is in addition 
to very substantial expenditures each year for special tools, dies, jigs, 
and fixtures specifically applicable to new models. For Genera] 
Motors to bring its 1955 models to market required an outlay of $600 
million. 

General Motors’ capital expenditures, of necessity, will continue at 
a very substantial rate, both to keep our facilities and products modern 
and to assure General Motors adequate capacity to keep pace with our 
appraisal of the normal growth of the market for the corporation's 
products. We also expect from time to time to make additional in- 
vestments for defense facilities, as required by the Armed Forces. For 
example, I think members of this committee will be interested to know 
that. we have just authorized a project which will involve $75 million 
of our own funds to expand the engineering, research development, 
and testing facilities of the Allison Division and to provide for the 
development of forward products to meet future needs of the Armed 
Forces as we anticipate them. 


GENERAL MOTORS’ STOCK PURCHASES 


Your committee has indicated interest in the procedure we follow 
in acquiring stock for employee bonus plan purposes. 

Our policy for over 35 years has been that a well-conceived incen- 
tive compensation plan should make the participating employees 
stockholders and partners in the business. Basically, the plan is de- 
signed to spur employees to maximum efforts by permitting them to 
share in the results obtained through their invention, ability, indus- 
try. loyalty, and special service. Participation in the plan is deter- 
mined on a selective basis and the amounts of the awards reflect. indi- 
vidual performance. A committee of directors, none of whom is a 
participant or employee, administers the plan. 

Because the present bonus plan as approved by our stockholders 
does not provide for the use of newly issued stock, it is our practice to 
acquire stock for bonus purposes in the open market. Purchases are 
made daily and spread as evenly as possible over the trading days of 
the month and year as well as throughout the trading period in any 
day, irrespective of price movements, Bids are made in relatively 
small amounts. Our stock purchases are reported monthly to the New 
York Stock Exchange so that the number of shares purchased cur- 
rently is a matter of public record. In addition, the number of shares 
held in the corporation’s treasury for bonus purposes is disclosed in 
the quarterly financial statements, and the number of shares purchased 
and delivered under the bonus plan is detailed in the annual reports. 

Our purchases of General Motors common stock on the New York 
Stock Exchange have averaged 2,000 shares a day in the last 4 years. 
During these years pure hases were equivalent to 15 percent of the total 
number of General Motors common shares traded on all United States 
exchanges. 








cha 


eigenre 


STOCK MARKET STUDY 825 


No purchases of stock were made in 1955 until we had reviewed with 
the Securities and Exchange Commission the matter of making such 
purchases during the period of our public offering. Following a dis- 
cussion with the Commission, we commenced stock buying on January 
7 but continued only through January 28, 10 days prior to the date 
the offering became effective. Purchases were resumed again on March 
10, the third day after the expiration of the subscription offer. 

The remaining point mentioned in your letter is the effect which 
stock-market fluctuations have upon our planning. Frankly, our for- 
ward business planning has always been based upon our evaluation of 
economic conditions in general and of the automobile industry in par- 
ticular. Stock market fluctuations, as such, have had no effect upon 
our forward planning. 

In conclusion, we believe the opportunities for service and accom- 
plishment in our dynamic and expanding economy will continue to be 
substantial. The success of our stock offering demonstrates that equity 
capital is available to those who seek it on a sound basis. 

The willingness of the automobile industry to undertake large capi 
tal investments for new and improved facilities, as well as for new and 
improved products, has brought the industry, over the span of a single 
lifetime, to its present stature. The industry has become the greatest 
single contributor to the strength of the national economy. It has giv- 
en our people an individualized means of transportation enjoyed by 
10 other people on earth. 

Such progress must and will continue to insure the creation of still 
more and better job opportunities. Only by such progress can the au- 
tomobile industry continue to make its maximum contribution to the 
expansion of the national economy. 

We in General Motors will continue to make our maximum contri- 
bution. Iam sure others are determined to do likewise. 

Mr. Chairman, may I say, for my associates and myself, that we 
hope our appearance here will prove to have been helpful. 

The Cuarrman. Thank you very much, Mr. Curtice. 

That is a very interesting statement. I am quite frank to confess 
that your figures are of a size so large it is almost. beyond the compre 
hension of an ordinary man who deals with much smaller concepts. 

There are one or two questions I will ask you before I turn you over 
to my colleagues. On that first chart, what exactly is the difference 
or significance between the 344 percent and the 214 percent with re- 
gard to the use of capital for the expansion of your business? The 
214 percent for wear and tear and the 314 percent to provide facilities. 

Mr. Currice. The 24% percent. is depreciation and obsolescence on 
the facilities as they existed. The 314 cents retained is for use to 
provide additional facilities from this time on. 

The Cuarman. Would it be fair to say that 6 cents out of each 
dollar are available for expansion then of plant ? 

Mr. Curtice. If you had no dividend policy. I do not think | 
would be president of General Motors very long if that were true. 
And, of course, we cannot expand with even 6 cents. 

[ might make an added comment that with the inflated prices of 
new facilities the 244 cents does not cover the replacement costs or 
come anywhere near it. As an example, we spent in the year of 1954 
$750 million for plant facilities, and our depreciation was about one- 
third that amount. 
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The Cuairman. Perhaps I did not make myself clear. You stated 
that you had, I believe, for two decades prior to the war had most 
of your expansion from rete ained earnings. 

Mr. Currice. That is correct. 

The Crarman. I was looking at this dollar breakdown here. [i 
looks as if 51 cents go out and are not retained, the 28 cents to em- 
ployees are not retained, the 1014 cents for taxes are not retained, and 
the 41% cents to shareholders are not retained. I just assumed that 
out of what was left, out of that 6 percent, must come the money for 
expansion. I may not understand your figures. 

Mr. Curricr. The 31% cents are used for that purpose, but it is 
inadequate under today’s conditions. That is the reason we went 
into the market. 

The Cuarrman. Well, what happens to the 214 cents then? What 
happens to it? 

Mr. Curricr. The 214 cents is for depreciation, but it is a very 
small part of the required amount because of the greatly increased 
prices resulting primarily from inflation in the prices of machine 
tools and facilities of all kinds. 

The Cuamman. If you did not go to the markets to get new capi- 
tal—which you did in a very small way, I understood. You said it 
was done internally—— 

Mr. Curtice. Yes. 

The Cuarman. Then from what source does it come internally ?/ 
I do not—— 

Mr. Currice. It had largely come, up to this time, from reinvested 

earnings. But as I pointed out in the statement, 17 percent was 
represented by outside money—the debenture note issue and _pre- 
ferred stock. The other 8 S percent mt other words, the outside funds 
were $400 million out of a total of $2,300,000, 000—or $1,900,000,000 
came from reinvested earnings. 

The Cuarrman. All I was trying to do was ascertain in this dollar 
division where that came from, but I did not understand the signifi- 
cance of the dollar the way it is presented in chart I, I presume. 

Mr. Currice. I hope I have made it clear. 

The ee Yes, sir. 

Mr. Curtice, do you think that our economy is so fragile that this 
hearing may seriously injure the confidence in the future of it? 

Mr. Curtice. I would not think so. 

The Cuamman. Are you curtailing your plans for next year to 
wait to see what the outcome of this hearing i is? 

Mr. Currice. I stated in my prepared remarks that the action of 
the stock market has nothing to do with our planning for the future. 

The Cuamman. Mr. Curtice, are you ever disturbed, you or your 
colleagues in the management of General Motors, about the prospect 
of becoming a monopoly in the automobile field ¢ 

Mr. Currice. No, sir. 

The CHarrM an. Y ou have been told, I am sure, about statements 
that have been made before this committee that General Motors could 
very easily wipe out its competition if it chose to lower its prices 
of automobiles, have you not? You have been told about that? 

Mr. Currice. I have read remarks in the testimony to that effect 
but I would not agree with them. 
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Phe CuarmMan. In your statement you say that competition is very 
keen. 
Mr. Currice. | have been in the industry 41 years. This industry 
has always been the most competitive of any industry, and it is 
intensely so, and even more so today than ever before. 

Phe Cuamman. What has caused the elimination of so man Vy manu- 
facturers’ Is it competition? Going back 30 years ago, there were, 
cay. a hundred manufacturers of automobiles, or something like that. 

Mr. Curtrice. Well, all told I pointed out that there were 2,70) 
different makes of cars sometime or other during the past 50 years 
from the time of the inception of the industry. There now remain 
i very limited number. 

Phe CuarrmMan. Why is that ? 

Mr. Currice. Because their product did not have the appeal to 
the customer sufficient 

The CuairmMan. So that companies have been eliminated, have 

ey not! 

Mr. Curtice, I do not know whether they have been eliminated 
or they eliminated themselves by reason of the fact that they did 
not produce a product that appealed to the public. 

The Cuairnman. Well, that is right. I did not mean to argue with 
you. I was just 

Mr. Curticr. My judgment is the pubhe has it within its power 
to keep any company in business if they like its product. 

Phe CuatrmMan. There is no question in your mind General Motors 
products have much greater appeal than any other ¢ 

Mir. Curtice. Of course. 

The Cuarmman. Why do you think then you will not run them out 
of business? I do not see the logic of your argument. It seems to 
me inevitable. 

Mr. Currice. I said we have to keep running very fast to stay where 
we are. 

The CuarrmMan. I read an article recently in Fortune about the 
Cadillac, and the competition is not on price at all. It was advertisiny 
and design. Is that right ? 

Mr. Curtice. It is both. 

The Cuamrman. This article I believe made it very clear that it 
really did not matter much about price. 

Mr. Currice. We did not write the article. 

The CuarMan. I see. You disagree with the article then / 

Mr. Currice. I do not disagree with the article, but I point out that 
it is the combination of appearance appeal and top value of the top 
car In the industry. I hope you do not mind if I put in a plug now 
and then. 

The Cuarrman. No, you have done a very good job. I was wonder 
ing whether Chrysler would not ask for equal time. 

[ did not quite realize what a persuasive man you are in this state 
ment. You have persuaded me that there is very great danger of 
monopoly. I had not thought so until I read this statement 

Mr. Cortice. If you do not own a General Motors car, I will see! (0 
sell you one before I leave today. 

The Cu AIRMAN, Well, unfortunately, Ido not. IT run a Studebaker 
most of the time. But I did not mean to make a plug for that. 
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Mr. Curtice. I think you would like a General Motors car ver) 
much. 

The Cuarman. And I am not trying to be critical. I am trying to 
analyze your arguments. It seems to me, looking back over what 
has happened in this industry, is the gradual or the rather rapid 
elimination of all the independents. I read just within the last 2 days 
that American Motors suffered a $5 million loss in I believe 2 months. 
2 months ending January. Was that about right? 

Mr. Curtice. I do not know. I have not seen it. 

The CuarrMan. You do not keep up with them? I forget the term 
The sum was $5 million loss withm a relatively short time. That is 
the new merger which was made, I was told, in an effort to survive, 
not because there was any particular reason 

Mr. Currice. I would like to make this observation. The merge: 
has not been in effect very long. 

The Cuatrman. Yes, but we have seen Kaiser-Fraser attempt to 
break in. It could not. As I say, I am not trying to criticize you 
at. all. 

Mr. Curtice. I understand. 

The Cuarrman. I would think that it is wise for us to try to examine 
what is going on in, as you say, perhaps the most important single 
industry in our country. 

Mr. Currice. The most important single contributor to the Nation's 
economy. 

The Cuarrman. I do not question that, and I have certainly no 
animus whatsoever. I was trying simply to understand the nature 
of this business. It is so large that it is difficult for us—— 

Mr. Curtice. Did you get the significance of that part of the state- 
ment that I read in which I said that in the 1920’s one company in 
the industry had as much as 56 to 60 percent during a period of 
4 years? 

The Cuamman. That was Ford I take it? 

Mr. Currice. Yes. 

The Cuarman. Yes. 

Mr. Currice. And they also offered a car at the lowest price of 
anyone in the industry. 

The Cuarrman. That is right. 

Mr. Curtice. So it is a combination. The point I am making is it 
takes a wide combination of 

The CuarrMan. But we have been told day after day that we should 
not make comparisons to what went on in the 1920's, that that is a 
forbidden period. 

Mr. Curtice. Well, it is useful—— 

The Cuarrman, It may be different now. 

Mr. Currice. It is a useful indicator of what might happen again. 

The Caiman. Well, I thought that was legitimate, but, as I said, 
we have been cautioned about making such comparisons. But never- 
theless there are differences. I recognize it in other fields. 

This discussion that I read with regard to the Cadillac—perhaps 
it is wrong, but I would like it to be pointed out—was that the com- 
petition now is not so much on price, that because of various factors, 
particularly the great prosperity of the country, people do not go 
about shopping. That they want the best, and in that case it pointed 
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out that one of the few cars that was in short supply, the one where 
there was competition to buy, was Cadillac, in contrast to the lower 
priced cars. ‘That, 1 think, has been true, has it not, for quite a 
while ¢ ae ‘ 

Mr. Currice. Cadillac is enjoying a very successful period. _ 

The CuarrMan. You need not be too modest about it. It is quite 
all right. Everyone has observed that. ; as 

Mr. Currice. And our efforts will be in the direction of having it 
continue to do so. ; 

The Cuarrman. You will try to satisfy that demand, I take it. 

Mr. Curtice. But I would likewise point out the efforts of our 
competitors will be to take that market away from us. 

The Cuamman. I am sure they would like to. What we are really 
interested in is, is there any chance of their survival? There are 
factors that are different. For example, you mentioned one factor 
in here which is the tremendous amount you were able to devote to 
research, which may be quite impossible for some of the smaller 
companies. The influence of mass advertising and television is far 
more expensive than advertising was in the early twenties. I only 
bring these up seeking information. I do not know what will happen, 
of course, but we see what has happened in the industry in the past 
and we see what happened in older industrial countries. Whether 
we can learn anything from them I would not know, but look at what 
happened to industry in Germany. The Germans were fairly able 
people in this field, as you know, especially in chemicals and in steel. 
You are familiar with the old Farben company before the war, and 
what happened. I do not and would not suggest you or anybody 
else in General Motors in the innermost recesses of your mind desires 
a monopoly. In fact, | have been told on good authority you do 
everything possible to prevent it. You do not want a monopoly. 

Mr. Curtice. You have been misinformed in one respect. We are 
highly competitive in the automobile industry. 

The Cuatrman. That is the one point I would like to have you 
develop. 

Mr. Curticr. But I say, we have to continue to be in order to main- 
tain our present condition. So do not worry about a monopoly as far 
as We are concerned. 

The CHairman. Are you competitive in prices? Do you ever cut 
prices in order to obtain sales? I mean, the manufacturer—not the 
dealer. 

Mr. Curticr. I would refer you to the chart which gave a long 
history of our price relationships to the rest of the industry. 

The Cuairman. What is the explanation? You pointed out that 
last year your excess-profits taxes amounted to some $2.02 a share. 
A little more than that was added to your net earnings after taxes, 
although there was a decrease in volume. Does that mean you more 
than carried every cent saved and you devoted none of it to lowering 
prices in order to expand your sales? Is that correct? 

Mr. Curtice. Our business for 1954 was in total dollar sales 2 per- 
cent less, after removing the excess-profits tax, which amounted to 
$2.20 per share. 

The Cuarrman. Your statement said $2.02, did it not? 

Mr. Curtice. No; $2.20. 
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The CuatrmMan. That is right; $2.20. 

Mr. Currice. I point out that each year our products represent 
event greater value than the year preceding, and we did not. raise 
prices in 1954, which would be the equivalent of reducing it if we 
had not made great improvements in our products. I think 3 in 1954 
our prices were quite competitive in the industry. 

The Cuairman. I do not wish to be misunderstood that I am at 
the moment questioning either your profit margin, or anything else 
in that regard. The sole question here is, that here was an oppor 
tunity to expand your market if you so desired. You had $192 mil 
lion, you might say, to play with. But you choose to carry all of 
that in the net profit and to devote none of it to obtaining a wider 
market to increase your sales. You will admit that the normal pro- 
cedure is, if you lower prices you will sell more of nearly any article 
in a competitive market. Is that not true? 

Mr. Curtice. The lower the price the more you sell, if the product 
you are offering at a lower price has a field. 

The CratrmMan. That is granted. But you did not choose to lower 
prices. 

Mr. Curricr. Yes. In effect we lowered prices because we did not 
increase the prices with the greatly enhanced value that was built 
into the cars. 

The Cuarmman. I can see it is not only the size of your operations 
that is too much for me, but also the logic of your reasoning in that 
respect. I cannot understand that at all. If you add more value in 
the sense of more gadgets and more mirrors and more chrome in 
order to maintain the price, of course, maybe that is one way. But 
if you were really desirous of expanding your market and doing 60 
percent instead of 45 percent of the business, or something of that 
nature 

Mr. Currice. We had 50.7 percent. 

The Carman. Do you not think you could have devoted, let us say, 
half of that saving to lowering prices ? 

Mr. Curricr. Our products represented very outstanding products 
for the dollars. 

The Cuareman. I do not deny that. 

Mr. Currice. I think the evidence is clear that our sales in units 
in the vear 1954 were very close to the record year, and to the preceding 
year of 1953. 

The Cramman. I do not think the question of whether it represents 
a good value and is a bargain relative to other motorcars is quite re- 
sponsive to the question. If you desired any further or larger share 
of the market, do you not think you would have obtained it if you had 
lowered your prices or devoted, let us say, $80 million of that $192 
million to lower prices? You still would have increased your earnings 
by $1.10 if you desired it. 

Do you really desire to have 60 percent of the market ? 

Mr. Currice. As I pointed out in my brief, we have to keep ag- 
gressively competitive in all areas in order to make sure of maintain- 
ing even our position. 

The Cuamman. That is not what I asked you. I asked if you 
would like to have 60 percent of the motorcar market or not? 

Mr. Curricr. We have no control over the public’s approval of the 
products we offer. 
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The Cuairman. No, but you can tell me whether or not you would 
like it, regardless of what it has to do with the public. There is noth- 
ves” or “no.” It is a simple question. 


ing to prevent vou from saying 
Would you like 60 percent‘ 

Mr. Currice. I would answer this way: We would hope to continue 
to be a suecessful corporation. 

‘The Cuarrman. Would you like 55 percent of the total sales? 

Mr. Currice. We might very well get 55 percent, but it would be 
very difficult to achieve. 

The CuamrmMan. But it will be against your will and your better 
judgment ¢ 

Mr. Curticr. No. 

The CHairman. My time is up. 

Mr. Currice. You are putting words in my mouth on that one. 

The CHairman. 1 could not get you to answer it. As I understand 
it, you have never answered whether or not you want 60 percent of the 
market or not. L do not know why you are reluctant to answer it. 
if you are really competitive, I think the answer is oby iously yes. 

i yield to the Senator from Indiana. 

Senator Carruarr. Mr. Curtice, I want to congratulate you first on 
vour statement, which covered a complex situation, I think, in a very 
simple way. 

Mr. Currice. Thank you. 

Senator Carrnartr. My first question is, What relation do the ques- 
tions just asked, particularly the last one by the chairman, have to 
the stock market‘ In other words, what relationship is there of 
whether you want 60 percent or 50 percent or 45 percent of the auto- 
mobile market today to the stock market, which is the subject matter 
\his committee is supposed to be interested in ¢ 

Mr. Currice. I think it is quite distant. 

Senator Carenarr. It is very distant, would you not think so? 

Mr. Currice. Yes. 

Senator Caprnarr. The general line of questioning, of course, has 
had absolutely nothing to do with the stock market or the purpose 
of this inquiry, which bears out what I have repeatedly said—that 
the purpose was not to investigate the stock market but to investigate 
ceneral business conditions and certain situations in the United States. 

The Coamman. Will the Senator yield? 

Senator Carenarr. Yes; I yield. 

The CuHamrmMan. Do you not think any questions pertinent to the 
statement made by the witness will be relative to the inquiry? He 
made a very strong statement about the competitive situation in the 
motor industry, did he not ¢ 

Senator Cargenart. That was as a result of a letter that you wrote 
to him asking him to give you specific things. I do not have that 
letter before me at the moment. I did not see the letters written to 
the witnesses until yesterday, or this morning I saw the letter written 
to General Motors. But I do not have any particular objection to the 
line of questioning. I just wanted to make certain that the people 
listening and the public understood that, in my personal opinion, the 
line of questioning, and particularly this last question, had absolutely 
nothing to do with the condition of the stock market. I do not think 
it has. 
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The Cuatrman. If the Senator will permit, I would like to suggest 
that your criticism of the chairman should be reserved for executive 
session. You do not promote this hearing at all to start every hearing 
by attacking the chairman. What you think about my questions | 
think is perfectly proper for executive sessions, but these people are 
not interested in what you think of the chairman of this committee. 

Senator CappHart. I have a perfect right to try to keep the ques- 
tioning, and try as the ranking minority member to keep—— 

The CuarMan. Keep your own questions, not mine. You have no 
right continually to criticize my questions. 

Senator CapeHarr. I am going to continue to do so because I am 
thoroughly, 100 percent convinced that the purpose of this investiga- 
tion is not to investigate the stock market, but to harass the Eisen- 
hower administration and to harass business in the United States by 
asking questions that have nothing to do with the stock market. 
You or nobody else is going to stop me from doing that, because I 
believe in it and I am thoroughly convinced, 100 percent, that that is 
what is happening. 

The CHarrman. Do you think this witness represents the Eisen- 
hower administration ? 

Senator Carenarr. I do not think he represents the Eisenhower 
administration. 

The Cuarrman. Of course not. 

Senator Carenarr. Of course not. But I do not think any fair 
man could sit out there in that audience, or listen over the radio or 
television to the line of questioning and not be convinced that you 
certainly, and this committee is certainly far off the beam in respect 
to the purpose of this investigation. I shall continue to say so be- 
cause I do not intend to sit idly by here and permit this committee to 
do what I think it ought not to be doing, and what was never the 
purpose of this investigation. I think the line of questioning proves 
it 


T have one question that may likewise not be in line with the stock 
market. 

Mr. Currice. I hope it is something I know something about. 

Senator Carenarr. It is a question that I think might well con- 
cern this committee. I am sure it concerns you, and I think it might 
well concern this committee, and I think it might well concern the 
Congress, and I think it might well concern the Nation. That is this: 
There is not any question but what you do about 50 percent of the 
automobile business; there is not any question that you are the biggest 
single company; there is not any question but what you have done a 
grand job; and there is not any question but what you are going to 
continue to do so. The question I have and the thing that I think 
ae ought to give considerable consideration to, and maybe you are— 

am not saying you are not—is this: Under this chart you say the 
receipts went to suppliers for materials, services, and so forth, in the 
amount of 51 percent. Of course, included in those services were 
transportation costs, supplies, and so forth. Do you know what 
percentage of that 51 percent went to so-called subcontractors or 
people who make things for you? 

Mr. Currice. Well, in effect it all went to what might be classified 
as subcontractors. As I have stated, we have 21,000 suppliers, who 
may under such conditions be termed subcontractors. 
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Senator CarenHarr. Now my question is, is there a tendency in the 
automobile industry, which is an industry with a very few manu- 
facturers—is there a tendency to build more of the parts within your 
own company and subcontract or buy less parts and have less little 
fellows throughout the country supplying you? 

Mr. Curtice. The 51 cents is very nearly the highest on the dollar 
in our history, but it has averaged very close to 50 cents over a period 
of recent years. 

Senator Capenart. In other words, what I am thinking about is—— 

Mr. Curtice. There has not been any shift one way or another of 
any great importance. 

Senator Capenartr. I was under the impression that one of your 
competitors started out to build practically everything under its own 
roof; to build more of that which they had been formerly subcon- 
tracting. If that is the tendency in the automobile business—and I 
hope it is not—you say it is not in your company 

Mr. Curtice. It is not as far as General Motors is concerned. 

Senator Carenartr. I would say that 3 or 4 of you do have a 
monopoly in the automobile business as far as sales are concerned at 
the moment because you are the only people in it. You are big because 
of your sales, and your dealer organization, and your service organi- 
zation, and your ability to advertise. 

Mr. Curtice. We are big because we have had good products and 
gcood policies, 

Senator Cargenart. That is right. But you are big because you 
have the ability now to advertise. If there is a tendency to eliminate 
the so-called subcontractors and do more of the work within your 
own plants in the automobile industry, then, in my opinion, that is bad. 
I would like to suggest that the tendency be in the other direction. 

Mr. Curtice. I think you can see very clearly that the tend- 
ency 1s 

Senator Carenart. In the other direction. 

Mr. Currtice. Is slightly in the other direction as far as General 
Motors is concerned. 

Senator Carrnart. I am glad to know that, because I have heard 
some criticism. 

Mr. Courtice. We have 21,000 very good suppliers, small and large. 

Senator Caprnart. I have heard one automobile company was 
eliminating a lot of subcontractors, whereas I think the best interests 
of the country lie in companies as large as you and others, who make 
a great contribution to the total economy, making an even bigger 
distribution to subcontractors rather than a smaller one. I say that 
because the little manufacturers, of course, do not have the ability to 
sell like the big fellow does. But they do have the ability to make 
parts for the fellow who has the organization to sell, and to advertise, 
and to dispose of them. There is not any question about that in 
my mind. 

Those are the only questions I have, Mr. Chairman. 

The Cuamman. The Senator from Virginia. 

Senator Roperrson. Mr. Chairman, following the precedent just 
set by the distinguished Senator from Indiana to ask just one irrele- 
vant question involving manufacture, I do not want to inquire about 
the stock market or the competitive situation, or anything else, but 
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| would like to ask this expert in the manufacture of automobiles 
whether or not General Motors is now putting in a clock on their cars 
that will run for a reasonable length of time. 

Mr. Currice. I will answer that in this w ay: We are putting a great 
many clocks on the cars. I can give no guarantee that any of them 
run for that reasonable length of time you are talking about, but 
our efforts are directed to, and have been over many years, toward 
vetting a clock that would run without interruption. 

Senator Roperrson. One reason why I askd that——— 

Mr. Currice. It is a very difficult assignment for a clock. 

Senator Roperrson. One reason why I asked that is, the clock on 
my General Motors car stopped running 3 years ago, and everything 
else is running well except the clock. I asked the manufacturer of 
the clock why he could not make one that would keep on running. 
He said, “I could furnish General Motors a spring clock instead of 
an electric contact clock, but I cannot do it for $5 

Mr. Currice. He cannot do what ¢ 

Senator Ronertrson. He could not furnish a clock that would keep 
on running for $5. But he said, “I could furnish a clock that I could 
cvuarantee for the life of the car, but not for $5.” 

Mr. Curricr. We have not been exposed to those clocks that will 
run indefinitely. We would like to have them. 

Senator Ronerrson. But you do think you are showing progress? 

Mr. Currice. As a matter of fact, our own research has been work- 
ing over a good period of years to accomplish the same end results. 
it is a very difficult assignment. 

Senator Rosrertrson. Do you not have a wind-clock in your new 
Chevrolet ? 

Mr. Curticr. Now you have me there. 

Senator Rorerrson. I do not wish to embarrass you on details. 
thank you very much. 

The Cuairman. The Senator from New York. 

Senator Lenman. Mr.“Curtice, I listened to your statement with 
great interest and found it both informative and very frank. I con- 
eratulate you on that. 

Mr. Curtice. Thank you. 

Senator Leuman. I notice on page 8 you said that shortly after the 
outbreak of the Korean hostilities, General Motors undertook a $400 
million defense construction program, financed with its own funds. 

In connection with that program, did you apply for and receive cer- 
tificates of necessity which permitted you to depreciate those plants, or 
at least depreciate part of the cost. of those plants, at a very much 
more rapid pace than ordinarily under our income tax laws? 

Mr. Currice. Yes, we have, under the policy existing at that time. 

Senator Lenwan. Those were built, of course, to help our defense 
effort. You said you provided them at the request of the armed 
services. Are those plants now occupied solely on defense contracts, 
or do they make civilian goods also? 

Mr. Currice. Some of the plants are making civilian goods; some 
of the plants never made defense goods because the program in 1950 
and early 1951 was very large. It later was adjusted downward sub- 
stantially. Just to give you one example, the Sapphire jet engine 
program was projected at 1,625 per month and was later adjusted 
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down to a maximum of 300 per month, as a capacity. But our plans 
were under way for three independently large plants to house the 
operation. One of those plants never did go into use on defense 
business. The other two did. 

Senator Lenman. Of course, the law permitting the very rapid 
depreciation under certificates of necessity was adopted sole ly, as I 
understood it, for the purpose of furthering production in connection 

th our defense effort. It was not done for the purpose of helping 
civilian companies to produce goods for civilian purposes. I am 
I saiea surprised to hear from you-——and I have heard it from others 
too—that these plants which we permitted to be depreciated at this 
unusually rapid rate are now not engaged at all, or have not been 
for some time engaged at all on defense contracts, but are engaged 
instead on civilian contracts. 

I raise that question because I think it is something that the Gov- 

nment has a right to look into very carefully. 

Mr. Curricr. These plants which we constructed under this pro- 
gram were available, and still are available, and they are always avail- 
able as far as General Motors is concerned, to the Defense Depart- 
ment for any projects that they want us to undertake. Defense pro- 
grams either were terminated or were phased to a much lower level 
of requirement. It is nothing over which we have any influence 
whatsoever, 

Senator Leman. I was under the impression—— 

Mr. Currice. You can see from the chart which I showed here the 
very rapid decline which has occurred in our defense business. 

Senator Leaman. | realize that. 

Mr. Currice. Which means we have had cancellations. 

Senator Lenmwan. I want to ask you another question. I want to 
say, of course, my impression is that these very, very generous de- 
preciations were for the purpose of increasing output. 

Mr. Curvrice. For the long haul, acceler: ated de *preciation is of no 
benefit. 

Senator Leaman. I will get to that in a few minutes. On page 17 
you gave the figures on the. earnings—the earnings before and after 
taxes. You say: 

We provided $749 million for United States income taxes in 1954 and $996 
million in 1953, of which $192 million, or $2.20 per share, was for excess profits 
taxes. 

When we passed the tax laws the justification for the repeal of cer- 
tain features was given that it was hoped and expected that that would 
be a means: 

(a) Of increasing production: 

(b) that it would increase employment; and 

(c) probably reduce the prices to the consumer. 

I notice on these “Highlights of 1954” that the total sales of all 
products m 1953 was $10,028 million, and in 1954 only $9,824 million. 
So that clearly as far as your company is concerned there was no in- 
crease in the production. 

I notice further that the net income in 1953 was $598 million, and 
in 1954 $806 million or an increase of about $208 million, which is 
represented by the changes in the tax law. 

I notice you state here that the average number of people on General 
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Motors’ payrolls throughout the year 1954 was 576,667. You do not 
give figures for 1953, but you undoubtedly have them there. Would 
you tell me what they were? 

Mr. Curtice. They were 585,000 in 1953. 

Senator Lenman. What were they in this country ? 

Mr. Currice. In the United States, 385,929—that is hourly-rate 
working people; against 367,462 in 1954. 

Senator Lenman. I think those figures must not be right because 
you state here 576,000. 

Mr. Curtice. These are hourly-rated people. You have to add about 
another 100,000 for the United States salaried people. 

Senator Lenman. It is clearly indicated employment did not in- 
crease in any substantial degree. I note in your own statement here 
that the hourly-rate employees in the United States earned an average 
of $91.44 per week in 1954, compared with $92.27 in 1953, or a falling 
off of somewhat less than $1. It certainly does not show any increase. 
Also the price of the cars has not declined. 

So I do not see where this alleged trickle-down policy, which some 

veople in the administration have talked about and still talk about, 

as been at all demonstrated. Rather, the cuts in the tax structure 
have benefited the companies and permitted them to pay larger divi- 
dends. 

For instance, I notice in 1953 General Motors paid dividends of 
only $4 a share, and in 1954 they paid $5 a share; Pa they earned in 
1953, $6.71; and in 1954, $9.08. 

I am addressing myself now to your explanation of where this tax 
policy which we have been following—while I realize it has helped 
the companies and helped some of the stockholders of the companies— 
has been of any benefit to the economy of the country. 

Mr. Curticr. Very greatly to the benefit of the economy of the 
country. I refer you to my statement that we invested $750 million 
in the year 1954 in new facilities. Do you not think that is beneficial 
{o the economy of the country ? 

Senator Lenman. Did you include in those earnings—you say there 
were retained earnings of $1,500 million over a period of 5 or 6 years. 
Did you include in those figures the normal depreciation and acceler- 
ated depreciation among the retained earnings? 

Mr. Currice. The depreciation was $233 million in 1954. We ex- 
pended for plant and facilities in the year 1954, $750 million, which 
I think you will have to admit was a great benefit to the national 
economy in the year 1954. Now on your employment question : While 
our employment is slightly lower, by a very few thousand, by com- 
parison the decline in defense employment was from 95,000 to 46,000. 
On those projects we have no control over what the armed services 
want, or when they want it, because we deliver against their schedules 
and stop delivering when they command us to do so. There is a very 
little difference in our total dollar sales. Although you said for 1954 
they were only $9,800 million, I think $9,824 million is a sizable sales 
dollar for our corporation, and compares favorably with $10,028 mil- 
lion in the year preceding. But if you look at the next comparison on 
civilian business, as I pointed out in my statement, this almost brought 
our sales dollar to the equal of 1953 in spite of the 30-percent decline 
in defense business. In other words, civilian sales amounted to $8,453 
million, as compared to $8,090 million in the year 1953. 
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The weekly earnings indicated a somewhat lesser amount of over- 

ime in the year 1954, as compared to 1953. However, our 1954 total 
p payee in relation to sales exceeded that of 1953. The figures show 
that there was 28 cents for each dollar of sales in 1954, as compared 
to 271% cents per dollar of sales in 1953. 

Senator Leaman. Mr. Curtice, of course, the record of your sales 
and your payrolls in the aggregate is very, very impressive. I think 
that the General Motors company is a great company. 

Mr. Curtice. Thank-you very much. 

Senator Lenman. There is no question about that. But the fact 
remains, though the General Motors company paid to the Government 
about $250 million less in the form of taxes in 1954 than in 1953— 
taxes which could have gone to reduce our deficit or could have gone to 
increase our defense appropriations, which I believe are inadequate 
today—they certainly have not profited either labor in the form of 
e mployment or labor in the form of compensation, or the consuming 
public in the form of reduced prices for their products. 

_ Mr. Currice. Senator, may I say that that is your opinion. I do 
not have to agree with you. 

Senator Leuman. No. I ai quoting your own figures. 

Mr. Currice. I again refer to the fact that we expended $750 mil- 
lion for new plant “and facilities—mostly facilities, machine tools, 
and things of that character, in the year 1954. If you do not think 
that that created or maintained employment, I do. So that it made a 
great contribution to the national economy. If we had had to pay 
$250 million more to the Government last year, we would have been 
to the public market much sooner to seek additional funds. As it is, 
we had to come in in January of this year because of our increased 
needs for new facilities. 

Senator Leuman. Mr. Curtice, there was no time within the last 
8 or 9 years when you could not have gone to the public to satisfy your 
needs for capital—your capital needs. 

Mr. Currice. We have gone to the public when we determined we 
had need to go to the public. 

Senator Lenman. I notice although you have made or you have 
invoked the public-capital market a few times, that was always for the 
issuance of stock, or the sale of stocks or bonds which had no relation 
to the equity. In other words, you sold an issue of preferred stock 
in 1946 and a debenture issue in 1953, which added $400 million of out- 
side funds to your capital. But you could have always invoked the 
securities markets for the sale of equity stocks. There has never been 
a time, I believe, in the last several years, when the public would not 
have welcomed an issue of common stock. I am not saying you should 
have done it. 

Mr. Currice. Particularly General Motors, you mean ! 

Senator Lenman, No, not particularly. But one of a number of 
very fine companies. There is no doubt about it. Have you any 
idea, or are you willing to express yourself as to the ratio that should 
exist between debt, senior securities, and equity securities, in the struc- 
ture of a company ¢ 

Mr. Currice. I think I will ask Mr. Bradley, who is the chairman 
of our financial policy committee, to comment on that. I think he 
may have those relationships better in mind than I have. 
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Mr. Bravery. We do not have any fixed ratio we think should be 
applied generally. In our own case we realize debt has to be paid off, 
so that we would not like an undue amount of it. We have some $300 
million worth of debentures now; we also have some preferred stock 
amounting to about $300 million. That is a total of about between 14 
and 15 percent of the total capital. Actually the market for preferred 
stock is not too good without a conversion privilege or a sinking fund. 
We could certainly increase our debt very readily. However, we 
thought at this time we would increase our equity capital through the 
sale of common stock. 

Now our business fluctuates a* great deal. There are other busi- 
nesses, like utilities—and I do not want to try to get into any business 
except ours—where a large proportion of the total capital is in debt. 
For our business, we favor equity pretty heavily—a large amount of 
equity and a relatively smaller amount of debt or senior securities. 

Senator Leaman. Yet you have only sold one issue of equity se- 
curities in a great many years. 

Mr. Braptey. That is right. In 30 years. That is correct. But 
prior to the war, as Mr. Curtice’s statement brought out, we did not 
expand as much and the price level was pretty constant, and our de- 
preciation reserve pretty big: and in fact for a number of years it 
was more than ample to replace our wornout plant. Since the war, 
with a much higher price level and with the increase in our volume, 
our depreciation accruals have been only a fraction of the capital we 
needed to maintain.our plant and improve it and expand it as our 
business developed. 

Senator Leuman. I have no further questions. 

The Carman. The Senator from Virginia. 

Senator Roserrson. Mr. Chairman, I just wish to make a brief 
comment. In connection with the frequent comments made upon 
whether or not this friendly study of the stock market has influenced 
prices, | think it is only fair to let this distinguished witness know 
during the first hour of his testimony 440,000 shares changed hands 
on the New York Exchahge. Industrials and utilities were up two- 
tenths of 1 percent. Rails were off 1 percent. I am not sure 
the witness’ statement in effect that he did not plan to preside over 
the liquidation of General Motors had any effect on the price of rails, 
although you do put out a lot of good trucks. 

That is all, Mr. Chairman. It was a very narrow market—a very 
quiet trade. 

The Cramman. It was steady. 

For the record I would like to read just one paragraph, which is the 
only paragraph pertaining to what the witness, Mr. Curtice, was to 
discuss before this committee. It bears on whether or not the ques- 
‘ioning has been relevant. I quote from the letter of February 18, 
which the staff director sent to Mr. Curtice: 

It would be of particular interest to the committee if you would discuss the 
factors that went into the determination of the recent issue of General Motors 
stock; the effect which stock-market fluctuations have upon your business 
planning and the effect upon the market of your purchases of General Motors 
stock for your bonus plan. These suggestions are not to be considered as limit- 
ing or restricting in any way your presentation. If you have any questions, 
please feel free to call either Mr. Feldman, the counsel of the committee, or me. 
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I hope, Mr. Curtice, you do not think I am harassing you in asking 
vou these questions, do you ¢ 
~ Mr. Curtice. Not at all. I am enjoying the visit very much. 

The Cuairman. I too. I think it is very informative. I wondered, 
Mr. Curtice, could you tell us what is the total market value of all of 
vour outstanding securities at the present time? Mr. Bradley may 
want to answer that. 

Mr. Donner. Including bonds and stocks? 

The Cuatrman. Both. I did not know you had any bonds. You 
call them debentures. 

Mr. Donner. Yes. 

Mr. Brapiey. They are not a mortgage issue, but a fixed-interest 
charge, 

The CuarrMan. Tell us for the record. Is it $300 million 

Mr. Donner. $300 million of debentures; $283 million of preferred 
stock selling for about $300 million. That is $600 million. We have 
92 million shares of common stock. What is it selling for this morn- 
ino? Has the Senator that / 

The CuarrMan. That is approximately 92, is it not? 

Senator Roperrson. That is moving in a narrow range. 

Mr. Donner. That would be just short of $9 billion. In the aggre- 
gate you could eall it $944 billion, roughly. 

The Cuarrman. Nine and one-half to ten billion dollars? 

Mr. Donner. Not 10 yet. 

The Cuarrman. What was the reason you sold debentures in 1954 
but stock in 1955 ¢ 

Mr. Currice. We decided in 1955 we needed permanent-equity cap- 
ital in order to provide the facilities and to keep pace with the growth 
of the national economy and of the market for our preducts as we 
appraised it for the future. 

The CHairmMan. The state of the stock market did not enter into 
your calculations / 

Mr. Currice. Not at all, except that the climate was obviously 
favorable for marketing an issue at that time. 

The CHarrMAN. It has been stated here that was one of the reasons 
in the case of other issues; that the determining factor was the price 
of stock on the market, and I wondered whether that was true in 
your case. 

Mr. Curtice. The basic reason was that we considered, may I say, 
we were undercapitalized, now that we were on an annual basis in 
the area of a $10 billion business. 

The Cuarrman. It was undercapitalized in respect to what you 
anticipate ? 

Mr. Curtice, That is correct. Undercapitalized for the present and 
the future. 

The Cuarrman. Do you feel the increase in stock prices recently has 
been due to any extent to the shortage of equity financing in that 
market 4 

Mr. Curtice. Mr, Chairman, I would have to say that I do not 
operate in the market and I do not speculate in the market. I am 
just bullish on the future of the United States, and I would not have 
in Opinion on your question, 
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The Cuatrman. That is quite all right. I would not wish to press 
you on that kind of a question, in contrast to whether or not you 
wanted to sell more General Motors cars or not. I thought that was 
within your experience, and maybe you might have an opinion on that. 

Does General Motors have a stock-option plan for supervisory 
employees? 

Mr. Curtice. No; we do not. 

The CuammaNn. Why do you not? 

Mr. Currice. We have not determined to have one. We have had 
over the past 35 years an incentive bonus plan, and it has been quite 
satisfactory in providing incentive for the supervisory employees. 

The Cuairman. Could you briefly describe how that works ¢ 

Mr. Currice. I beg your pardon ? 

The Cratrman. Could you briefly describe the principles of your 
incentive bonus plan and how it works, if it is not too long. I think 
it would be interesting for the committee because so many other 
corporations—I am told over 400 listed on the New York Stock Ex- 
change—have stock option plans for employees; whereas you do not. 
I think it is interesting to know why. I would like to know. If you 
would please describe how that plan works very briefly. 

Mr. Currice. Yes. I think I will ask Mr. Bradley or Mr. Donner 
to cover that exactly. 

Mr. Braptey. Our bonus plan has been in operation since 1918. At 
the present time 12 percent of the earnings after earning 5 percent on 
the capital and after taxes—not before taxes—may be set aside to be 
awarded as bonuses to the people in an executive position. 

The Cuarrman. How many are there in that position ? 

Mr. Braptey. Bonuses were awarded to 12,494 last year. 

The Crarrman. Is the amount in accordance with the length of 
service ? 

Mr. Brapiey. No. 

The Cuarrman. What are the standards you use? 

Mr. Braptey. The total amount of the fund, and the maximum 
amount, is approved by a bonus and salary committee, none of whom 
participate. After they determine the amount which may be awarded, 
then the amount is broken down among the various operations and 
staff departments in accordance with what appears to be a measure of 
their contribution to the corporation. Then the management of those 
staffs or operations submit their recommendations for individuals. 
They are checked and cross-checked by position and performance, 
and recommended to the bonus and salary committee, which looks 
them over and determines themselves the amounts that go to those 
who are directors and principal officers. 

The Cuarrman, It is not an automatic formula then? 

Mr. Braptey. No. 

The Cuarmrman. Each year you decide that Joe Smith did an extra 
good job so you give hima better-bonus. Is that correct ? 

Mr. Brapiey. That is correct. If he did not do what we think he 
should have done he may get nothing. 

The Crarrman. So each year this committee reviews the situation 
and ascertains what the portion will be ? 

Mr. Braptey. Yes. A tremendous amount of analysis is required 
to measure the performance of the individual divisions, of the depart- 
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ments within the divisions, and of individuals within those depart- 
ments. 

The CuatrmMan. How much was the total of that bonus? How much 
did it amount to last year, in 1954? 

Mr. Brapiey. Just under $75 million last year. I might mention, 
when you asked about the plan, the bonus award is not delivered all 
at once. If a man leaves the service of the corporation under cir- 
cumstances of his own volition to seek another opportunity, then 
the undelivered part—and it is delivered over a period of 5 years—is 
canceled out. So he must stay with the corporation and continue 
to perform services for it. 

The Cuamman. If he leaves he loses the remainder of the 5-year 
award. Is that right? 

Mr. Brapuey. Yes. 

Mr. Courtice. Under certain circumstances. He could leave under 
certain circumstances and retain it. 

The CHatrrmMan. What would be an example. 

Mr. Currice. If he left us and went to work for a competitor he 
would lose it. 

The CHarrman. But if he went to work for the Government, 
would he lose it ? 

Mr. Braptey. No. 

The CratmrMan. If he went to work for a flour company, would he 
lose it? 

Mr. Braptey. Not necessarily. 

The Cuarrman. Only if he went to work for a competitor would 
he lose it? 

Mr. Currice. It would be on the recommendation to the bonus and 
salary committee; and their action would be the final determination. 

Mr. Brapiey. I might add one sentence there, because it involves 
a great deal of judgment as to equities. If a man was a topnotcher 
and earned a bonus, and then 2 years later he could not quite measure 
up to the job because his health was not as good, or the job was too 
big for him, if we wished him to leave then we might permit him to 
earn out his bonus, provided he did not go to a competitor. 

The Cuamman. Has there been any tendency for the competitors 
to pirate your good men? 

Mitr. Curtice. Yes. Very definitely. A few years ago one of our 
chief competitors took a very large number of our top-flight people. 
So they are constantly seeking General Motors trained executives. 

The Cuarmman. Have you ever raided them? Have you ever hired 
any of your competitors’ people away from them? 

Mr. Currice. No, sir; not to my knowledge. We try to develop 
them. 

The Cuarrman. You would not say you have a monopoly on talent 
in this field ? 

Mr. Curtice. No, sir; we have no monopoly of any kind. 

The Cuatrman. Tell me this: When you pay this bonus to your 
employees, is that taxable? 

Mr. Braptey. Unfortunately it is. 

The Cuarrman. At the regular rate? 

Mr. Braptey. The regular rate. 

The Cuatrman. That is what I was wondering about. I am inter- 
ested as to why you follow this pan when so many other companies 
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follow the other pli in which gives them a decided advantage from a 
tax point of view; does it not? 

Your people will pay a larger percentage of tax than the fellow 
who works for United States Steel who gets a stock option, will they 
not? I would be interested in knowing your reasoning as to why 
you stick to this plan. I think it isa good thing. I am not criticizing 
it, but only want to understand it. 

Mr. Brapiey. May I just add a word? 

Mr. Currice. Yes. 

Mr. Brapiey. The philosophy from the beginning has been to make 
the executive employees partners in the business. Unfortunately there 
are high taxes, and since the bonus is taxable it has not made the 
plan as good as had been hoped, but it is still a good one. 

The advantages of the stock-option plan, or one advantage of it is, 
if a business is not doing well and somebody can by that method 
attract management to improve it, the new management has an oppor- 
tunity when it sells the stock to use the capital gains route. 

The Cuairman. I understand the advantage to it. Judging from 
the results it seems to be pretty effective. I was wondering. There 
must be some element in it which recommended it to you and which 
also proved it to be very effective. Because, as you just said, you 
develop the good people and your only trouble is in having them 
pirated by your competitors. Nevertheless you seem to have retained 
an adequate number of them to operate satisfactorily. 

Mr. Currice. A competitor usually takes our pretty high-level 
people and outstanding ones, when they are able to get them by. certain 
induce ‘ments. 

The Cuarrman. Has this stock-option plan on the part of your 
competitors played any significant part in the loss of your employees 
or not ¢ 

Mr. Curtice. Not necessarily, because I do not know. 1 think Ford 
has a plan that made it extremely attractive. 

The CuairMan. So inasense it isan advantage. If they use it too 
much it may force you to adopt it in self-defense. Is that a fair 
statement ¢ 

Mr. Currice. Our present plan is very good. At some time, per- 
haps, the Congress will give our people some relief taxwise. 

The Cuairman. You mean you are shifting this problem to us 
instead of solving it yourself, 

Mr. Donner. I would like to comment on this tax angle a little 
because I think it is lost sight of when we think only of the large 
bonuses that are paid. As Mr. Bradley said, there are about 12,500 
employees who get bonuses. We try to award these bonuses as between 
stock and cash in order to make our employees real partners in the 
business. We try to award the amount of stock in relation to the 
amount the individual employee would be expected to have after taxes 
on that increment of his income. 

Last year, of this $75 million worth of bonus, $40 million was 
wwarded in the form of stock, and represented our estimate of what 
the employees as a whole might keep. In other words, when we get 
the whole 12,000 employees into the ney and make an analysis. 
the tax burden is about 484 percent. So, I do not think we ought to 
think just in terms of the top incomes when we measure the impact 
of this kind of a bonus plan. 
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Of course, the man who is down the line for a stock bonus today 
may be running the company 20 years from now. We have a big 

ivestment in him. 

The Cuamman. When you give him stock as a part of the bonus 

t is valued for his own income tax at the market value at the time 

you give it to him ? 

’ Mr. Donner. The day he gets it. Yes,sir. But he gets in addition 
| part of his bonus in cash. which we hope will enable him to pay 

the tax on that increment in income. I say “hope. ’ 

The Cuarrman. I see. I think your system is a very good one. | 

was not at all trying to criticize it. I wondered whether or not the 
people who run your system are put at a distinct disadvantage be- 
cause of the existence of this other system which has a tax advantage. 
Phat would be an interference by the Government in its tax system, 
which I think might be consider ed unwarranted. 

Mr. Donner. P ’erhaps, Mr. Chairman, both of them work in differ- 
ent circumstances. 

The Cuatrman. I am glad to see different systems. We can judge 
which one works—and by the results of your sales I would say yours 
works pretty well. 

Senator Carrnarr. Will the Senator yield? 

The Cuatrman. Just 1 minute. Do you think, Mr. Curtice, there 
is any danger of overproduction of automobiles ve year? 

Mr. .C URTICE. The automobile business this year is very strong. 
The market is very strong. I have been, perhaps, the greatest opti- 
mist in the automobile circles over the years. I made an estimate last 
December and January that the domestic market this year would 
absorb at least 10 percent more new cars than in the year 1954. That 
was the most optimistic forecast that was made in December and 
January of this year. 

I have found it necessary to revise that estimate upward as a result 
of the very strong demand which we have encountered for our prod- 
ucts in the months of January and February and for the first 10 days 
in March. 

Both elements pertaining to a successful year in the automobile 
industry are very strong, that is, the used-car market, which is the 
under lvi ing streneth, and the new-car market. Both are showing great 
strength. I think that this is due to the fact that the whole economy 
is stronger. 

You may recall—and if not I will repeat—that in January I made 

. forecast that the national product this year would attain a new high 
ind a new ae in the area of $370 billion compared to $357 billion 
in 1954 and $365 billion in 1958. Everything indicates so far—and 
we are pretty warty through the first quarter that I may be lucky 
enough to be right. 

T he CHAmman. What was your estimate on the total sales of #uto- 
mobiles this year? I believe you did give one, did you not? 

Mr. Currice. Yes, I did. 

The Cuarrman. Production. 

Mr. Curtice. The first one, for the domestic market was 5.800.000. 
[ have raised that to 6 ,600,000 for the industry plus 900.000 trucks, 
inaking 7,500,000, Then when we add the production in Canada and 
exports to other markets there is another 800,000 unit potential that 
would bring the total in the area of 8,300,000. 


60650—55 —54 





844 STOCK MARKET STUDY 


I said at the time of making my revision a couple of weeks ago that 
this could well be—in the event of labor peace—it could well be the 
greatest year in the history of our industry. 

The Cuatrrman. One further question before I yield to my col- 
league. What percentage of these new cars, and what percentage of 
the used cars are sold on credit ? 

Mr. Curtice. Have you that figure? 

Mr. Donner. On the new cars it ranges, I would say 50 to 55 per- 
cent. TI have never seen any good figure on used cars. 

The CuarrmaNn. There is not any on used cars ? 

Mr. Donner. I do not know. As TI recall the figure is not too good 
on used cars because it is very difficult to know how many people are 
financing their cars, if it is not a direct finance company or direct 
bank transaction. They may borrow from others. 

The CHarrman. What is the customary downpayment? Is there 
one now ? 

Mr. Donner. I would rather talk about the customary downpay- 
ment that GMAC has. 

The Cuamman. That is all right. 

Mr. Donner. General Motors Acceptance Corp. handles financing. 
The customary downpayment is between 30 and 33 percent on new 
cars. 

The CHarmrMan. How long to pay? 

Mr. Donner. I just want to finish one point on that. On the 
average, however, the downpayment on all new cars that GMAC 
finances is up around 40 percent, upward of 40 percent, and has not 
lowered ae during recent years. The term will range in the area 
of 24 to 30 months. Actually, the average of that is only 25 months 
recently. Now, the interesting thing about the relation of term and 
downpayment is that the amount of downpayment has kept up and 
the amount of the monthly payment on the average has not varied 
greatly in the last 2 or 3 years. There is some tendency for the term 
to increase 2 or 3 months as a customer wants to get an automatic 
transmission, power steering or that sort of thing on a car. The 
important thing, from the financing standpoint, is that the customer 
always have an equity in the car and good credit and be able to pay 
the amount out. 

Now, relatively speaking, automobile credit, while you hear a lot 
about it in billions, is not a tremendous percentage of the total in- 
dividual credit of the country. 

The Carman. What is it, please. 

Mr. Donner. In terms of dollars, the automobile credit today is 
around $10 billion out of $133 billion individual debt. Now, if you 
take that as a percentage of personal income after taxes of the whole 
country, the total individual debt is 5114 percent of a year’s personal 
income of all persons, and automobile credit is about 4 percent. 

The CHarrman. What percentage of General Motor’s business is 
handled by GMAC? 

Mr. Donner. GMAC finances about 25 or 26 percent of the new 
cars sold by our dealers. Of course, I might add, Mr. Chairman, that, 
as you probably know, our dealers can finance through any company 
they want. 

The Cuarrman. One other figure. I believe automobile credit is 
about one-third of consumer credit—what is called consumer credit. 
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Mr. Donner. Total consumer credit—just about. Automobile 
credit was 4 percent of personal income—total consumer cr edit, 11.7. 
So it is about a third. 

The Cuatrman. I recognize the Senator from Indiana. 

Senator Careuarr. Mr. C urtice, we have heard considerable here 
about why you should sell stock or why there should have been more 
equity, stock sold. Why should you sell stock? Why should you sell 
stock in preference to bonds or debentures? What is to be gained 
as far as the general public is concerned, or the stock market, w hether 
you do or do not sell common stock ? 

Mr. Curtice. The permanancy of the capital, as far as the corpora- 
tion is concerned, is the important gain. 

Senator Carenarr. Well, from your standpoint. But I mean what 
does the public gain or what does the stock market gain or the stock 
exc bangs gain by your selling stock or not selling stock. 

Mr. Courtice. Well, we made available for exercise by the present 
stockholders something i in excess of 4 million additional shares. 

Senator CaPpEHart, “Maybe I am not making myself clear. The 
inference has been in the questioning that something was wrong be- 

cause you and others have not sold more stock. That you have 

plowed your profits back into the business for the purpose of expan- 
sion, enlarging your business, rather than selling equity stock. Who 
would gain by your selling more stock in or der to finance expansion 
of $100 million over doing it out of your earnings ? 

Mr. Currice. I would not have an opinion on that, Senator. 

Senator CarpgEHArt. Your stock is on the market, so one can go at 
the present time and buy a share of General Motors stock. If you 
issued more common stock, the present stock would have less value. 
So all you would be doing, would you not, would be maybe buying 
two shares where you now buy one. Your ‘equity in General Motors 
would be no greater with 2 shares than it would with the 1 

Mr. Curricr. Well, this wasn’t a stock split, so if you boowht more 
shares—— 

Senator Carruarr. I mean if you sold more shares. We heard a 
lot in the questioning here and the inference has been that industry 
has committed some sort of a sin because they have not sold more 
equity stock over the past 15 years. What I am trying to find out 
is who would gain by it—selling equity stock to increase your capacity 
over doing it out of earnings. 

Mr. Curtice. We are doing both. 

Senator Capemart. I know you are doing both. 

Mr. Courric E. From the corporation’s standpoint, we are plowing 
back our earnings, a very much higher percentage than we did in the 
prewar years, and, as I have pointed out, we made the determination 

this time that we needed permanent equity capital rather than debt. 

Senator Carenart. Don’t you think the most healthy economy we 
can have in this country is one in which industry, generally speaking, 
is able to expand out of earnings rather than having to go and borrow 
money for that purpose? 

Mr. CurRTICcE. don’t see anything wrong. I agree with your first 


premise, that it is of great necessity that industry continue to expand, 


to provide goods and services in relation to the growth of our national 
economy. 
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Senator Carenarr. Is not the best proof that industry is strong 
and healthy the fact that they are able to expand their facilities out 
of their earnings / 

Mr. Currice. That is correct. 

Senator Caprnarr. Rather than having to go out and borrow the 
money to do it ¢ 

Mr. Curricr. Yes. As a matter of fact, 1 do not think any of us 
like debt very tiuch. I will give you an incident, as far as T am 
concerned. I had the opportunity of subscribing to some rights in 
this sale of common stock. I exercised that right, despite the fact 
that I had to go to the bank and borrow the money to do so, because 
am unable to retain enough out of my compensation to cover the 
purchase of the rights that I had coming. 

Senator Carenarr. Well, do you agree with me that—— 

Mr. Currice. I would much rather have been in a position to have 
paid out of savings for the new stock under the rights program rather 
than borrowing, but I had to do the latter. 

Senator Carprnarr. Then you agree with me that the economy must 
be very, very healthy if industry can expand out of its earnings. 

Mr. Curricr. That is correct. But we have to keep a reasonable 
balance between the dividend policy and the amount retained for 
reinvestment in the business. 

Senator Caprnarr. I do not quite get the inference that something 
is wrong because industry has not sold more stock or equity stock 
rather than using their earnings for the purpose of expanding their 


business. I do not quite get the argument. Of course, I can see that 


the stock exchange and the investment brokers and those dealing in 
the market of securities would make more money, because they would 
be given the opportunity of selling the shares. But I do not see how 
anybody else particularly gains by it. You can go now and buy a 
share of General Motors’ stock on the market. 

Mr. Curtice. That is right. 

Senator Carenarr. If yeu issued twice as many shares and got in 
additional money for expansion purposes, the value of the. existing 
stock or the stock that you bought today would just be watered down 
to the extent that new issues or additional shares were put out. 

Mr. Currice. That is right. We have to work harder to cover addi- 
tional shares with a reasonable dividend policy. 

Senator Capenarr. So I do not quite understand that criticism of 
industry for not having sold more equity stock. 

Mr. Curtice, there is no law requiring you to pay a bonus, is there, 
to your employees ? 

Mr. Currice. No, sir. 

Senator Carenarr. No State law or Federal law. 

Mr. Currice. No, sir. 

Senator Carenart. Did you ever hear one proposed that you ought 
to, you or any other company, pay a bonus? 

Mr. Curtice. No, sir. 

Senator Carenart. That is all. 

The Cuaimrman. Do you feel, Mr. Curtice, that this growing tend- 
eney toward what is called automation has played any part in the 
reduction in employment. We have heard a good deal of discussion 
of automation, so first would you give us your views about its pros- 
pects. Do you think it is going to make a big difference ¢ 
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Mr. Currice. | would like first of all to debunk the word 
atl lon.’ 

The Cuairman. | am perfectly willing for you to do that. 

Mr..Currice. There is nothing new about it. It is just a number 
of letters put together to form that word, to describe a practice which 

as been going on in all industry, and in the automobile industry, since 
ts inception. It is making tools to produce more efficiently than was 
the case last year, with the result that we make more value available 
to the public in the products that we are able to offer and put them 
within reach of more people, and thereby expand their use. 

Phe CHarMan. How did the term get started? Suddenly I begin 
seeing it, we hear it in these hearings. 

r. Curticr. You know, a great many people make speeches, and 
this was coined and used to describe this practice pertaining to a ‘new 
plant or several new plants and the automatic equipment that was 
placed in those plants. There is nothing new about it. It i 
technological progress. 

The Cuamman. Who coined that word ¢ 

Mr. Currtice. I wouldn’t want to identify him 
sure. 

The Cuamman. Well, I really do not know. 
eral times in the hearings. 

Mr. Curtice. It doesn’t mean anything except technological prog- 
ress thi at has been going on in industry since the start of industry. 

The Cuamman. Would it be fair to say that during this last year 
or so there has been an increase in the tempo of improvements in 
machinery, machine tools? Do you see any difference ? 

Mr. Curtice. No, I would not say so. There has been an increase 
in the number of quotations to the effect of automaticity in plants. 

The Cuatrman. What is what? In what? 

Mr. Curtice. Automaticity. 

The CHatrmMan. That is worse than automation. Did you 
that ? 

Mr. Currice. Of the $750 million that we expended for new facil- 
ities in the year of 1954, that represented the latest type of machine 
tool that. is available, and it represented all the technological knowl- 
edge up to the present time to be applied to certain mac chines to accom- 
plish a certain set of operations. 

The Cuarrman. Then you do not think that it creates a problem that 
would require special attention by the Congress? 

Mr. Currice. I certainly do not. I think that it is the one thing 
that is going to continue to strengthen industry and provide more 
and better job opportunities. 

The Cuarrman. In which case it ought 
market. 

Mr. Curtice. I beg your pardon ? 

The CHarrman. With the result that the stock market 
be strengthened. 

Mr. Currice. I suppose that the prices at which stocks sell repre- 
sent the current and potential possibilities and opportunities for the 
companies that. they represent. 

The Cruatmrman. So if they become more efficient and produce at 
better prices and therefore get a larger market, then they will pay 
more dividends and the prices ought to get better, should they not? 


“auto- 


is just 


. because I am not 


It has been used sey- 


coin 


to strengthen the stock 


ought to 
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Mr. Currice. Of course you do a lot of things in between. 

The Cuarman. Mr. Curtice, do you or your management take steps 
to see that inside information available to officers of the corporation 
is not used for the personal benefit of these officers in market-trans- 
actions ? 

Mr. Courtice. No, sir. 

The Cuarmman. Has that ever been a problem ? 

Mr. Curtice. There has never been a discussion about it. 

The Cuarrman. It has never come to your attention or no one has 
ever been accused in General Motors of taking advantage of it? 

Mr. Curtice. No, sir. As I stated a little earlier, I do not specu- 
late in the market. I am just bullish on the future of America. 

The Cuamman. Do any of your officers that you know of speculate 
in the market ? 

Mr. Currice. No, sir. 

The Cuamman. But they all own shares in General Motors. 

Mr. Currice. Yes, sir. They are all reported to the SEC; any 
change in their shares periodically throughout the year. All of us 
who are members of the General Motors organization who own shares 
of General Motors stock have to make those reports. So that the 
information is always public. 

The Cuatrman. Your board of directors does take precautions 
against premature disclosure of decisions made by the board, does it 
not? I assume that is understood, is it not? 

Mr. Curtice. We have confidential matters we discuss, yes. 

The Cuamman. That is what I mean. That is customary practice. 

Mr. Currice. But never pertaining to the subject you queried 
about. 

The CHarmman. Decisions regarding dividends and other things 
would naturally affect the market. 

Mr. Curtice. The board of directors takes the final action on the 
determination of the rate of the dividend. 

The Cuamman. I would imagine other information comes to the 
board regarding the trend of business and so on that would be very 
valuable to anyone interested in the market, even though the board is 
not. So I would assume you take precautions against premature dis- 
closure of things to friends or to the public. 

Mr. Currice. That is right. The matters discussed at our board 
meetings are presumed to be on a confidential basis. 

The Cuamman. Do you have a pension fund? 

Mr. Curtice. Yes, sir. 
ae CHAIRMAN. Does that pension fund include shares of General 

otors ¢ 

Mr. Currice. I would ask Mr. Bradley to give you a full descrip- 
tion of our pension fund. 

Mr. Brapiey. Shall I answer just the specific question or describe 
it? 

The Cuamrman. Well, I would be glad for you to describe it. 

Mr. Brapiey. We have a pension fund which for the salaried people 
is partially contributory by the employee, above a certain amount of 
salary. We do not administer it ourselves. After studying the mat- 
ter, we decided that the best thing for us to do was to have experts in 
the field administer it. As the fund would become large, over a 
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period of time, we selected seven financial institutions to administer 
it. We split it up roughly a seventh apiece. One was a little lower 
than the others. These seven are in New York, the Guaranty Trust 
Co., Chase National Bank, J. P. Morgan; in Chicago, the First Na- 
tional Bank; in Pittsburgh, the Mellon National; in Boston, the Old 
Colony Trust Co.; and in Detroit, the National Bank of Detroit. 

The fund now amounts to about $400 million. It is partially in- 
vested in equities, partially in fixed interest-bearing securities and 
preferred stocks. ‘The trustees have some general restrictions within 
which they agree on the amount that may be in any one industry or 
any one company. They do have a little General Motors. 

The Cuarrman. Is there a maximum that they may buy in any one 
company ¢ 

Mr. Bravery. Yes; not over 5 percent of the voting stock, because 
we do not want to be accused through the pension fund of having 
large interests in or controlling other companies. The trustees, how- 
ever, vote the stock. 

The Cuairman. Does your board of directors tell them how to vote 
the stock ¢ 

Mr. Bravery. No; they doitontheirown. The largest amount they 
have in any one company is less than 1 percent of the fund. This 
is the aggregate of all seven trustees. The aggregate amount they 
have in General Motors is $2 million. 

The Caatrman. How much? 

Mr. Braptey. Two million dollars, or half of 1 percent of the 
fund, the fund now being about $400 million. 

The Cuarrman. And what percent of the outstanding General 
Motors stock ? 

Mr. Brapiey. It is about a twentieth of 1 percent. 

The Cuarrman. You did not follow the pattern of Sears, Roebuck, 
They own 26 percent of the outstanding stock. 

Mr. Brapiey. But theirs is a profit-sharing plan, too. 

The Cuarrman. What is yours? 

Mr. Braptey. This is purely a pension plan. We also have a bonus 
plan, which is an incentive plan. We do not call it profit-sharing. 
It is an incentive plan for us. I'd prefer not to comment on the Sears 
plan in detail. Theirs is an incentive plan for their employees, too. 

The Cuairman. What goes into this pension plan? What is its 
income ? 

Mr. Braptey. Under our agreement, these trustees run 2 funds—1 
for the salaried employees and 1 for the hourly workers. The cor- 
poration, under its agreement with the union, makes payments into 
the funds, which are entirely out of our jurisdiction and not on our 
balance sheet at all. We paid last year, under these plans, $74 million. 
And that is about the annual rate it is running. In addition, there are 
ae from interest and dividends on the securities held in their 
portiolos, 


j re ree pe) Do they make a personal contribution of their own 
unds ¢ 

Mr. Brapiey. Not the hourly rated employees. 

The Cuarrman. The salaried people can? 
_ Mr. Brapitey. There is a separate plan for the salaried employees. 
On the excess over $3,000 a year, the employee pays a percentage of 
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his salary, and that is separate from this one. That is administered by 
three insurance companies—the Metropolitan, the Aetna, and the 
Prudential. 

The Cuarrman. Is it fair to say that your pension fund has no 
effect, or certainly a negligible effect, upon your stock? How about 
the bonus plan‘ Can you say the same?’ How much stock do you 
purchase for your bonus plan ? 

Mr. Currice. I pointed that out in my remarks. That is about 
2,000 shares a day, amounting to 15 percent of the shares traded on al| 
exchanges in the year of 1954. 

The Cuairman. Is all of that distributed every year or only a part 
of it? 

Mr. Brapiey. A fifth each year. But each year the man who has 
been with us 5 years has some fifths of other bonus awards, which also 
are distributed, 

The Cuairman. What happens to that stock? Is it held in a fund / 

Mr. Braptey. We do not know. 

The CHAtrMAN. | mean the stock you buy under your bonus plan. 
What happens to that stock? Is it set aside in a fund? 

Mr. Brapitey. We distribute one-fifth each year and the balance 
remains in the General Motors treasury until it is distributed. 

The CuarrMan. It is treasury stock until it is distributed. 

Mr. Braptey. Treasury stock and nonvoting. 

The Cuairman. Then that would have no effect upon your manage 
ment; would it? 

Mr. Braptey. No—except if he stays on he gets his share later when 
it is distributed. 

The Cratrman. But I meant it is not stock that some trustee or 
someone votes when it comes to electing a director. It is treasury 
stock, in effect. 

Mr. Curtrice. That is right. 

The CHarrMan. Is it fair to say that your purchase of this stock 
acts as a floor under the market of General Motors stock? 

Mr. Currice. No, sir. 

The CuAtrman. Would you say it has an appreciable effect upon 
the price of General Motors stock ? 

Mr. Curticre. Not at all. 

The CuatrrMan. Why? Is it too small? 

Mr. Curtrice. It is. It is only 15 percent of the total that is traded 
in daily and consistently daily and throughout the day and every 
day. 

The CuarrMan. I recognize the Senator from Connecticut. 

Senator Busu. Mr. Chairman, I simply want to apologize to my 
friend and neighbor, Mr. Bradley, for my absence this morning. | 
looked forward to hearing him. But I have been down listening to 
the Senator from Virginia, Mr. Byrd, testify about the road bill, 
which is a bill of very considerable importance to General Motors and 
other corporations, I think. 

I wanted to say I am very sorry to have missed Mr. Curtice’s testi- 
mony, but that is the reason I had to do that. 

Mr. Curricr. Senator, I hope you endorsed the bill and I hope 
that it will get speedy action by the C ongress. 

Senator Busu. I thank you, Mr. Curtice. I am endorsing the 
bill. 
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Phe CHAIRMAN. I] may say, Mr. Curtice, the absence of the Senator 
from Connecticut accounts ‘largely for the lack of wisdom in these 


questions. He is our expert on matters of this kind. We rely on him 
heavily. 


Mr. Curtice. I think you have been doing exceedingly well. 


The Cuamman. We rely heavily on him to guide the questions 
sling with the stock market. So you can take that into considera- 
tion when you judge the character of these hearings. 

Mr. Curtice. I think you are doing very well. 

The CHAIRMAN. Do you have anything you would like to volunteer 
for the committee? I am sure there are many questions we have not 
asked. 

Mr. Curtice. No; I think my brief was long enough and quite com- 
letely represented what I wanted to say to the committee. 

The CiammMan. It has been very helpful to the committee. I 
appreciate your taking the time and trouble to come down and give 
the committee the benefit of your knowledge. You re alize we know 
very little about many of these matters and we are just trying to learn 
‘ mnething about them. 

Mr. Currice. Thank you. As I said in my closing remarks, I had 
hoped be at our presence here might be helpful, and if it proves . be, 
we are more than pleased to have been here. 


Phe CHAmRMAN. It has been extremely helpful. 


You have been very 
patient with us. 


I know you need patience when we ask you quest ions 
that appear to you to be, I imagine, very uninformed and naive. 
Mr. Currice. Not atall. I] thought they were very 


good questions. 
The CHarrMan. Thank you very much for coming. 


The committee will have the president of the U nited States Steel 
Corp. on Monday. We will convene at 2 o'clock, however, 
there is a special executive meeting of 
Monday morning. 

We will stand in sao vos 2 o'clock Monday. 

(Whereupon at 12:30 p.1 
Monday, March 21, 1955.) 


bee: ause 
f the committee necessary on 


. the committee recessed until 2 
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MONDAY, MARCH 21, 1955 


Untrep States SENnArE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to recess, in room 318, Senate 
Office Building, at 2 p. m., Senator J. W. Fulbright (chairman) 
presiding. 

Present: Senators Fulbright, Frear, Lehman, Monroney, Morse, 

Capehart, Bricker, Bennett, Bush, Beall, and Payne. 

Also present: Robert A. Ww allace, staff director of the committee. 

The CuarrmMan. The committee will come to order. 

Senator Carenart. Mr. Chairman. 

The Cuarrman. The Senator from Indiana. 

Senator CapeHart. I move, Mr. Chairman, that Prof. John Ken- 
neth Galbraith, of Harvard, be recalled for further questioning before 
this committee at some date, in the discretion of the chairman, between 
April 4 and April 15, 1955. 

When Professor Galbraith appeared before this committee on 
March 8, 1955, I was astounded at his bold attempt to undermine 
confidence in our economy. Frankly, I did not know who he was or 
how to evaluate his testimony; but it was obvious that his repeated 
en to the 1929 crash were intended for publicity purposes. 

I soon found that he is the author of a book about to be published 
on the subject of the 1929 crash, and I am therefore curious as to 
whether he, too, is using a congressional committee to publicize a new 
book. 

I have previously expressed the belief that these hearings were for 
the purpose of embarrassing the Eisenhower administration by shak- 
ing public confidence in the economy. Of all the economics profes- 
sors, I wondered why Professor Galbraith should be singled out as 
the economist to be invited before the committee for what we are told 
are these nonpolitical hearings to investigate the stock market. 

I now learn that Professor Galbraith was economic adviser to Mr. 
Adlai Stevenson in the last campaign—U. S. News & World Report, 
March 18, 1955. 

I also learned that only a few weeks previously Professor Galbraith 
had severely criticized the economic policies of the Eisenhower ad- 
ministration. On January 28, 1955, the professor testified before the 
Joint Committee on the Economic Report on the Economic Report of 
the President’s Council of Economic Advisers. 

He opened his testimony saying: 


There is much that is admirable in the report of the Council this year. I think 
it has shown considerable grace and ease in getting away from the clichés of a 
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balanced budget and the unspeakable evils of deficit financing. Indeed the 
administration as a whole has shown a remarkable flexibility of mind in the 
speed with which it has moved away from these slogans. 

I am reminded, Mr. Chairman 


I am still quoting 


that the late Lord Keynes said in 1935, in a letter to George Bernard Shaw, that 
he was engaged in writing a book which he thought, in 10 years, would revolu- 
tionize thinking on economics. That was in 1935, 20 years back. I think, how- 
ever, if he had been pressed- 


and I am still quoting Prefessor Galbraith— 


he might have allowed himself an extra 10 years to capture a Republican 
administration. 


The Harvard professor then goes on to exhibit brilliant sarcasm and 
his philosophy of gloom and doom, saying: 


It [the report] does, it seems to me, reach two conclusions that are worth 
examining. It concludes that the economic policy of the Government has been 
conducted during the last 2 years with impeccable wisdom and insight, and that 
no mistake of any sort has been made. I do not know that that is so important 
for our consideration here. I do think we should ask ourselves sonietime who it 
is that is fooled by this kind of ritualistic claim * * * It should emphasize the 
baud news rather than the good and always be prepared for the worst. We can 
properly wonder whether that has been done in this report * Our fisca! 
policy should retiect the bad news rather than the good news. 


His prepared statement, extremely well written with his biting sai 
casm, criticized this administration for its optimism and for not ped- 
dling a gloom and doom philosophy. I remember another Democrat 

vho once said, “We have nothing to fear but fear itself.” 

Finally, the professor closed his statement with a carefully chosen 


snide remark against the report of the Eisenhower-appointed Randal! 
Commission, saying: 


Not much damage would be done by enacting the Randall proposal. It pre- 
sumably would not apply to past investment—to do so would be to give some 
existing concerns an unjustified bonanza—and the extractive industries might 
conceivably be excluded as a category. But no one should suppose that the meas- 
ure will have much effect on overseas investment, and the Randall report may 
perhaps be criticized for raising faise expectations in this regard. 

Certainly Professor Galbraith’s known philosophy fits in with what 
I have felt was the purpose of these hearings: namely, to discredit the 
Eisenhower administration and to cause the people to lose faith in 
the economy. 

I decided te check a little of his philosophy after I read in the pro- 
ceedings of the 1953 annual meeting of the American Economie Asso- 
ciation, the statement by David McCord Wright, professor of eco- 
nomies at the University of Virginia and Fulbright lecturer at Ox- 
ford, 1953—54, that: 

Albeit quite possibly unconsciously, I should judge Dr. Galbraith one of the 
most effective enemies of both capitalism and democrary. 

In other words, Dr. Wright wrote, and I have the document right 
here if anybody wants to see it: 

I should judge Dr. Galbraith one of the most effective enemies of both capi- 
talism and democracy. 

1 further found that this Harvard professor was Deputy Adminis- 
trator of OPA during World War II and later became Director of 
the Office of Economic Security Policy of the State Department. 
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Following that experience he wrote, to me at least, some shocking 


f ngs 


ta 1946. in a book entitled “Recovery in Europe,” he wrote: 


In France * * * the Communists have earned prestige by their efficient con 
hution to economic recovery. 

In 1949, in a book entitled “Beyond the Marshall Plan,” he wrote: 

[It has not been fashionable in the United States in recent times to sneak 

of communism. Little, perhaps dangerously little, has therefore been 

iid of the achievements of communism. These, as adult people should real- 

e, have been considerable and they help to explain why some millions of alert 

and intelligent Europeans have embraced this faith, and why a fair minority, 

r the more intelligent and aggressive among them, are willing to devote their 

talent and their lives to advance it. 

One of these achievements— 


ir. Galbraith writes— 


is a reputation for sincerity in the promise to erase old grievances, whatever 
doubts there may be of Communist sincerity on other matters. A second and 

re important achievement is the development of a solving of the problems 
of nationalism. In fact, the Communists to date are the sole possessors of a 
solution to this problem. 

This is a fantastic statement. I assume that the Professor from 
Harvard will say that he was writing of the importance of greater 
inity and less nationalism among European nations. 

Many of us would like to see ‘freer trade and fewer restrictions 
among the nations of a free Europe. But this must be because the 
people of their own will choose it, and not the so-called unity of na- 
tions that Hitler and the Russians accomplished with guns at the 
heads of the people. 

| am shocked at being told that it is the more intelligent Euro- 
pean who is willing to devote his life to advancing communism. I 
say they are the least intelligent Europeans. I am ‘appalled at being 

told of the Communists’ reputation for sincerity in any promise. 
They don’t know the meaning of sincerity in performing promises. 

What achievements of communism is the professor talking about ? 
ls it that millions of good people in Poland, the Balkans, | Czecho- 
slovakia, Hungary, Rumania, and elsewhere have been made slaves? 
And I am not willing to admit that the Communists are the pos- 
sessors of any worth while solution to any problem. 

Mr. Chairman, I w ant to find out, in further examination of Pro- 
fessor Galbraith, the reason for his dislike of the Eisenhower ad- 
ministration and the aeietoe economic system, and the extent of 
his views as indicated by the excerpts from his writings that I have 
just read. 

{ would also like to know, Mr. Chairman, who suggested that Pro- 
fessor Galbraith be called as a witness here, on what basis, and what 
it was thought he would contribute to this investigation. 

I think the professor is entitled to be heard on this matter. It 
has always been my practice to give every man a chance to be heard 
on any matter which may be said to be critical of him—just as I have 
urged you to permit another witness to explain his position. 

Therefore, 1 urge that the professor be recalled so that we may 
further question him and that he may explain his position. 

And I want to know who it was who suggested him, of all the econ- 
omists in the country, as a witness before our committee. 
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Mr. Chairman, I put that in the form of a motion, and I am giving 
you my reasons for asking that Professor Galbraith be called. 

The CHamman. In response to the Senator from Indiana, I re- 
ceived a statement by Mr. Galbraith which he sent to me and, I think, 
the Associated Press, which I will not bother to read, but he requests 
the opportunity to come before the committee. 

(The statement referred to follows:) 


STATEMENT OF JOHN KENNETH GALBRAITH 


I am advised that on a radio and television program, American Forum of the 
Air, to be released today, Senator Capehart will read a couple of paragraphs 
from a pamphlet written by me in 1949 for the National Planning Association 
(Beyond the Marshall Plan) which purport to show that I am sympathetic to 
communism. My statement on this follows: 

“I would think the consequences of reading these two paragraphs out of con- 
text would be more unfortunate for the Senator than for me. My position on 
communism is part of the intellectual history of our time. The pamphlet warns 
of the dangers of communism. The paragraphs he read explain its appeal to 
the European masses. Those which follow, which the Senator did not read, 
tell of the resulting danger. The pamphlet specifically states that, as of the 
moment, the race between communism and the West, quote, is a highly unequal 
one, unquote. The pamphlet is supported in general by a statement signed, 
among others, by Milton 8S. Eisenhower, brother of the President, and Allen W. 
Dulles, brother of the Secretary of State. The Senator cannot plead ignorance 
of the import of the document. I wired him of its nature before the show was 
filmed. I have also advised the network. 

“This, it will also seem to many, is a remarkably roundabout way of discuss- 
ing the stock market.” End of statement. 

A few copies of the pamphlet are available here or care of Miss Virginia 
Parker, NPA, Washington, D. C. I am asking Chairman Fulbright to make 
the document, with suitable indication of Senator Capehart’s selections, a part 
of the record of the current hearings. 

(By wire to national news desks of Associated Press, United Press, Inter- 
national News Service, all New York. Special delivery to Senators Fulbright 
and Monroney.) 


The Carman. I have also received a telegram from Mr. Galbraith, 
dated March 20, 1955. 

(The telegram referred to follows :) 
Senator WILLIAM J. FULBRIGHT, 


Senate Banking and Currency Committee, 
Washington, D. C.: 


I have just heard that Senator Capehart has asked for my recall. Will you 
tell him I am delighted. I would like to use this occasion also to add briefly 
to my earlier testimony as I had previously requested. 

J. K. GALBRAITH. 

The Cuairman. In accordance with the chairman’s past actions in 
matters of this kind, and specifically in connection with Mr. Win- 
chell’s request, delivered through the Senator from Indiana, and I 
believe a telegram from Mr. Avery, these matters will be taken up 
in executive session. 

As of the moment I rule that the motion of the Senator from In- 
diana is out of order, and the committee will proceed to hear the 
witness who has been invited here today, and whose appearance was 
approved by the committee in executive session. 

So, Mr. Fairless 

Senator Carrnart. Mr. Chairman 

The Cuarmman. I do not recognize you. 

Senator Carrnartr. Mr. Chairman, you are going to recognize me. 
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I am rising to a point of privilege. I want to place in the record 
a wire that I received from Mr. Galbraith, which arrived in Washing- 
ton at 10:41 on Saturday morning. It was sent from New York at 
8:50. It wasdelivered to me about 11: 30. 

[ think in all fairness I should read the wire, but the point I want 
to make is that the broadcast that we made, the film that we made 
and the recording that we made, started at 9 o’clock on Saturday 
morning. Therefore, it was impossible for me to have received Dr. 
(;albraith’s wire before the television and radio film and recording 
was made, 

[ had one of my staff call Dr. Galbraith and ask him if the state- 
ments that I was about to make on the radio and television were true. 
He said they were. That was at 8 o’clock in the morning. He 
then proceeded to send this wire which arrived in Washington 41 
minutes after the film had started. I think in all fairness to Dr. 
Galbraith I should read the wire and place it in the record. 

A gentleman from your staff has just read me two paragraphs from a pamphlet 
written by me some years ago which stress the vigor and appeal of the Communist 
promises to relieve poverty and the important fact that it cuts across the ancient 
problem of many separate nationalities in Europe. These propositions still seem 
to me generally sound if not very original and most experts would agree. In 
using them and their relation to the stock market is not wholly clear to me. 
} am sure you will indicate perhaps using this telegram that they were 
written to— 
and it says, “masize the ormidable,” which I think is a misprint, that 
it should be, “raise the formidable”— 
raise the formidable threat of communism in Europe and the likelihood as I 


recall the pamphlet that it would survive the Marshall plan. 
Faithfully yours, 


J. K. GALBRAITH 
That wire was received by me about 11:30. The broadcast, film, 
and recording started about 9 o’clock that morning. I thought, in 
all fairness to Professor Galbraith, I should place it into the record 
at this point because I think we ought to hear both sides of this con- 
troversy as well as every other controversy. 
The Cuarrman. Thank you, sir. 


Mr. Fairless, before you proceed, would you care to introduce to 
the committee your associates so the record will show their appearance ? 


STATEMENT OF BENJAMIN F. FAIRLESS, CHAIRMAN OF BOARD 
OF DIRECTORS, ACCOMPANIED BY ENDERS M. VOORHEES, CHAIR- 
MAN OF FINANCE COMMITTEE; CLIFFORD F. HOOD, PRESIDENT; 
ROGER M. BLOUGH, VICE CHAIRMAN OF BOARD OF DIRECTORS 
AND GENERAL COUNSEL; AND ROBERT C. TYSON, VICE CHAIR- 


MAN OF FINANCE COMMITTEE AND COMPTROLLER, UNITED 
STATES STEEL CORP. 


Mr. Farruess. I will be very happy to. 

The Cuarrman. Thank you. 

Mr. Farruess. Mr. Chairman and members of the committee, on my 
left is Mr. Enders M. Voorhees, chairman of the finance committee 
of the United States Steel Corp. Mr. Clifford F. Hood, at my far 
right, is president of the United States Steel Corp. At my right is 
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Mr. Roger M. Blough, vice chairman of the board of directors and 
general counsel. On my extreme left is Mr. Robert C. Tyson, vice 
chairman of the finance committee and comptroller. 

With your permission, I should like from time to time, if the ques 
tions so justify, to perhaps refer to some of my associates or one of my 
associates for the answer. 

The Cuamman. Certainly we would be very glad to use any of 
them in any capacity you like. | 

Mr. Farriess. Should I proceed with mine? 

The CnarrMan. Yes, sir; if you will, please, sir. 

Mr. Farruess. Senator Fulbright and members of the committee, as 
vou know, I am in the business of making and selling steel. Lam not 
a stock-market operator. I do not hang breathlessly over the ticker 
tape at the lunch hour. And I have no specialized knowledge that 
would qualify me as an expert in discussing the many technical ques- 
tions to which this committee has devoted the major part of its atten 
tion. 

But in the performance of my duties and responsibilities as chair- 
man of the United States Steel Corp., I do, of course, have a direct 
and active interest in both the stock market and the steel market; for 
each of these, in its way, is of vital importance to the continuing 
welfare of our company. 

Just as United States Steel must be able at°all times to bic! suecess 
fully for the consumer's dollar in the steel market, so it must also be 
uble to bid successfully for the investor’s dollar in the securities 
market. 

in the steel market, its products compete not only against those of 
inore than 100 other important steel producers, but also against many 
other metals and materials which are currently offered as substitutes 
for steel. And in the financial markets, the securities of United States 
Steel must compete against the offerings of every other enterprise and 
agency—both governmental and private- -which is seeking the con- 
fidence and the favor of the American investor. So clearly, I have 
a deep and abiding interest in the preservation of sound and properly 
conducted markets where the securities of United States Steel and 
other institutions can be freely and openly traded. 

[| should add further, perhaps, that in the normal conduct of its 
business, the United States Steel pension fund is a regular purchaser 
of securities on the exchange; but I shall not attempt to burden you 
at present with any discussion of this point since our problems in this 
field do not differ in any material respect from those of any other long- 
range investor who is seeking security for his funds and an adequate 
return upon them. 

But in the other field that I have mentioned—in the keen and con- 
stant competition for investor favor—the steel industry as a whole 
does face certain specialized problems of its own; and I think it may 
be helpful to the committee if I try, this afternoon, to describe them 
very briefly by way of background. 

Steel, of course, is a basic essential not only of our national life but 
of our national defense. It is the obligation of the steel industry to 
meet the steel needs of this Nation in peace or in war and to anticipate, 
to the best of its ability, the future demands which will be made upon 
it by our growing economy. It has successfully met this obligation in 
ihe past, and it must always do so in the future. 
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But, among all the industries I can think of, very few indeed require 
such a large investment of capital behind each unit of production. 
Today, if you build a steel plant from scratch, as we recently did in 
the case of Fairless Works, and if you provide the necessary new 
sources of iron ore, as we have in Venezuela, you will find that it costs 
at least $300 to build a single ton of wholly integrated new capacity, 
complete with all necessary finishing facilities, raw-material resources, 
and working capital. Nor is there any practical prospect of a decline 
in this cost in future years. 

Fortunately, however, it is not always necessary to start from 
scratch; so not all new capacity costs that much. But keeping this 
heavy investment in mind, let us look for a moment at the situation 
which confronts the steel industry today. 

Its present ingot capacity is almost 126 million tons; and the aver- 
age useful life of all of its facilities is reckoned at 25 years. Some 
will last longer than that, and others not that long; but over the next 
quarter century, the industry must be prepared to replace its plant 
completely. 

Now that would present no problem, of course, if it were possible, 
under the tax laws, to recover the replacement cost of these facilities 
through proper depreciation; but as the law now stands, that is not 
allowed. I have already filed with this committee a supplemental 
statement referring to our annual report for 1954, which touches on 
this point in some detail, and I earnestly commend it to your atten- 
tion, gentlemen, because unless and until this deficiency in the law is 
corrected, the steel industry is going to suffer a heavy drain on its 
‘apital resources just to keep its present plant intact—or, in other 
words, just to stand still. 

But it cannot stand still, of course, if it is to fulfill its obligations 
to the Nation. It must grow as the economy grows, and the economy 
is growing fast. 

Estimates of the Federal Census Bureau indicate that the popula- 
tion of this country will increase to 217 million in the next 25 years. 
Moreover, we know that the per capita demand for steel has risen 
steadily throughout the present century; and if it continues to do so 
in the future as it has in the past, we are going to have to add 65 
million tons to the ingot capacity of the steel industry by 1980. 

Now what does that mean in terms of capital expenditures. Well, 
no one, of course, can say; and certainly I am not going to sit here 
this afternoon and venture any hard-and-fast predictions to cover the 
next 25 years. I can, however, give you the simple arithmetic of the 
situation as it stands today, and leave you to draw your own conclu- 
sions. So let me put it this way: 

In the past 9 years, since the end of World War IT, the steel indus- 
try has carried out the greatest expansion program in its history. 
It has enlarged its ingot capacity by 34 million tons; and during a 
part of this period it has been permitted to use the so-called rapid- 
amortization provisions of the tax law on some of its facilities. 

Yet in each of these 9 years, on the average, it has had to spend a 
third of a billion dollars more than it was able to obtain through de- 
preciation, depletion, and amortization. That is the amount of addi- 
tional capital it has had to find every year—a third of a billion dol- 
lars. But at present-day construction costs, it will have to find nearly 
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twice that much each year for the next quarter century in order to 
keep pace with the foreseeable demands of this growing Nation of 
ours. 

In saying that, moreover, I am making no provision whatever for 
any future inflation which may occur; nor am J allowing for the 
possibility of war and a sudden program of expansion under forced 
draft. I am merely presenting, as I have said, the simple arithmetic 
of steel on the basis of present costs and past experience. 

So our problem boils down to this: Where do we get this two-thirds 
of a billion? Where is this additional capital to come from? 

There are only three possible sources, so far as I can see. It must 
come from a more realistic treatment of depreciation under the Federal 
tax laws; or it must come from higher prices and larger profits to re- 
invest in the business; or it must come from the sale of stocks or bonds. 
Or it may, of course, come from a combination of all three. 

Looking back on the past, again, we find that the steel industry has 
consistently met a good part of its capital needs through the reinvest- 
ment of earnings; and presumably it will continue to do so—as it 
properly should, I believe. But we also find that it has not been able 
to rely upon that source alone, by any means. Thus, over the last 9 
years, the 15 largest companies of the industry have had to raise an 
average total of $200 million a year by borrowing, or by selling stock. 

To what extent our industry will have to go into the market for 
money in the future, I do not know; but one thing I do know is this: 
We must always be able to do so. We must, I repeat, be able at all 
times to meet successfully the intense competition which prevails in 
the financial market place. And we can only do that so long as our 
securities command the high confidence of the investing public. 

But I regret to say that public confidence in steel issues has not 
always been high in the past; and as an illustration of this point, let 
me merely recite these simple facts. 

As we have seen, it now costs $300 to build a single ton of fully in- 
tegrated steel capacity from the ground up; but on Tuesday of last 
week, 1 ton of existing steel capacity—as represented by the common 
stocks of the 10 largest steel companies in America, which constitute 
80 percent of the entire industry—was selling at $56 in the securities 
market. 

Thus, after making due allowance for the value of the preferred 
stock and the bonded debt of these companies, this means that the pur- 
chasers of their common stocks were willing to pay only one-fifth as 
much for a ton of steel capacity as it currently costs to build it. 

Now why is that? What explains this lack of confidence on the 
part of steel investors? 

Well, the answer, I think, is quite clear: 

Historically the steel industry—by the very nature of its business— 
has been highly sensitive to the ups and downs which have occurred in 
the economy as a whole. Past experience shows that in downward 
economic cycles, the operating rate in steel drops off almost exattly 
twice as fast as the general level of industrial production. And in 
upward cycles, happily, the reverse is true. 

So stee] has come to be known as a feast or famine enterprise—which 
is an appropriate description of it if you look only at the operating 
rate, but which is regrettably unrealistic if you look at the profit 
picture. 
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Financially speaking, we have had our famines indeed, but never in 
the past quarter century, have we enjoyed a single year which remotely 
approached what might be termed a feast. : 

For 26 years now, the National City Bank of New York has made 
an annual study of more than 40 leading manufacturing industries, 
showing the profits of each as a percentage of net worth. And year 
after year—without even one single exception—the profits of the steel 
industry have been unfailingly below the average earned by all the rest. 

In five of these years, our industry had no profits at all—only losses. 
In half of these years, it never rose above sixth place from the bottom 
of this list. Only once did it ever manage to climb up into the first 
division, and then—at this pinnacle of its suecess—it stood twenty-first 
from the top. 

Yet in many of these years, as you know, steel companies were 
breaking all production records in their plants and were turning out 
every pound of steel that they could pour, in order to meet all the mili- 
tary and civilian demands that were being made upon them. 

So there is the financial record which has confronted the prospec- 
tive purchaser of steel securities throughout this period. I am not go- 
ing to cry on anyone’s shoulder about it. I am merely going to point 
out that in view of the heavy capital needs which we face in the fu- 
ture, the rehabilitation of investor confidence in steel issues has be- 
come a problem of immediate and major importance. 

Fortunately we have made encouraging progress in dealing with this 
problem recently. When the first signs of a business decline began to 
appear in 1953, steel investors clearly anticipated another period of 
famine in our industry. United States Steel common fell to a low of 
about $33 per share on the exchange. That was considerably less than 
half of its book value; and at that price it was yielding a little better 
than 9 percent. But purchasers obviously were unwilling to accept a 
smaller return in view of the risks which they felt were involved. 

As it turned out, of course, their pessimism proved to be unjustified. 
The expected famine did not materialize. Our operating rate, it is 
true, did take a serious plunge; but while earnings also declined con- 
siderably, they did not do so in the same degree. 

Profits held at a level which enabled us to reinvest a reasonable por- 
tion of them in our business without reducing our dividend payments; 
and this resulted in a marked improvement of investor confidence in 
our securities. So, for the first time since predepression days, United 
States Steel common is now selling at a price almost exactly equal to 
its book value, and at the present dividend rate, it is yielding about 5 
percent instead of 9. 

In saying this, however, I must point out, that if the assets of United 
States Steel were to be reappraised today in the light of the wholesale 
inflation which has occurred in this country since we acquired them— 
and if the book value of our common stock were thus to reflect the 
present replacement cost of these facilities—it would be at least twice 
as high as the figure I just mentioned. 

So while we have clearly made progress, we still have a long road 
to travel; and until the steel industry can go into the financial market 
and sell 1 ton of new steel capacity at a price sufficient to pay the cost 
of building that ton of capacity, 1 for one will not be able to look with 
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any degree of satisfaction and complacency upon the task of raising 
the large amounts of capital which this industry will require in the 
future. 

That task may prove especially difficult, moreover, where it is de- 
cided to issue new equities. Let me cite one final example to illustrate 
this point: 

Last summer, United States Steel needed $300 million which we 
borrowed by selling debentures. We might have preferred to raise 
this new capital through the sale of additional stock, but had we 
followed that course, the cost of the money—in terms of the drain on 
our gross receipts—would have been five times as much as the interest 
we are paying on the bonds. 

This wide disparity between the costs of equity and borrowed capi- 
tal is due in no small degree, of course, to what I regard as the unwise 
and discriminatory double taxation of corporate income and divi- 
dends; but it is also partly due, beyond doubt, to the fact that our in- 
dustry has not, in the past, provided a fair and dependable return to 
its investors. 

Every ton of steel capacity we have, and every job our industry 
affords, was created and paid for by the investor. 

He will continue to provide new jobs and facilities only so long as 
he receives what he regards as a proper return for his services. And 
the return he demands will decline in size as his confidence grows in 
his investment. 

Clearly, then, a primary responsibility of steel management today 
is not only to reward its owners fairly, but also to increase by every 
proper means their confidence in the company. And this is a respon- 
sibility which the management of United States Steel has tried stead- 
fastly, to fulfill. 

To this end we have steadily expanded our incentive program at 
every level of our operations, from the open-hearth floor to the to 
executive offices. As one we of this incentive program, we insti- 
tuted—4 years ago—a stock option plan designed, in part, to encour- 
age larger stock ownership by our key executives and to create among 
them a better understanding and appreciation of investor attitudes. 

I believe that this plan, along with the other incentives, has re- 
sulted in increased efficiency throughout our entire organization. I 
feel that it has been responsible in considerable measure for the fact 
that our earnings, during the recent period of business readjustment, 
were held at a much more satisfactory level than might normally have 
been expected. 

And thus, with the marked upturn that has occurred in our busi- 
ness since then, we were able, alte this year, to improve our dividend 
accordingly. 

At the same time, as you know, our board of directors advanced a 
proposal to split the authorized common stock of the corporation on 
the basis of 2 shares for 1. This proposal will be submitted to the 
stockholders at their annual meeting in May; and it is intended, of 
course, to encourage a wider distribution of these shares, and to make 
them more readily available for investment p . 

In all of these ways, therefore, the management of United States 
Steel has sought to stimulate the growth of investor confidence in the 
corporation. 
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But in emphasizing, as I have here this afternoon our responsibility 
to the investor, I want to make it crystal clear that we are not forget- 
ting our ¢c ompelling and continuing obligations to our workers. 

Insofar as possible, we shall continue to meet every legitimate de- 
mand that they present to us; and we shall strive in the future, as 
we have in the past, to enhance their welfare and their security by 
every appropriate means. 

And now, gentlemen, I shall be happy to answer—to the best of my 
ability—whatev er questions you may have. 

The Cuamman. Did you wish to read the supplemental statement, 
also, Mr. Fairless, or would you like to put that in the record ? 

Mr. Farruess. I would be very happy to read it. 

The Cuamman. Or we can put it in the record. 

Mr. Fatruess. Well, it all depends on the number of questions that 
refer to it. It is not long, as you observe, and it might serve as a back- 
ground for you. 

The Cuatrman. Well, I have read it myself, so that I do not need 
it. I have read it, and it is very good. I did not know whether 
you Wished to read it or not. 
~ We can put it in the record and proceed with the questions, if that 
suits you. 

Mr. Farrtess. Mr. Chairman, may we leave it this way, that we 
offer it for the record ? 

The Cuarrman,. The Senator from Ohio has requested that you 
read it, Mr. Fairless, if you will. 

Mr. Farress. I will be very happy to. 

A review of the history of the capital stock of United States Steel 
Corp. since 1915 yields the following highlights: First, there has 
been no change in the shares of 7 7 percent cumulative preferred stock 
outstanding. Second, the only large sale of common stock was to 
secure $143 million which was used to pay off long-term debt in 
1929. There were sales of stock to employees in 1930 and 1931 with 
proceeds of $5.7 million. Shares were issued in 1930 in exchange for 
assets ac quired at a cost of $91.5 million. In 1927, there was a 40 
percent stock dividend on the common stock. In 1949, the common 
stock was split on a 3-for-1 basis. 

A review of the history of the corporation’s debt financing since 
1915 shows that, except for relatively small issues by subsidiaries, 
primarily our transportation companies, the only borrowings were 
$100 million in 1938, the balance of $75 million of which was refunded 
in 1940 and paid off in its entirety by 1944, and the $300 million 
borrowed in 1954, in the form of 10-year serial debentures. We have 
engaged only in relatively short- term borrowing. We believe that, 
to the extent possible, a company in a durable- goods industry, sub- 
ject to relatively wide fluctuations in its business volume, should 
avoid a high debt ratio lest fixed charges and maturities prove 
difficult to meet in periods of lesser activity. 

One purpose of the issue of our debentures last August was to 
restore in part working capital expended in recent years in United 
States Steel Corp.’s expansion and modernization program. From 
1946 to 1954 inclusive, Cinited States Corp.’s expenditures for facil- 
ities—ineluding its compliance with the Government’s guns-plus- 
butter policy—were about $2.5 billion. During this per iod its wear 
and exhaustion—often called depreciation—fell short of equaling 
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these expenditures by approximately $1 billion. This type of grave 
deficiency is of national importance and a condition that can be 
remedied only by Congress. It arises primarily from the fact that 
over the years there has been a great decline in the purchasing power 
of the dollar. 

Depreciation in any period represents that portion of the capital 
originally expended which is used up in the production of products 
in such period. In present-day tax legislation the total number of 
dollars that can be recovered in depreciation over the life of a given 
facility is limited to the number of dollars originally expended for 
the facility. Because of the great decline in the buying power of 
the dollar, the depreciation dollars recovered today, based on the 
dollars spent many years ago for facilities, are simply not enough 
dollars to replace those facilities—not enough dollars to equal the 
buying power originally expended for those facilities. 

Depreciation amounts are a principal source of funds for industry’s 
purchase of plant and equipment, and hence are fundamental to the 
maintenance of high levels of employment. It is only through the 
installation of tools of production that self-sustaining jobs can be 
created. Although certain helpful depreciation expedients, tempo- 
rarily to remedy in part the inadequacy of depreciation permitted for 
tax purposes, have been enacted into law, we do not believe that these 
expedients provide full solution of the problem. The matter is of 
such importance that we have devoted pages 22 to 27 of our annual 
report for 1954 to it. Copies of the annual report are being submitted 
to the committee, and we request that the content of pages 22 to 27, 
inclusive, entitled “Depreciation Expedients,” be added to the record 
as a part of this statement. 

(The pages referred to follow :) 

The money that industry spends for plant and equipment is important to a 
high level of employment. Not only does this money result in employment of 
those who produce the facilities, but once the facilities are installed they pro- 
vide the continuing jobs of operating them. Stop such capital expenditures, and 
not only is creation of new jobs cut off but existing jobs are imperiled as exist- 
ing facilities become worn out or obsolete and are not replaced. The factors 
impairing or encouraging capital expenditures for facilities are of vital impor- 
tance. 

SOURCES OF FUNDS 


One of the principal sources of funds spent for facilities is the money recov- 
ered through the wear and exhaustion cost of existing facilities, often called 
depreciation. This depreciation in any period represents that portion of the 
capital originally expended which is used up in the production of products in 
such period. Depreciation is properly regarded as a cost that is deductible in 
determining taxable income. Inadequate depreciation is a direct threat to 
capital expenditures and to employment. 

With regard to the adequacy of depreciation, we are faced with a disturbing 
fact: Since World War II depreciation amounts as ordinarily calculated and 
recognized in tax laws have been quite insufficient to buy new facilities as fast 
as existing ones have been wearing out or becoming obsolete. These amounts 
have failed to perform their vital revolving-fund function of maintaining the 
supply and modernness of the tools of production. 

The reason is this: The total number of dollars that can be recovered in 
depreciation over the life of a given facility is limited to the number of dollars 
originally expended for the facility. But the buying power of the dollar has 
not remained at all stable. According to the Engineering News-Record, it now 
takes $2.60 to buy as much construction as could be purchased for $1 in 1940. 
The buying power of the dollar during the years since 1940 has shrunk to 40 
pereent of what it was. The depreciation dollars recovered today, based on the 
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ijollars spent many years ago for facilities, are simply not enough dollars to 
replace those facilities—not enough dollars to equal the buying power originally 
expended for those facilities. 

The other principal source of funds, aside from borrowing or from selling 
stock, that corporations have to modernize or purchase tools of production is 
income reinvested. If depreciation does not recover enough buying power, the 
income “after taxes’ may have to be drawn upon to make up the difference if 
expenditures for facilities are to be sufficient to maintain the aggregate tool life 
of the concern. 

This is unfair and unfortunate because it results in the taxation of capital. 
Thus, if depreciation cost is understated in current buying power, then income 
is correspondingly overstated. If the income-tax rate is 50 percent then 2 
additional dollars must be secured from customers to have 1 additional dollar 
ifter taxes to spend on facilities. This is tax absorption of the circulating 
flow of capital funds required to maintain the supply and modernness of the 
Nation’s tools of production. 


ACCELERATED AMORTIZATION 


During World War II and the Korean conflict, inflation undermined the buy- 
ing power of depreciation dollars, while price controls and high taxation limited 
the availability of reinvestment funds. The problem of funds for facilities 
became acute. To avert disaster there was legislation to provide, not that 
ordinary depreciation amounts could be adjusted to take into account the 
shrinking buying power of the dollar, but that portions of the cost of new facili- 
ties certified as necessary to the national defense could, instead of being spread 
over the expected useful life of the facility, be absorbed as “accelerated amortiza- 
tion” within the 60 months following completion of the facility, such accelerated 
amortization being deductible in determining income subject to taxation. 

The effect of this provision was to permit the business taxpayer greater wear 
and exhaustion allowances in the early years of a facility’s life, with the 
greater amount of cash recovered through such allowances being currently 
available to meet the higher cost of needed facility replacements. For example, 
assume that 60 percent of the cost of a 25-year life facility was subject to 
amortization and the balance to regular depreciation at 4 percent per year. The 
recovery of the original expenditure through maintenance and regular deprecia- 
tion is 68 percent thereof in the initial 60-month period or the first 20 percent of 
its life. 

There ean be no doubt that this provision was most helpful in stimulating 
national defense construction. The opportunity to recover capital expended on 
new facilities more quickly without eroding taxation produced a remarkable 
response. For example, business expenditures (excluding agricultural busi- 
nesses) for plant and equipment totaled $83 billion during the 4 years, 1947-50, 
which preceded the expansion made necessary by the Korean conflict. In the 
4 following years (with the 1954 amount being partly estimated) the cor- 
responding total was $107 billion—an increase of $24 billion. During the latter 
4 years certificates of necessity covering approximately $30 billion were issued. 
By the end of 1954 actual expenditures on these certified projects approximated 
$22 billion. Expenditures on certified projects thus were almost the same as 
the increase in the 4-year expenditures over the 1947-50 total. 

Although accelerated amortization has thus proved effective, it must equally 
be recognized as a temporary expedient. For many companies the addition of 
amortization on new facilities to so-called regular depreciation on old facilities 
may approximate, temporarily, a truer total of wear and exhaustion on all 
facilities based on current dollar values. But it automatically guarantees some- 
thing of a future crisis. 

Thus United States Steel has recently constructed the Fairless works. Parts 
of the cost are being amortized over 5-year periods. United States Steel has 
many other facilities on which there is no aceelerated amortization. The amorti- 
zation on Fairless works partially offsets the inadequate depreciation allowed 
on other facilities, a situation which, of course, changes when the 5-year amorti- 
zations are completed. 


NEW METHODS OF ACCELERATING DEPRECIATION 


Partly in recognition of prospective deficiency in depreciation when industry’s 
accelerated amortization amounts “run out,” the Revenue Act of 1954 provides 
two new optional methods whereby regular depreciation on new facilities may 
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be accelerated. Both methods permit greater proportions of expenditures to be 
recovered in the earlier than in the later part of the facilities’ lives. In the case 
of the 25-year-life facility previously cited, 35 percent of the dollars originally 
expended may be recovered in the first 5 years under the sum-of-the-years’- 
digits method, and 34 percent under the declining-balance method. These 
contrast with the previously noted 68 percent under accelerated amortization 
during the same period. 

For many companies the new provisions may serve for a time to lift total wear 
and exhaustion to an amount approximating true depreciation based on current 
dollars, provided serious further inflation is avoided. Although the 5-year 
recovery through depreciation under these methods is only about one-half of 
that under accelerated amortization in the examples given, the new methods 
may be applied to all expenditures for new facilities, whereas accelerated amor- 
tization is applicable only to those portions of new facilities that have been 
certified as necessary to national defense. 

For other companies, however, the new provisions must for a period fall far 
short of yielding proper wear and exhaustion amounts. Such companies are like 
those in the steel, cement, and railroad industries where relatively large amounts 
of capital have to be invested in costly long-term facilities. If additional depre- 
ciation is to be confined to new facilities, then larger amounts than have been 
provided under these two methods on such new facilities are required adequately 
to augment so-called regular depreciation on the relatively more numerous and 
older existing facilities. 

Such a prospective depreciation dilemma is illustrated in the affairs of United 
States Steel. Total wear and exhaustion in 1954 was approximately $260 mil- 
lion. Of this amount about $140 million represented accelerated amortization 
and $120 million so-called regular depreciation. In future years necessary 
expenditures for replacing and modernizing facilities may range somewhere 
near the 1954 wear-and-exhaustion amount. Thus in a few years, when the 
accelerated amortization amounts arising out of present certificates will have 
substantially dropped out, there would then arise a large gap between wear-and- 
exhaustion totals and these necessary expenditures for facilities. The new 
sum-of-the-years digits or declining-balance methods of depreciation will be 
inadequate for many years to fill this gap. It can be seen that even if there 
were to be as much as a 50-percent increase in so-called regular depreciation it 
would still leave the total wear-and-exhaustion amount much smaller than such 
expenditures. 

It is, of course, possible that before such a critical situation develops a funda- 
mental solution of the problem of accounting for depreciation over periods of 
dollar instability may have been achieved and recognized in the tax laws or 
additional expedients may have been devised. Failing that, United States Steel 
and many other concerns Will have to secure funds for capital expenditures from 
other sources if the supply and modernness of tools is to be maintained. If such 
funds come from income reinvested, then prices of products sold will have to be 
sufficient to cover the heavy taxation, as previously noted, of what is really 
depreciation but under tax law is considered taxable income. 

The situation and prospect with respect to depreciation are such as to demand 
the most thoughtful consideration of business managements and of those respon- 
sible for determining accounting and tax policies. 


Mr. Farrtess. The $1 billion over and above the wear-and-exhaus- 
tion amount required to meet the $2.5 billion capital expenditures was 
met by reinvestment of income in the amount of $643 million. The 
balance of $378 million came primarily from drawing down working 
capital and from the sale of Government bonds previously acquired. 
The $643 million of income reinvested during this period represented 
43.7 percent of the income earned during the 9-year period. The 
remainder of income, or 56.3 percent thereof, was paid to stockholders 
in dividends. As a curious coinciden this payout of 56.3 percent 
is the exact percentage of payout over F the same period for manufac- 
turing corporations as compiled by the Federal Reserve Board. The 
corresponding percentage of payout of corporations engaged in dur- 
able goods manufacture i is 55, and for those engaged in primary metal 
manufacture the figure is 50.1. 
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In exhibit 1, United States Steel Corp.’s accounts have been con- 
verted for the 9-year period to show the flow of actual cash into, 
through, and out of the United States Steel Corp. Facilities have 
to be paid for with cash. 

As noted above, and as the exhibit shows in detail, the 9-years’ 
operations and expenditures resulted in the drawing down of work- 
ing capital and the liquidation of security assets to the amount of 
$378 million. This fact, together with the congressional action in 
accelerating corporation income-tax payments and other require- 
ments for corporate purposes, presented the need for financing in 
1954. 

In undertaking its financing, United States Steel Corp. had the 
choice of selling stock or issuing bonds. The advantages of selling 
stock would be: (a) Funds so secured would be regarded as perma- 
nent and the question of paying off or refinancing, as in the case of 
issuing bonds, would not arise; and (b) since dividends are discre- 
tionary, they would not—as bond interest might—become a fixed 
burden in periods of adverse business conditions. 

The disadvantages of selling stock would be: (a) Since the stock 
was selling in the market much below its book value, and still further 
below its value if the corporate properties were stated in terms of 
current dollars, the equity of existing stockholders would be signifi- 
cantly diluted; and (b) high cost. At the time the financing was 
being considered, United States Steel Corp. common stock was yield- 
ing approximately 6 percent. To secure $100 in new capital would 
thus cost $6 a year in dividends. At a 54 percent income-tax rate, 
this meant that approximately $13, which could come only from 
customers, would be required annually to cover the dividend cost of 
securing $100 of new capital. 

The advantages of selling bonds would be: (a) Dilution of equity 
of existing stockholders would be avoided; and (b) low cost. The 
interest cost would be approximately 2.6 percent and hence only 
$2.60 from customers would annually be required to cover each $100 
of new capital so secured. Thus, in terms of receipts from cus- 
tomers, the bond cost would be only one-fifth that of the stock 
cost. 

The disadvantage of selling bonds would be the assuming of fixed 
charges and maturities that durable-goods industries, being subject 
to wider fluctuations than industry in general, should avoid lest they 
prove financially embarrassing in periods of lesser business activi- 
ties. In this case, however, there being very little prior debt outstand- 
ing, the fixed charge feature was not a deterrent. The possibility of 
maturity coming at a time when it might be difficult to pay off or 
refinance the debt was met by issuing serial debenture bonds. 

The advantages, in this instance, of issuing serial bonds far out- 
weighed those of selling common stock. The great difference in cost 
previously mentioned arises primarily from the heavy taxation of 
income destined to be paid out in dividends. That United States 
Steel Corp.’s case is somewhat typical is perhaps evidenced by the 
fact that corporate bond flotations over the past year have been ap- 
proximately triple the flotations of equities. The double taxation of 
dividends places a premium on resorting a large measure to debt 
instead of equity financing, which may prove unhealthy both to the 
equity markets and to the financial structures of corporations. 
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Exuisir I.—United States Steel Corporation, cash flow—In and out, Jan. 1, 1946- 
Dec. $1, 1954 


[Millions] 


| 


Beies | ; | Total cash 
Adjustment to cash basis— Amount |Teceipts and 
Explanation 7 | disburse- 
ments 


costs and | 
| income | 


$68.6 |... 
(90.9)| $25, 109. 1 


ee from sales of 
Receipts from customers—the pub- |$25, 131.4 |} properties. 
lic. ooo —Inecrease in uncollected re- 
| ceivables. 
Disposed of as follows: | 

Employment costs: | | 

United States Steel’s direct | 10, 4 | Less—Increase in unpaid employ- (17. 7) | 
employment. |} ment costs. | 
Add—Payment of war costs and |  y } Ae 

Products and services bought: | tai items charged re- 

I a aa a their nt Increase in inventories and | 240 

f turn . Z deferred costs. | 
; Less—Increase in amounts owed (123. 7) 
| to suppliers. 
|(Add—Use of proceeds from sales | 68. 6 
Wear and exhaustion: of properties. 

Provides employment by sup- , 429.7 Other amounts expended - _- 953. 3 
pliers of new plants and — 
equipment and by their sup- Total expenditures for |---- 
pliers in turn. | | property additions and | 

replacements. 


} 
} 
} 
| | 
| 
| 


| 


Taxes: | 
Provides employment by gov- | | 
ernments and by their sup- 
pliers in turn State, local. and 
miscellaneous | | 
Federal income................-] | 
Interest: | 
Compensation for savings |{Less—Increase in unpaid divi- (17. 9)} 
loaned. | dends. 
Dividends “© |) Add—Repayment of borrowed | 28.8 | 
Compensations for savings in- | money. | 
vested. j i 


| Less—Increase in unpaid taxes....| (172. »)) 


i 





Lee ia 


Totals......--- ani vd e Cbs ey canoe te | 1,028.4] 25,516.5 


| 


= ——=== 


Income reinvested 643.3 | (Deficit) in cash.........-.-..---.. seb duia aie 
| Met from sales of: 
U. S, Government securities_ _| 
10-year serial debentures. __._-| 
Stock under incentive plan_.-- 
(Decrease) in cash: | 
Balance Jan. 1, 1946 
Balance Dec. 31, 1954 





The Carman. Thank you. 

Mr. Fatruess. Now, gentlemen, this latter statement is almost com- 
pletely financial, and Mr. Voorhees is our financial expert and I would 
like to have any questions that have to do with the last presentation 
referred to Mr. Voorhees. 

Senator Bricker. Mr. Chairman, first of all, you have not made the 
annual report part of the record yet. 

The Cuarrman. It is quite all right for you, Mr. Fairless, to deter- 
mine which one of your assosciates you would care to have answer any 
particular line of questions. You can do that at your own discretion. 

Mr. Farrtess. Thank you. 

The Cuarrman. The Senator from Ohio asked that the annual re- 
port be made a part of the record. You mean a part of the exhibits; 
you do not wish to have it all copied. 

Senator Bricker. Make it an exhibit in the record so it will be made 
a permanent part of the record. 

The CuarMan. That will be done, at the conclusion of Mn. Fairless’ 
remarks. 
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Mr. Fairless, we have a few questions of the committee. As I say, 
you may feel free to ask any of your associates to answer if these fig- 
ures are not at your disposal. 

I noticed you calculated $300 roughly, for the production of a ton 
of steel, that is, the cost of the plant. What is invested in the steel 
business for each job? What is considered the amount of capital that 
is necessary to back up each job ? 

Mr. Farruess. Mr. Voorhees. 

Mr. Vooruers. On the basis of our balance sheet, it looks like 
$11,000—but those are hard dollars. So far as the expenditures of 
fixed assets and working capital necessary to provide a job for an em- 
ployee in the steel industry today, you can multiply that by 3 or 4 or 5 
times. 

The Cuarrman. Is the $11,000 industry-wide, or is that just the 
United States Steel Corp. ? 

Mr. Voorners. I would say that for the industry as a whole it might 
vary some, Senator, because of the fact that our facilities might be a 
little older than theirs and some of theirs are newer than ours, but 
on the average I think it is about right. 

The Cuatrman. About $11,000. 

Mr. Voornees. And it might vary, too, in their case because we are 
probably more integrated than most of our competitors. 

The Cuarrman. Can you give us the figures for your latest plant? 
I understand the Fairless plant is your newest plant, and I guess it is as 
new as any of the newer ones. 

Mr. Voorners. At Fairless it would be somewhere between $75,000 
and $80,000. 

The Cuatrman. For each job? 

Mr. Vooruers. That is right. 

The CuatrrmMan. That is quite a lot of capital invested. 

Mr. Voorners. Yes, sir. 

The CuatrmMan. Has that very large increase in the capital invested 
per job created a different problem in cases of shutdowns of your plant 
from what it used to be? 

Mr. Faretess. What is the question? I did not get the question. 

The CuHarmrman. My thought was that it seems to me with such a 
tremendous increase in the capital invested, a shutdown by the plant 
would pose a much more serious problem for management than it did 
when the amount invested was, say, $11,000. 

Mr. Farrtess. Well, certainly; certainly. 

The CuamrMan. Well, describe why that is so. 

Mr. Farruess. Well, for the reasons that you have just stated, the 
terrific cost of carrying the investment. Obviously, if that investment 
is not working, it costs more than if the investment was a lesser amount. 

Really, what is going on—there is no mystery about it—is that 
there have been great technological improvements in the steel industry, 
and not only in the steel industry, but I refer to the steel industry 
because that is my business. And it has been necessary and proper 
for the steel industry to spend billions of dollars not to make more 
steel, necessarily, but to make it better and to make it cheaper. 

And that is the reason that if you make a comparison—some of 
you men may be familiar with the old steel business—if you went 
through steel plants 25 or 30 years ago, you saw workmen actually 
working with real hard labor to make sheets. Now, you go through 
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a modern steel plant and it is so mechanized that it looks like a very 
simple matter to make that same product. However, the investment 
required to do so is enormous, as we have just indicated. 

The CHatrMan. Is it fair to say that 10 or 12 years ago there was 
an $11,000 average, as compared to the $70,000 today? 

Mr. Farrurss. Yes. 

The Cuairnman. How was that increased? When would you say 
the $11,000 was a fair average of investment per job? I just want to 
get an idea of how rapidly this has changed. 

Mr. Voornerrs. I would say in the middle thirties. 

The CHarrmMan. In the middle thirties it was $11,000. Do you 
mean by that in comparable purchasing dollars ? 

Mr. Voorures. In approximately all ways from the standpoint of 
the cost of equipment of that time. 

The Crarrman. All I am trying to do is to get some understanding 
of how rapidly this has changed. The extent of the change in the 
amount of investment necessary to back up a job. 

Mr. VoorHees. . has changed, Senator, for 2 reasons: 1, because 
of inflation: and 2, because of technological improvement, and techno- 
logical improvement has been progressive throughout this entire 
period since—well, since the early part of the century. 

The Cuamman. Well, I was trying to pin it down a little closer. 
Would you say the inflation has accounted for approximately double 
the amount? Would that be, in round numbers, a fair statement? 
In other words, to get the same equipment today would cost twice as 
much as it did in 1935. Would that be a fair statement? 

Mr. Farriess. Well, how about 1940% Let’s begin at 1940. 

The Cuarrman. All right. 1 am just trying nas 

Mr. Fairuess. No; I am just trying to be helpful. But the cost 
of the same equipment today, as comp: ared with 1940—what would our 
figures show?’ It has more than doubled. 

The Cuairman. About double? 

Mr. Farurss. In other words, the same unit today as compared to 
that same unit in 1940 would cost more than double. 

The CHairmMan. But, as I understand it, in addition to inflation, 
you have this tremendous increase because of technological changes, 
which is far more than that added by inflation; is that not correct if it 
is $70,000 today? Is that right? 

Mr. Voorners. Yes; in some instances, but I cannot generalize. 

The Cuarrman. I do not know if I sindlebttannd. I am just trying 
to see if I understand what portion is attributable, on the one hand, 
to inflation and, on the other aa. to technological improvement. 

Mr. Fairtess. Well, they are both 

The CuatrmMan. The technological, I take it, is far greater than the 
inflation. ‘The added cost of backing up the job. 

Mr. Fatruess. I won’t labor the point. I would say they are both 
very large. 

The Cuarrman. I don’t know that it is particularly important other 
than just getting a feel of how rapidly the scene is changing. 

Mr. Farrtess. Mr. Chairman, naturally, I am here for the purpose 
of answering and cooperating with this committee in every way, and, 
frankly, we aren’t prepared—didn’t come prepared—to answer this 
specific question. Of course, we can have the information sent to you. 
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The CuatrMan. It is quite all right if you are not. I mean I don’t 
wish to embarrass you at all. I had understood that this computation 
of how much capital it takes to back up the job and all that has been 
a matter of considerable interest in all industries. I see statements 
every now and then about how much money it takes, how many horse- 
power are employed, and all that sort of thing. But, if I understand 
you correctly now, it is, you would say, about $72,000 for each job in 
the new Fairless plant. Is that right ? 

Mr. Farriess. About $75,000. 

The CuamrMan. $75,000. 

I would think as pointed out that a severe depression in our economy 
would present a much more difficult problem to management than 
it did when the investment was much less than it is now. Is that 
not so? 

Mr. Farrvess. It is so. 

The CuarrmMan. So that you have a very real interest in the sta- 
bility of our markets, for example, do you not? 

Mr. Farruess. Well, we always have. 

The CuarrMan. But even greater now. It is a more serious matter 
than it was. Is that not so? 

Mr. Farrvess. Well, if it could be greater, then it is greater today 
than it has been in the past. 

The Cuarrman. There was a time when the steel companies could 
afford a strike. I remember as a child reading about strikes that used 
to plague this industry. You had yours, like every other industry. 
and it didn’t destroy management, didn’t affect it nearly as much as it 
would today, or at least the capital investment, because of the relation- 


ship between the amount of investment and the job to the size of the 
industry. It that not so? 

Mr. Farrtess. Well, if I understand your statement, it is true, yes. 
What I understand you to say, Mr. Chairman, is that it is much more 
difficult to operate a steel plant today because of the many problems, 


including technical developments and also higher costs of replacing 
facilities, than it was X years ago. If I understand you correctly, 
I agree with you. 

The CuatrMan. It is more costly to start and stop a plant today 
than it was 20 or 30 years ago? 

Mr. Farress. It is more what? 

The CHatrman. Costly. 

Mr. Farress. Costly ? 

The Cuatrrman. Yes. 

Mr. Farruess. That is what we have been trying to say in the last 
half hour. 

The Cuarrman. I hope you won’t be impatient with we who don’t 
know about the steel business. We are really trying to relate your 
interest in all industry—your deep interest, I think, in the stability 
of our economy. 

Mr. Farriess. That is right. 

The Cuarmman. I take it at the moment you think our economy is 
on a sound basis, is good and improving ? 3 

Mr. Farrtess. I think it is very esi I don’t know quite how to 
deal with the question of a sound basis. That is a pretty big subject, 


but so far as our economy and our outlook for the future, [ think it 
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is very bright. I personally think we are on the threshold of one 
of the greatest periods of prosperity this great Nation of ours has ever 
seen. 

The CuHarrman. My time is up. I recognize the Senator from 
Indiana. 

Senator Carenart. I haven’t any questions at the moment, thank 
you. 

The CuarrmMan. The Senator from New York. 

Senator Lenman. I have no questions at the moment. 

The Cuarrman. The Senator from Ohio. 

Senator Bricker. Mr. Fairless, you have no doubt about the ability 
of your industry, if our present economy continues, of supplying all 
the needs for steel in our country ? 

Mr. Farruess. No, sir. No, sir. 

Senator Bricker. The reason I ask that question is because a few 
years ago Congress was requested to appropriate money that the 
Government might build a steel plant on the basis that private indus- 
try would not adequately take care of the needs. I think that in the 
last few years that has been thoroughly answered by the investments 
you and the other steel companies have made. You anticipate being 
able to meet the needs in the future? 

Mr. Farruess. That is right, Senator, and it is for the purpose of 
looking into the next 25 years that we dwelled on this so much in my 
opening statement. We know what has happened in the past. We 
know when World War II came on that the steel industry was not 
in a position at that time to meet the demands of our country, and we 
know what had to be done in order to finance facilities to bring up 
the new production. 

Now what we are pointing out here—we do not want that to 
happen again. Therefore, we are pointing out the way for the future 
as we see it without specifically attempting to say just what it will 
cost but that we know the costs are going to be high. We feel that 
it is in the best interests of our economy and certainly in the best 
interests of the safety of our great country that the steel industry be 
kept in good shape at all times in respect not only to quantity but 
also to quality. 

Senator Bricker. That same motive evidently runs through the 
whole industry, which is accountable for the heavy investment in new 
plant that you mentioned. 

Mr. Farruess. Yes. I think by and large the United States Steel 
Corp. is typical of the industry. There are variations, of course, in 
companies but, by and large, we are typical. 

Senator Bricker. That is all, Mr. Chairman. Thank you very 
much, 

The Cuatrman. The Senator from Oklahoma is recognized. 

Senator Monroney. In relationship to the additional capital re- 
quired to furnish one job, could you give the committee any idea of 
how much improved production each man contributes to turning 
out a quantity of steel? In other words, in the technological im- 
provements, one man can produce more steel now during a year’s 
period than he could in the 1940 period; is that correct ? 

Mr. Farruess. Oh, yes. Yes. What you are talking about, I think, 
Senator—I am only trying to get-—— 











. 
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Senator Monroney. I am just trying to get the gage of produc- 
tivity per man. 

Mr. Farriess. What are the man-hours required now to produce a 
ton of steel as compared to when? What period would you say? 

Senator Monroney. 1940, for example, when you had the $11,000- 
per-man investment. 

Mr. Faretess. Well, we haven’t the exact figure. 

Senator Monroney. Roughly. 

Mr. Farrtess. I would say probably 10 to 15 percent less man-hours 
required now. 

Of course, from a labor standpoint, that is all made up in the man- 
hours required to build the equipment to do that. 

Senator Monroney. I am glad we are progressing technically on it. 
I was just wondering how much of the increased investment of seven 
times over the 1940 figure the production per man had increased. 

Mr. Farrtess. Well, that is our estimate, and what we will do, 
Senator, is to check those figures, and if they require any correction 
we will make them. 

Senator Monroney. Thank you. That is all I have. 

The CuarrmMan. The Senator from Utah. 

Senator Bennetr. Mr, Chairman, I have been interested in trying 
to put together 2 or 3 sets of figures that have been given to us 
in your testimony, Mr. Fairless. You testified that it now costs 
$300 per ton to produce facilities necessary to produce the steel. Then 
you also testified within the next 25 years we would have to add 65 
million tons to our present capacity. . That is not replacement in any 
sense, is it? 

Mr. Faress. Oh, ves; oh, yes. What I said, Senator, is that in 
the next 25 years, presumably the entire plant will have to be re- 
placed. 

Senator Bennerr. Well, I am trying to get that straight in my mind. 
Will the present capacity of 126 million tons be adequate in 1980? 

Mr. Farriess. No. 

Senator Bennett. So you are going to have to replace the present 
plant and you are going to have to add approximately 65 million tons 
additional capacity ? 

Mr. Farriess. Yes; that is right. 

Senator Bennerr. At the present cost, if my arithmetic is accurate, 


Te © 


that is $75,300,000,000 that must be supplied as additional capital to 
put the steel industry in 1980 in the position which you envision, the 
replacement of its present capacity which must be done, I assume, 
at, $300. 

Mr. Farriess. Well, Senator, you have been using a pencil, and I 
haven’t, but I would like to make it clear that we do not take the po- 
sition, as I tried to state, that it would cost $300 to produce every ton 
of additional capacity. But if you started as we did right out in the 
open fields down here on the Delaware River and build a new plant, 
as we did, and supplied the raw materials so that that plant could 
operate, as we did down in Venezuela, and provide the capital to op- 
erate that plant, which of course we did, you have an investment there 
of about $300 a ton. As a mater of fact, the $300 is on the conserva- 
tive side, but you can get, as we are doing daily, additional tonnage 
at a much lesser cost in existing plants, and I think that accounts for 
your discrepancy in your figures. 
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These new plants—you are thinking, I believe, in terms of this new 
additional capacity all being new plants. It won’t be. Some will go 
along on the basis of additions to existing plants. 

Senator Bennerr. Well, on that basis, however, we are fairly safe 
in assuming that it will cost at least half which will approximate 
$30 billion. 

Mr. Farriess. That is right. 

That is on the low side. 

Senator Bennerr. That must be found in new capital—between 
now and 1980. 

You have made the point—and I won’t go back to the figures—that 
your company, at least, has done comparatively little borrowing and 
has done comparatively little equity financing over the past few years. 
You have financed most of your increases out of retained earnings. 
You are not going to finance $30 to $35 billion of new capacity out 
of retained earnings. 

Mr. Farriess. That is why we are bringing it up at this point. 

Senator Bennerr. So you are vitally concerned over the next 25 
years in having available to you and in reverse to the American in- 
vestor an adequate and successfully operating mechanism by which 
people who wish to do so may invest their funds as equity capital 
in the steel industry. 

Mr. Farruess. Yes. 

Senator Bennerr. I think those figures are tremendous—well over 
a billion dollars a year over the next 25 years at the minimum guess 
that must be available primarily in equity capital to maintain the 
steel industry at the same rate of production that it now bears to our 
present population. 

Mr. Faretess. That is right. And that is why we point out, Senator, 
or try to, that the present depreciation allowable is not sufficient to do 
this job. 

Senator Bennerr. Well, unfortunately, you are talking to the wrong 
committee at the moment, but those figures make a very telling argu- 
ment for another look at an adequate and practical depreciation 
schedule. 

Mr. Farrvess. Yes. 

Senator Bennerr. The so-called declining balance method or ac- 
celerated depreciation method has no real value to you in this kind 
of a problem ? 

Mr. Farriess. Oh,no. That is only a temporary expedient, helpful, 
of course. But, after all, it is simply an incentive and a good one 
to cause industry to spend their own funds for new facilities, new 
capacity, faster than they normally would. But at the same time 
it isn’t any windfall from Government because once those facilities 
are depreciated, as they will be, why then the Government taxwise 
gets the benefit of no depreciation on the facility which has already 
been depreciated. 

Senator Bennerr. That is all, Mr. Chairman. Thank you. 

The Cuarmman. The Senator from Delaware. 

Senator Frear. Mr. Fairless. 

Mr. Farriess. ‘Senator. 

Senator Frear. I remember your talk very well up at Wilmington, 
Del., which I enjoyed very much. 


Pe ee, Te 





STOCK MARKET STUDY 875 


Mr. Farruess. I remember you very favorably, I might add. 

Senator Frear. Just to follow up the Senator from Utah regard- 
ing depreciation, you are only entitled to a hundred percent depre- 
ciation, regardless of whether you take it in the accelerated capsule or 
the regular number of years divided by the percentage to come out 
to a hundred percent ? 

Mr. Farreess. That is right. 

Senator Frear. If you had a plant that was good for 20 years, in 
your previous experience before accelerated depreciation came into 
being, you normally took 5 percent each year; is that correct 

Mr. Farrurss. Yes, yes. We take what is allowable. We have 
never been permitted 5 percent, have we? Unless you just want an 
example. ; . 

Senator Frear. That is just a practical question. 

Mr. Farrvess. Fine. 

Senator Frear. But assuming that same plant became obsolete in 
15 years because of the improvements, and so forth, and that you 
couldn’t afford to run it, it would be cheaper for you to build steel 
with a new plant and a higher investment. At the end of the 15-year 
period, you could take your remaining 5 years of obsolescence as 
depreciation, could you not ? 

Mr. Farruess. That is right. 

Senator Frear. You have stated, I believe, that your investment 
per employee is about $75,000 as compared to $11,000. 

Mr. Fatriess. That is for a completely new plant. We didn’t make 
that statement as applying to every job, but we were using the ex- 
ample of the new Fairless works which you are very familiar with. 

Senator Frear. That is a very fine plant, by the way, too. I con- 
gratulate you on it. 

Mr. Farrtess. And that is an example of a plant that began from 
scratch. Now in order to provide a job on that plant, it was necessary 
for the United States Steel Corp. to spend $75,000. 

Senator Frear. Without any amortization at all and at the interest 
rates on the debentures just issued it costs you $1,950 in interest each 
year to employ 1 man in addition to his salary; does it not? 

Mr. Voorueres. There is no amortization on the loan. 

Senator Frear. Without any amortization; that is what I say. 

Mr. Voornees. It has to be paid back. 

Senator Frear. If you take your amortization, I assume it is prob- 
ably longer than a 20-year period now. You don’t get 5 percent, 
which would practically double that if that were the case, however. 

But when you had an $11,000 investment per man at the same de- 
benture rate of interest—it may have been higher when you were hav- 
ing $11,000 or it may have been lower; I don’t know what your in- 
terest rate was or what it was costing you in those plants where you 
had an $11,000 investment—it would be only about $286 per year, as- 
suming also you allowed nothing for amortization. So that your 
cost in investment per employee has increased from $286 overall to 
$1,950 specific plantwise or to the Fairless plant. 

Earlier you said that the $300 a ton was about an overall cost on 
steel, was an average cost on steel. Did I understand that correctly ? 

Mr. Farrvess. It was the investment cost to produce a ton of new 
steel beginning from scratch, including the raw materials. 


It was 
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not the cost to produce the ton of steel, but it was the cost to produce 
the facilities to produce the ton of steel. 

Senator Frear. The facilities to produce a ton of steel cost you 
$300 ? 

Mr. Farrrss. That is right. Of course, they keep on producing 
tons, you know. 

Senator Frear. I see. 

Mr. Farriess. We don’t make one ton and then stop. 

Senator Frear. I know you don’t make one ton and then stop, but 
over an average period that is not the greater cost of that $300 of which 
you may be selling a ton of steel for today ? ; 

Mr. Fareuess. It has no relationship: to the cost of selling steel ex- 
cept it must have—but don’t confuse the $300 as having anything to 
do with the cost of producing or selling a ton of steel. We are talk- 
ing about facilities. 

Senator Frear. I am sure you are not confused, but you are going 
to get me confused in a minute. 

Mr. Farriess. I wouldn’t want to do that. 

Senator Frear. In your sale price of $300 per ton of steel 

Mr. Farrtess. Well, we don’t sell steel for $300. Our average price 
of all steel products is about $130 per ton. 

Senator Frear. Well then, I was confused a wee bit—$130 per ton. 
Well, on $130 per ton part of the sales price that you put on a ton of 
steel is your investment, is it not ? 

Mr. Farriess. Definitely. 

Senator Frear. About what percentage do you consider that, 
average ? 

Mr. Farriess. Well, that varies. 

Senator Frear. Well, the Fairless plant? 

Mr. Farriess. Well, I don’t know. It varies from plant to plant. 
May be we can help you out if you tell us what you are trying to get at 
in the end. 

No, I mean it seriously. 

Senator Frear. Yes. I am sure you are serious about it. Iam try- 
ing to get something all right. 

Mr. Farrress. If your “point is that a ton of steel made in a new 
plant, such as Fairless, with the carrying charges such as exist not 
only in that new plant but any new plant, if that represented the en- 
tire steel industry, selling prices would have to be much higher today 
than they are. Now they are lower only because the older plants and 
the added capacity through additions to older plants is so much less 
than $300. 

Senator Frear. Yes. Now then, if all the plants were Fairless 
plants, the cost of steel would be higher ? 

Mr. Farrtess. Yes, indeed. 

Senator Frear. I thought you said a while ago the bone you built 
that plant was because you could build better steel chea 

Mr. Farriess. Well, there are a great many factors. One thing is 
the cost of selling steel. Another important cost is the cost of trans- 
porting steel. I will give you a little example so that you won’t think 
I am not attempting to answer your question. 

In the days of old Andrew Carnegie, he built steel plants in Pitts- 
burgh primarily for the purpose of furnishing steel not only in that 
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area but in the East, in your own home and in New York. The cost 
of transporting a ton of finished steel from Pittsburgh to New York 
City in his day was approximately $3 a ton. Today that is $14 a ton. 
So you not only build new plants in order to make steel cheaper and 
better, but you build new plants in better locations in order to serve 
vour markets. 

* Senator Frear. Yes, sir, and I assume also—— 

Mr. Farruess. Quality, of course 

Senator Frear. Sir? 

Mr. Farriess. Qualitywise, if we were making the same kind of a 
sheet that was used to manufacture the Model T Ford today, you 
would not have the automobiles that you see running around. You 
couldn’t make the present-day fenders and bodies of the sheet of 
that day. 

Senator Frear. I think you are bringing out a point that I wanted 
to, that your requirements in the steel industry today are different 
than they were when you had $11,000 invested. 

Mr. Farruess. Certainly. 

Senator Frear. You are putting your plants in a location not only 
because it may be the most advantageous in the selling of your finished 
product but you are also placing your plants where you can get your 
raw materials perhaps at a lesser cost per ton. 

Mr. Farruess. That is right, and richer markets and make better 
quality. 

Senator Frear. That is an interesting point. I don’t know whether 
you want to say, or whether it is fair to ask you this question or not: 
Can you make a better quality of steel from the ore from South 
America than you could from your supply in North America? 

Mr. Farriess. No, no. 

Senator Frrar. I mean the technological changes of improvement 
in the way you make steel have very little—the ore has very little 
bearing? 

Mr. Farruess. When I say “quality,” I am thinking in terms more 
of finishes, and that is because of the equipment, not the raw materials. 

Senator Frear. Yes. Yes. I think you have answered the ques- 
tions. At least you have enlightened me and educated me, and I thank 
you very much. 

Mr. Fatruess. Glad to, Senator. 

The Cuarrman. The Senator from Connecticut. 

Senator Busu. Mr. Chairman, I think Mr. Fairless has given us a 
very excellent exposition of the need for adequate depreciation al- 
lowances. The Senator from Utah says this is the wrong committee 
so I won’t pursue that further, although I think he has made a very 
interesting contribution to my knowledge on that point. 

May I just ask one question before we do leave that: Would you 
go so far as to say in your thinking about depreciation that there 
should be no statutory limitation to what a corporation should charge, 
that it might charge any amount? 

Mr. Farress. Oh, no. 

Senator Busu. You don’t go that far? 

Mr. Farriess. Oh, my, no; of course not. 

Senator Busn. I ask that question because that has been seriously 
proposed by serious-minded men. t 
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Mr. Farruess. I certainly think there should be a limit, and this 
just represents my own thinking. I have often thought that the 
amount of depreciation in a single year could very well be left to the 
judgment of management. 

Senator Busu. That is what I am talking about. 

Mr. Farriess. I thought you were talking about the overall limi- 
tation. 

Senator Busn. No. I perhaps phrased the question badly. 
Should the corporation, in your judgment, be allowed to decide— 
then it wouldn’t be subject to changing its mind—but should it be 
allowed to decide on any new property at what rate it was going to 
depreciate ¢ 

Mr. Fairtess. Well, put it this way, Senator. If we were permitted 
to charge off equipment in 10 years then, in my opinion, we should be 
permitted to take any rate of. depreciation within the 10-year period 
that would completely depreciate the equipment in the 10-year period. 

Senator Busu. In other words, you would think it advisable for you 
to decide ? 

Mr. Farriess. In other words, I am suggesting flexibility. I am 
not changing the overall. 

Senator Busu. You think it would be advantageous if you could 
decide at the end of any year how much depreciation you would take 
for that year, is that right? 

Mr. Farrtess. On the individual basis. 

Senator Busn. Yes. 

Mr. Farriess. I am talking about the individual equipment. Here 
samachine. We are permitted to write it off, depreciate it fully in 
10 years. I think at the end of the year management should be per- 
mitted to decide whether they wanted to take one-tenth that year or 
one-fifth or one-fourth. 

Senator Busu. If it took one-fifth that year, they might take a 
quarter the next year or varying amounts until it was written off ; is 
that your proposition ? 

Mr. Farruess. Well, that represents my own feeling. 

Senator Buss. I think that Mr. Fairless has also made a very good 
exposition of the need for an active capital market. Your report here 
shows that you have about 275,000 stockholders, right? 

Mr. Faretess. That is right. 

Senator Busu. And there are approximately 30 million shares out- 
standing. 

Mr. Farriess. A little under 27 million—26 plus. 

Senator Bus. 29,979,000 total shares outstanding. 

Mr. Farriess. Oh, including preferred, you are correct. 

Senator Busn. Yes. 

That is about 109 shares per shareholder; is that right? 

Mr. Voorners. Just about right. 

Senator Busu. Are you doing anything to encourage broader par- 
ticipation among your stockholders¢ Are you trying to broaden the 
base ? 

Mr. Farirtess. Yes. Well, Senator, I hit upon that in my presen- 
tation. We believe that a lower price for a share of stock would at- 
tract more purchases. Now that isn’t only opinion in our case. We 
have proven it. In 1949 we split our stock. Our stock was selling at 
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that time—what was it, in the 80’s? Well, in any event, we split it 3 
for 1. Our number of individual stockholders increased about 45 
percent. 

Senator BusH. So that in reducing the price of this stock by this 
split, one of the objectives was to broaden the base ? 

Mr. Farriess. Obviously. More people can afford and will buy a 
share of stock in our opinion at $50 a share than they will at $150. 

Senator Busu. And you want to encourage that. You would like 
to have twice the number of stockholders th: at you now perhaps—— 

Mr. Farrtess. What we believe—and I firmly believe—if we are 
going to successfully combat communism, then we are going to make 

capitalists out of all our people if we can. Then we have no fear 
of communism. 

Senator Busu. Do you have any recommendations for legislation 
affecting the Securities Exchange Act of 1934? 

Mr. Farriess. No, I do not. 

Senator Busu. I have no other questions. 

The Cuarrman. The Senator from Maryland. 

Senator Bratz. Mr. Chairman, Mr. Fairless has certainly given us 
a very liberal education in the manufacture of steel, and this question 
[ am going to ask—I apologize if perhaps it was touched upon before 
I came in. 

I note that you are using the incentive plan among your employees 
to acquire stock in the company, common stock. When you buy this 
stock, do you go into the open market to buy it? 

Mr. Farrtess. No, we issue it. It is stock that has been already 
authorized and not issued. 

Senator Bratt. What I am getting at is part of the duties of this 
committee. Your purchase of this stock wouldn’t in any way affect 
the market ? 

Mr. Faretess. We haven’t gone into the market. It is not necessary, 
Senator. It doesn’t affect the market at all. This stock has been 
authorized for issuance but hasn’t been issued. It is as if we sold it 
as equity financing. 

Senator Bratt. Then your treasurer gets the stock for the employees 
as they finish paying for it. 

Mr. Farruess. And the participants pay the full market price for 
the stock at the time of the option. 

Senator Bran. At the time he takes up the option. 

Mr. Fatrtess. And he isn’t given any credit and the corporation 
does not turn over the stock to him until they receive the cash. 

Senator Braun. Good. 

Do you have retirement funds set up for your employees? 

Mr. Farruess. We have. 

Senator Bratt. Do you buy stock in your own company for that? 

Mr. Farruess. No, sir, not a share. 

Senator Beaty. Thank you very much. 

Mr. Farriess. Not a share of United States Steel stock in our pen- 
sion plan. 

Senator Bray. That is all, Mr. Chairman. Thank you. 

The Cuamman. The Senator from Maine. 

Senator Payne. Mr. Fairless, during the course of these hearings, 
there has been reference made to the fact that there is a question as to 
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whether or not the economy has stability, and in looking at your 
figures on page 28 of your report, if I read them correctly, you pres- 
e ntly have built up a capacity of somewhere in the vicinity of, I would 
say, 35 million to 36 million tons. Is that correct ? 

Mr. Fairtess. Well, it is 30 percent of the industry, and the industry 
is about 125 million tons plus. 

Senator Payne. The reason I was wondering is because you show 
your production in 1954 as 28,355,000, representing 73.2 of your 

capacity. Is that correct? 

Mr. Farriess. That is correct; yes. 

Senator Payne. What I am getting at is this: Wouldn’t you con- 
sider that as a normal based upon history? Wouldn’t you consider 
that as somewhat of a normal situation developing as a result of the 
dropoff of the Korean conflict in the last years? 

Mr. Fatruess. Well, you mean the rea ees that we went 
through in the last years? 

Senator Payne. Right. 

Mr. Farrurss. Yes, I definitely do. 

Senator Payne. And that same situation, as a matter of fact, held 
true following the close of World War II, didn’t it? 

Mr. Farruess. Yes. 

Senator Payne. In 1945 you were producing 26,479,000 tons repre- 
senting 82 percent of your capacity at that time ? 

Mr. Fairess. Well, whatever the figures are. 

Senator Payne. Right. So, in effect, during the period of the 
Korean conflict, when we were anxiously trying to build up our steel 
production to meet defense needs, your company stepped into the 
picture and did build up. Built up to a point of where you are able 
to meet those needs. Now it is a case of civilian consumption basically 
coming back into balance as reflecting the progress your company 
made following World War II to come in and take up that amount of 
total production that you are now geared up to produce. 

Mr. Famuxss. That is right, plus the fact, Senator, that we feel it is 
the obligation of industry to provide not just enough capacity to take 
care of demands but also to provide excess capacity. Now just how 
much excess capacity is a matter of opinion, but certainly it is the 
obligation of the steel industry to the extent that we can—and by that 
I mean to the extent we can foresee it—to provide additional capacity 
to take care of some emergency that might arise and such has arisen 
in the past. 

Senator Payne. As a result of your efforts, you are optimistic as to 
the civilian economy and through the developments of your own com- 
pany that you are going to be able to build that demand up to a point 
of where you probably “find further expansion later needed. 

Mr. Farruess. Yes. As I said in answer to Senator Bricker’s ques- 
tion, I think our capacity is sufficient now. Ido. But it won’t be in 
- the future in this rapidly growing economy of ours. 

Senator Payne. In other words, you have optimism ? 
Mr. Farrtess. Oh, I am optimistic. 

Senator Payne. Well, I am glad to hear it. 

Senator Busn. Mr. Chairman. 

The Cuarrman. Is the Senator from Maine through ? 
Senator Payne. Yes. 
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Senator Busu. I just had one more question. I wanted to ask a 
question about the pension fund of the United States Steel Corp: How 
large, approximately, is that fund at the present time ? 

Mr. Farruess. Well, what I should like to do is—I have a statement 
here dealing with our pension fund. It is $638 million. 

Senator Busu. Approximately $638 million of value now. Do you 
buy common stocks in that fund? Does the fund purchase common 
stocks? 

Mr. Farriess. Well, I think I would save you time if I read the 

Senator Busu. Well, my questions will be very simple. 

Mr. Farruess. Well, Senator, if I may, Mr. Voorhees has complete 
responsibility for the investment, the control of investment, and I 
would like to have Mr. Voorhees take on these. 

Senator Busu. Yes, I would like to ask Mr. Voorhees a question. 

You just stated the approximate size of the fund, and I ask Mr. 
Voorhees, Does the fund purchase common stocks? 

Mr. Voorners. Yes; we do. 

Senator Bus. Can you give us an idea of about what percentage? 

Mr. Voorueges. About 20 percent of our fund is invested in common 
stock. 

Senator Busu. About 20 percent. Have you bought any shares this 
vear for it? 

" Mr. Voorners. We have, sir. 

Senator Busu. Have you bought any shares this month for it? 

Mr. Voorneres, We have, sir. 

Senator Busu. Thank you. That is all. 

The Cuarrman. As I understand it, you do not buy shares in the 
United States Steel Corp. ? 

Mr. Voornees. We have no ownership in any shares either preferred 
or common stock of the corporation—United States Steel Corp. 

The Cuarrman. Who administers the fund ? 

Mr. Voornees. You are looking at the gentleman. 

The Carman. You do it? 

Mr. Vooruers, Yes, sir; and the group that I have around me. 

The CHarrman. Are you trustees of the fund? Is that what you 
are called ? 

Mr. Voorneses. We have a trust, and we administer the trust. 

The Cuarrman. What is the largest percentage in any corporation 
that you own? 

Mr. Voorners. The largest that we have is not in excess of 1 per- 
cent of the fund. So that would be about $6 million. 

The Cuarrman. What is the largest percent of the subject corpora- 
tion? I mean the common stock ? 

Mr. Voorners. We have, Senator—in 4 or 5 smaller companies we 
own as much as 7 or 8 percent where we are trying to supply risk 
capital to small companies that we think represent long-term value. 

The Cuamrman. Do you control management of those funds? 

Mr. Vooruers. We have nothing to do with the management what- 
soever and hope we don’t have to. 

The Cuatrman, I was going to say, Do you desire to have? You do 
not desire to have control ? 

Mr. Vooruegs. We certainly don’t desire to have any part of it. 

The Cuamman. The balance you would say is in bonds, I take it. 
Are they principally Federal ? 
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Mr. Voorners. We have bonds and mortgages. 

The Cuarman. Mortgages too? 

Mr. Voorners. Yes. But mostly in Government bonds and bonds 
of corporate institutions. 

The Cruamman. Any stocks in any other steel companies = that? 

Mr. Voorners. Yes. I think we have probably 1 or 2. I don’t 
think it amounts to more than a half of 1 percent of their outstanding 
issue. 

The Cuamman. Are you through? 

Senator Busn. I just wanted to observe, Mr. Chairman, that I think 
what they are doing with their pension fund reflects the confidence 
that Mr. Fairless has expressed in the future of this country. I want 
to bring a point out, although I don’t know what the answer would 
be, of course. I wanted to bring out the point that some of these big 
funds, different from 1 or 2 that we have had testify here, do have 
confidence enough in the economy and in our situation at the present 
time so that they are going about building up those funds dhtongh 
the purchase of common stocks along with other securities. I just 
wanted to bring that point out for the benefit of the record. 

The CHatrman. How much cash does the fund have now? 

Mr. Voorners. I think, on the basis of the last balance sheet that 
I saw, we only had approximately $2 million in cash. 

The Cuarmman. In cash? 

Mr. Voorners. That is right. The rest of it is fully invested. 

The CHatirmMan. Do you think—and you can answer this, or Mr. 
Fairless, either one—that there is any relationship between a partic- 
ular level of stock prices and confidence in the economy? Do you have 
confidence, in other words, only on a particular level of stock prices? 

Mr. Farriess. Well, certainly we have confidence or we would be 
piling up cash and not investing it if we hadn’t confidence. 

The CHatrmMan. Do you think then if the stock level dropped 20 
percent you would lose confidence in the economy ? 

Mr. Farrtess. Well, personally, I don’t know when stock prices are 
too high or too low. I don’t pretend to know. I am not an expert 

The Cuarrman. Well, I wasn’t seeking to ask you that question. 

Mr. Farriess. But I can talk about our own stock, and I have talked 
about it. 

The CHatrman. I didn’t wish you to say whether they are too high 
or too low. The point I was trying to make is: Isn’t it “characteristic 
of stock markets that they fluctuate ? 

Mr. Farriess. Oh, certainly. 

The CHarrman. Well, then, is your idea that confidence in the fu- 
ture is wedded to a particular level? Can it not fluctuate as much as 
10 or 20 percent and still not disturb your confidence in the steel busi- 
ness or the economy ? 

Mr. Farriess. Why certainly. 

The Cratrman. Is that not so? 

Mr. Fatriess. It wouldn’t shake my confidence at all. 

The Cuatrman. That is what I mean. 

Mr. Farruess. We have always had fluctuations in the market. 

The Carman. The fact that the market declines 10 percent doesn’t 
in itself shake your confidence in the economy, does it, or the future 
of the country? Isthat not correct? 
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Mr. Farriess. Would you repeat your statement? I can’t hear you 
very well. 

The Cuarrman. The fact that the stock market might decline in 
level of prices 10 or 20 percent doesn’t by itself shake your confidence 
in the future of the country / 

Mr. Fairuess. Not by itself, sir. You have to talk about degrees. 

The CuarrmMan. That is right. 

Mr. Farruess. If you had a real dangerous drop in stock-market 
values, I think it would have a severe effect. 

The Cuarrman. A collapse. I was trying to make the distinction. 
What really would, as far as the stock market is concerned, shake your 
confidence is a real collapse hike you had in 1929. Is that not so? 
These little relatively small variations that we have had recently and, 
say, in 1949, didn’t shake your confidence in the future of the United 
States, did they? Did you go into a tailspin last week and lose all 
faith in the future ? 

Mr. Farruess. I certainly did not. 

The CuarrMan. Of course not. 

Mr. Faretess. As a matter of fact, I did not sell or buy a share of 
stock as a result of this committee meeting. 

The Carman. But you notice there has been great furor about 
this meeting having destroyed or possibly destroyed confidence in 
the future of the country. You saw that in the paper, didn’t you? 

Mr. Farriess. Well, I have read an awful lot. I don’t know whether 
I have read that particular article, but I want to make it clear from 
iny standpoint that I think reasonable fluctuations in market quo- 
tations, not necessarily values, are to be expected. They are not 
alarming. But, on the other hand, I do think if anything happens 
that would tend to destroy the confidence of the American people, 
the American investors, you can bring on a collapse; it can be brought 
on. I don’t see any dangers of it, and I am not forecasting that there 
will be. Quite the contrary. 

The Cuatmrman. You don’t see conditions developing which would 
cause a loss.of confidence aside from the activities of this committee ? 

Mr. Farruess. Well, I don’t quite know how to answer. If it isa 
question—my own mother would tell me, you know, that a good thing 
to do when you don’t want to get in trouble is to stop talking about 
it. So maybe that time has arrived; I don’t know. 

The Cuatrman. I don’t think there is much danger of your getting 
in any trouble. 

Mr. Fairless, do you feel that there are any weak spots in our 
economy which should be brought to the attention of this committee ? 

Mr. Farrtess. Weak spots? I can’t think of any weak spot that I 
feel qualified to bring before this committee; no. There may be, but 
I do not know this as an expert. 

The Cuarrman. You are not a beginner in this field of business, 
are you? Not exactly. 

| wonder if Mr. Voorhees would care to volunteer his observations 
about the economy? Do you see any weak spots in it? Are you an 
expert in the field of business, Mr. Voorhees? 

Mr. Vooruers. I don’t see any weak spots in our situation at the 
present time. The answer is “No.” I don’t see any weak spots. 

The Caamman. Mr. Voorhees or Mr. Fairless—you can determine 
which—do you think there is real competition in the steel business ? 





884 STOCK MARKET STUDY 


Mr. Fatriess. I not only think, I know. 

The Cuarrman. Does the steel business use price cutting as one of 
the weapons to enlarge its share of the market? Do you ever cut 
prices to get a customer ? 

Mr. Farriess. Cut prices? We reduce prices. I don’t know what 
a cut price is. 

The CHamman. Well, reduce prices; all right. Do you reduce 
prices in order to—— 

Mr. Farruess. Sure. We both reduce them and raise them. 

The CuatmmMan. When you reduce them and raise them, do the 
other steel companies follow your lead ? 

Mr. Farrurss. Well, they may or may not. 

The Crarrman. Do they customarily follow it? 

Mr. Farrvess. Our policy, Senator, is this: We have a profit objec- 
tive. That is our objective, irrespective of what our operating rate 
might be. Now we cannot always obtain that objective. As a matter 
of fact, we are not obtaining it now. Our pricing policy is to announce 
our prices to the public and to charge these prices and to charge the 
same price to every consumer of steel if he buys a wheelbarrow full 
or if he buys a carload or if he buys a million tons. That is the pricing 
policy of the steel corporation. We aim to place our prices so that 
they will show a reasonable profit above cost. 

The CHarrMAN. When you have as large an investment as you have 
in the new companies, you are rather restricted in what you can do 
about cutting prices; aren’t you ? 

Mr. Farriess. Well, certainly, certainly. 

The CHarrMan. I don’t know whether you assume when I ask these 
questions that I am getting ready to attack you for not being com- 
petitive. I am not “at all sure, with the tremendous investment, 
whether influences are not growing up in our country that put man- 
agement in sort of a straitjacket. I don’t know whether or not you 
are really free to do anything about cutting prices any more. Every- 
body is so afraid of the question they all protest immediately. 

Mr. Farruess. I am fot afraid of the question, but I think we all 
ought to change perhaps our thinking. I know I have changed mine 
over the years in respect to what is competition. Price in itself is 
only one part of competition. Quality, ability to serve, and many 
other factors have to do with competition. It isn’t only price. I will 
admit price is a factor. 

The CuarrMan. That is just what I wanted you to develop. I was 
trying to get you to explain to this committee ‘what you think about 
that subject. ‘I hope you don’t have the impression that I am trying 
to attack you for not cutting prices. It may be quite unrealistic 
under these new conditions for you to go about cutting prices as 
they did 50 years ago when any competitor wished to take a part of 
the market. But I think it is very significant that you tell us that 
we have got to change our thinking about this matter of competition. 
There are reasons, it appears to me, that might lead to a very different 
situation. Prices may be the less important element soda in the 
competitive field; is that correct ? 

Mr. Farrtess. No question about your being right. 

The Cuatrman. Is that right? 

Mr. Farruess. You are right. 
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The CHarrMAN. Is it a custom or a convention—and I do not know 
what the right word is, and I certainly would not use the word con- 
spirac y—is it a custom that the companies do charge about the same 
price for the same item in the steel business? There is not any great 
variation between your steel bar of a certain quality and the one made 
by Inland or W eirton, or some others; is there ? 

Mr. Farrvess. I cannot speak for any other company and I do 
not attempt to, except the Steel Corporation. If we find, and we 
have and do, competition selling the same product—we never think 
it is quite as good a product as ours—at some lesser price, we decide 
ourselves whether we meet that competition or choose not to meet it. 
So the only think I can say to you about-price is that I know what 
our pricing policies are; I know what our needs are: and as you 
have yourself stated with this terrific investment we now have for 
new facilities, and in order to create new jobs and new capacity and 
supply security for our country, it is something we cannot fool around 
about at all. We have to be firm and to have a policy that must be 
sound and must be fair, and that is where we stand. 

The CHarrMan. If there were an outbreak of a price war in the 

industry it might very adversely affect your capacity to attract capital 
and sell your stock. 

Mr. Farriess. It could. 

The CHarrman. It could. 

Mr. Farriess. It could very adversely affect the economy of the 
whole country. 

The Cuatrman. It could certainly affect the attractiveness of your 
securities and, therefore, your capacity to get these large amounts of 

capital, could it not? So that its relation to the stability in the mar- 
kets is very interesting. It is related directly to the capital mar- 
kets and the stock market, is it not? 

Mr. Farruess. Surely. And also the general economy. Senator, 
this past year has been one of readjustment, as you know and we all 
know. In steel it has been inventory adjustment. In many cases— 
in many cases that accounts for your very sharp drop in steel produc- 
tion as compared with actual steel consumption. The unkindest and 
unwisest thing the Steel Corp. could have done during that period of 
readjustment “of inventory is to have caused a substantial reduction 
in the price of steel, because the customer who has to pay the higher 
price would undoubtedly have had pressure brought to bear on him 
to sell his resultant product at prices reflecting the so-called lower 
prices of steel which he did not get. 

So it would have been, I repeat, certainly an unwise decision. 
We did not make that decision. 

The Cuatrman. I am very glad to have you say that. I think 
perhaps there is a false impression, and perhaps a false idea, of the 

value of competition as it existed 50 years ago. The people who still 
long for that kind of competition may be completely wrong about 
that, as these new elements come in. 1 think you have given a good 
illustration. What you might have done was to start a real down- 
ward spiral if you had done that. 

Mr. isdiion, That is right. 

The Cuamman. You could have. 

Mr. Farruess. Do not forget, steel prices were very low in the de- 
pression years. It did not seem to help, did it? 
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The Cratrman. That is right. What I have been trying to do is 
bring out the idea of a change our competitive enterprise system may 
be going through. The values may be going through a transforma- 
tion. You say you have changed your mind in the last few years 
about competition. 

Mr. Farriess. There is plenty of competition, I can assure you. 

The Cuarrman. It is a different concept from what it was 50 years 
ago, is it not? The way it operates and the way it takes effect in 
the industry. What you use as a competitive weapon is different. 
It used to be that the No. 1 weapon was price, was it not ? 

Mr. Farruess. Well, not necessarily ; not necessarily. 

The CuatrMan, In the days when there was a shortage of materials, 
that is, in the early days of the steel business, and the oil business, and 
so on, I thought the usual way that the consolidations resulted or 
enemies were fought was through price wars. I do not know whether 
it is particularly important, but it seems to me there is a difference 
in emphasis between those days and these. 

Mr. Fatrvess. I still say there is plenty of competition, and I say 
that feelingly, I might add, in steel today; and I hope there always 
will be. But competition does not necessarily mean that you should 
go out and cut disastrously the selling prices. There are so many 
other phases to be competitive, and I have touched upon some. A 
very important one in these days of technological improvements is 
the quality of the product that the customer uses. 

The Cruarrman. Mr. Fairless, I see on page 12 you say you have a 
stock option plan in effect in your corporation. 

Mr. Fatrurss. That is right. 

The Cuarrman. How many shares of common stock of the corpora- 
tion are subject to this plan? 

Mr. Farriess. Senator, if you will bear with me, it is not long, and 
I would like to present this. 

The Cuarmman. Would you wish Mr. Voorhees to answer these 
questions ¢ 

Mr. Fairuess. This is not too long a statement and it may answer 
many of the questions that the committee has to ask. Certainly we 
will try to answer any other questions. 

The stock option incentive plan of United States Steel Corp. was 
formulated and adopted, subject to the approval of stockholders, 
by the board of directors in January 1951. The board then consisted 
of 10 nonoflicer directors and 4 officer directors. Directors who are 
not officers are not eligible to participate in the plan. 

The stock option incentive plan was then submitted to stockholders 
at the annual meeting held May 7, 1951. The plan was set forth in 
full in the notice of that meeting sent to stockholders. Stockholders 
approved the plan by an overwhelming vote. 

The plan is administered by a stock option committee consisting 
of not less than three directors who are not officers of the corporation 
and not eligible to participate in the plan. 

The purpose of the plan is to enable employees in the upper levels of 
management of United States Steel Corp. and its subsidiaries to ac- 
quire a larger stock ownership in the corporation. The board of 
directors believes that a greater stock ownership by those employees, 
who have the primary responsibility for financial success of the cor- 
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poration, will enhance their incentive, induce continuity of service, and 
generally be in the interest of the corporation and its stockholders. 
‘The stockholders were advised that 300 to 500 employees were expected 
to participate in the plan. 

The plan authorized the stock — committee to provide for the 
option and sale in the aggregate of up to 1,300,000 shares of common 
stock of the corporation, which was 5 percent of the number of shares 
of common stock then outstanding. 

Under the plan, shares are offered at the full market value of the 
stock at the time the option is granted. Shares are issued only upon 
full payment of the purchase price. The options are nonassignable. 
The period for exercising an option is not to exceed 10 years from 
the time the option is granted and shall not extend more than 3 years 
after retirement. The committee may cancel an option during such 
3-year period if a participant engages in employment or activities 
contrary, in the opinion of the committee, to the best interests of the 
corporation. The employee who receives an option agrees to con- 
tinue in the employ of the company for 1 year from the date of the 
option, and the option terminates if an employee ceases to be an 
employee for any reason other than death or retirement. 

The stock option committee controls the allotments of shares under 
the plan and, in making allotments, takes into consideration the re- 
sponsibility of each individual and his capacity to further the incen- 
tive objectives of the plan, his compensation, and other pertinent fac- 
tors. 

On June 19, 1951, the committee granted options to 314 employees. 
covering 384,000 shares of United States Steel Corp. common stock 
and, on August 26, 1953, options were granted to 405 employees total- 
ing 393,700 shares of common stock. These options were granted at 
the full market price on the respective dates granted. As of March 15, 
1955, 459 employees had been granted options for a total of 777,700 
shares of common stock. The plan provides that the maximum number 
of shares which any one participant may purchase pursuant to the ini- 
tial offering, and all subsequent offerings under the plan, are not to 
exceed 30,000 shares. To date, no employee has been granted options 
for more than 20,000 shares. 

As of March 15, 1955, options for an aggregate of 484,191 shares 
had been exercised by 378 employees, and on that date there were 205 
employees who held options that were unexercised, in whole or in 
part, amounting to 274,059 shares. 

The foregoing is a general summary of the provisions of the stock 
option incentive plan and action taken by the stock option committee. 

But I do not feel that I should complete this statement without a 
brief discussion of the thinking behind incentive plans such as this 
one and others in the corporation, which I will describe to you. 

I believe in incentives. I have worked with incentive plans practi- 
cally all of my business career, and I do not believe there is any sub- 
stitute for proper incentives, 

This thinking applies throughout our corporation. There are in- 
centives at many levels of management and also among hourly paid 
employees, and I wish there were more. But it is not easy to install 
adequate incentive plans. There frequently are many differences of 
opinion with respect to such plans, particularly among wage earners 
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represented by unions, and it takes time to prepare and install prope: 
plans. Nevertheless, at the present time, in our steel-producing opera- 
tions alone, about 47 percent of the hourly paid employees are under 
incentive plans which provide additional payments for above-stand- 
ard performance. 

By additional payments I mean over and above their regular wages 
which have been agreed to in the case of union representation, or have 
been set by management. 

There has also been installed in a large number of plants of the 
corporation what is called the works- -management incentive plan. 
This plan applies to plant-management personnel and is a carefully 

vorked out plan providing for payments related to performance 
against standards. Over 11,000, or more than 65 percent of the exempt 
salary employees in plants and mines, are now covered by applications 
of the works-management incentive plan and additional personne! 
will soon be included. 

Stock option and many other incentive plans have, of course, been 
adopted in many other corporations, as this committee doubtless 
knows. I donot know how many stock-option plans have been adopted 
since 1950 when Congress changed the tax law making the plans pos- 
sible, but there are a great many. And I might add “that officials of 
corporations in sae ‘industries, with whom I have discussed plans 
similar to ours, have all regarded their plans as valuable to their 
corporations and stockholders. 

In my judgment Congress did a long-range-wise thing in adopting 
the law. It is not a simple matter to develop an incentive plan, par- 
ticularly for the upper levels of management in a corporation. In- 
come-tax rates being what they are, incentives in the form of cash 
payments soon reach a point of diminishing returns. In enacting 
the law Congress recognized that incentives in the form of stock 
options would give employ ees a direct stockholder interest in the cor- 
poration’s success. In a broad sense, it permits corporations to con- 
vert their key employees into “partners.” 

Wider ownership of shares in the key management group is a good 
thing from every point of view, and I place special emphasis on the 
effect proper incentives have on the general growth and development 
of our Nation. It is a thing which i is hard to measure but easy to 
understand if you are, as I am, in a producing organization. For 
that reason, I say that what Congress did in 1950 will not only help 
a few individuals, its real and lasting benefit will be felt all over the 
Nation. 

Specifically, the stock-option incentive plan in United States Steel 
Corp. has been very helpful in the progress made since 1951 in lower- 
ing costs, improving profits, increasing teamwork, and building 
morale. Any of the members of this committee who have been asso- 
ciated with the management of corporations will understand how 
much these factors mean to the overall result which we all try to 
achieve for the benefit of the stockholders. 

I, of course, am personally interested in our stock-option incentive 
plan, but whether or not this were the case, my opinion would still be 
the same. It is not, as I said, a simple matter to develop and retain 
individuals with management capacity and a point of view which 

sonstantly keeps in mind the best interests of the stockholders. Wider 
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ownership of stock in our case has contributed greatly to this develop- 
ment, and I detect a marked growth in the enthusiasm and sense of 
responsibility among the individuals re the key manage- 
ment of our corporation. I may add that those directors of our cor- 
poration who are not eligible and do not participate in the plan feel 
as I do about it. 

I am not sure anyone can measure precisely the tangible results of 
the plan to date but I know it has contributed greatly to our efficiency. 
Therefore it has functioned well—and I mean functioned well from 
the stockholder’s point of view. At the meeting at which the plan 
was approved, stockholders recognized that, by the very nature of the 
plan, management employees must produce benefits for the stock- 
holders as they produce benefits for themselves. That is exactly what 
has happened. And, since only 3 percent of the outstanding stock is 
covered by options granted, it has happened on a 33-to-1 basis in favor 
of nonmanagement stockholders. 

For these reasons I believe the stock-option incentive plan has 
already shown results toward which it was aimed, and looking to the 
long-range interest of all of our stockholders, I firmly believe that it 
has been—and will continue to be—an energizing and beneficial force 
in our corporation. 

Now any questions having to do with this plan at this point will be 
answered by Mr. Voorhees. 

The Cuarrman. Mr. Voorhees, I was handed two questions that 
Senator Frear left. He said he had to go to another meeting and 
asked me to ask them. Does your stock option plan permit United 
States Steel employees to participate? I guess he means employees 
other than management. 

Mr. Voorners. We have gone all through that. We have only 456, 
as Mr. Fairless just gave it in his testimony. 

The Caarrman. The next question says, Does United States Steel 
have a payroll deduction plan for United States Steel common stock ¢ 

Mr. Voorners. We do not. We did at one time. 

The Cuamman. Why did you discontinue it? 

Mr. Voornees. Back in the thirties. 

The Cuatrman. Why did you discontinue it? 

Mr. Voorners. It was disastrous for the employee at that time. 

The Cuamman. If I understood that, 445 present employees have 
options. Is that correct? 

Mr. Voorners. 445 held options at the end of 1953. Some have 
exercised in full and on March 15, 1955, 205 held options that were 
unexercised in whole or in part. 

The Carman. At what price is that option ? 

Mr. Voorneges. That which was psn in 1951 was at $41 a share. 
That which was granted in 1953 was at $37 a share—the market price 
on the date the options were granted. The stockholders or anyone else 
could have boght the stock at that price on that day. 

The Cuarrman. Does the receiver of the option have anything to 
report as of the date he receives the option? Is that considered as a 
matter af value as of that date? 

Mr. Voorness. I think as far as the option is concerned, the report. 
has to be made as far as the SEC is concerned. But if you are talk- 
ing about the value of the option, that is another matter. 
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The Cratrman. I was talking about that. Is it considered that you 
have received a value as of the date the option is granted ? 

Mr. Voorners. No reporting insofar as the alue of it is concerned. 
It is a very ethereal thing as to what the value is. It has no relation- 
ship, Mr. Chairman, with respect to what may be spoken of as puts- 
and-calls options. 

The CaArman. Why not? That is what I would be interested in 
having explained, because it confuses some of us. No one can do it 
better than you can. 

Mr. Voorners. The options that are given management of United 
States Steel—first you have to be in the employ for 1 year. No. : 2. 
the very most important thing is they are not transferable and they 
cannot be sold. No. 3, insofar as these options are concerned, you have 
to pay cash on the barrel-head to own the stock. 

The Cuamman. Yes? 

Mr. Voorners. Those are the main differences. They are en- 
tirely different from the put and call. Put and call can be 

The Coarmman. What isa call? Is that not an option to purchase 
at a price? 

Mr. Vooruees. Surely. Thatisright. But that is not this kind of a 
situation, because you cannot use it for that purpose. 

The Caatrman. The fact that is cannot be transferred may affect 
its value. Would you say that the right to purchase stock at $37 a 
share over a 10-year period is a right of great value / 

Mr. Voorness. It has value, but whether it is great value depends 
on whether or not the incentive that exists there makes it valuable. 

The CHarrman. I am not arguing with you whether it is or not. 


We had the president of General Motors her e, and as you know, they 
do not believe in stock-option plans. There is this aspect of the stock- 
option — that I may say is interesting to the committee. Obviously 


these shares are overhanging the market and will dilute the equity 
of the present stockholders, will they not, when and if they are 
exercised? Does that not follow? 

Mr. Voornees. I do not believe that. I do not believe that at all. 

The Cuarrman. I will be glad to be straightened out. 

Mr. Vooruees. It is pretty simple. If it is valuable to the employee 
it is going to be just as valuable relatively to the stockholder, and in 
direct proportion. Is that diluting their investment? Not one iota, 
Senator. 

The CHarrman. [ just do not understand it. I am quite sure | 
misunderstand it. If you could clarify it a little more 1 would ap- 
preciate it. 

If I understand it, there are 700,000 shares outstanding. Is that 
right? Something like that? 

Mr. Voorneres. There are 700,000 shares, options, outstanding; yes. 

The Cuarmman. The plan can provide up to 1,300,000 ? 

Mr. Voorners. That is right. 

The Cuatmrman. Ata price of $37? 

Mr. Voorners. No, no. 

The Crarrman. How many are outstanding at the present time? 

Mr. Farruxss. [read it to you. 

The CuarrmMan. I may be quite wrong about this. I believe it is 
392,000 at $37. 
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Mr. Vooruers. For all practical purposes there are 400,000 shares 
out at 41, and approximately within that same amount out at 37. 

Mr. Fareuess. The total options granted, Senator, are 777,700 shares. 
You are confusing that with the amount authorized. There will be 
other grants made, we hope, as time goes on. When they are granted 
it will be at the then market price of that time. 

The CHarrman. I see. 

Mr. Farrtess. So I have two options, but one is at 41 and the other 
is 37, which happened to be the market price at that time. I will not 
participate in a third, but the next option will depend entirely on 
what the market price is at the time the option is granted; and that 
is determined by the option committee and not by the management. 

The CuarrMAN,. You told me a moment ago it was not advantageous 
to sell stock when it was at one-half the gross value because it diluted 
the ownership of the right or equity value of the existing stockholders. 

Mr. Farruess. Well, you are talking about quantity. Obviously, 
if we went into the market in equity financing we would have to go 
on a very large basis—a very large basis. This entire amount of stock 
involved in this stock-option plan today represents—and this is the 
authorized—only 5 percent of our total stock. The amount of options 
issued is about 3 percent of our stock. So I do not believe that those 
quantities could be called dilution. Primarily as the objectives of 
the incentive plan are realized then the stockholder realizes his gain 
on the basis of 33 times what the employee does. 

Mr. Voorners. That is the kind of dilution, Mr. Chairman, I 
would like if I were a stockholder. 

The CHarrMAN. You understand, I am not critical of it, but I am 
trying to see the difference. The General Motors people have a dif- 
ferent view, and you will have to admit they are a fairly successful 
operation. Yet they do not agree with you as to which is the better 
way to obtain the best management. I certainly cannot defend either 
one, but I am only trying to elicit the best possible reasons you have 
in justification of it. Iam trying to understand it. 

Mr. Voorners. It is very simple. They have a management bonus 
plan. United States Steel has no management bonus plan. We have 
no cash incentive program insofar as the top management of the 
corporation is concerned. General Motors has. 

The CHarrMan. I take it the objective is the same on both. You 
go about it this way and they do it a different way. 

Mr. Farriess. That is right. 

Mr. Voorness. They started in 1918. 

The CHarrman. Mr. Curtice mentioned that theirs is a good system. 

Mr. Voorners. We both could be right. 

The CHArrMAN. Ordinarily I say one may be better than the other. 
You may say, and with reason, while it dilutes the shares it is such 
a coal dilution it is not significant, and the advantages overweigh 
that. 

Mr. Fartriess. That is what we are saying. 

The CuarrMan, I think it is not correct to say it does not dilute 
it, because obviously you are getting it at less than the market price. 
But you have a good reason for it. Is that not the real explanation? 

Mr. Vooruees. You do not dilute it. As a result of that incentive 
you make it more valuable. 

60650—55——_57 
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The CuarrMan, I agree. I think that is rather a justification for 
the dilution than to say it does not; because the corporation wi|| 
receive $37 a share and better services. That is what you are saying: 
is it not? 

Mr. Farrtrss. But, Mr. Chairman, if the corporation did equity 
financing at the same time it granted options at $87, would it have 
received $37 a share for the stock ? 

The Cuarrman. I take it it would. 

Mr. Farruess. No; it would not. It would have to be at a discount 
ugainst the market. 

The CuarrMan. You mean it could not absorb any large amount at 
that price. 

Mr. Farrixss. No. 

The Crarrman. I think that might well be. I do not know. It 
depends on how strong the market is. If it is a thin market it very 
likely could not absorb any large amount. I am not challenging you 
that it is an unworkable thing. It has been mentioned and it is a 
rather new development and has certain tax aspects which are inter- 
esting and which we need to understand. It may be much better than 
the General Motors plan, for all I know, but it is different. 

Here are two of the largest corporations in the country with quite 
different ways of attracting management. I think it is of legitimate 
interest to both stockholders and the committee. 

Mr. Farriess. Mr. Chairman, I have been associated with the Steel 
Corp. for 20 years and I have attended every stockholders’ annual 
meeting during those 20 years. The most serious complaint that has 
been lodged against the management of the Steel Corp. in each of 
those 20-year meetings has been that the management did not have 
enough faith in its own company to own substantial shares of stock. 
Tt has been the biggest criticism directed at us by our owners. This 
is a means of answering that question. 

The Cuarrmayn, Is it not true in large corporations in this country 
management customarily owns a very small part of the stock? It is 
not like the old days. 

Mr. Farruess. Surely. Without this plan I would be in the same 
boat. 

The CHarrman. You still own a very small part with the plan. 

Mr. Farriess. Of course. 

The CHarrman. How many shares, if you do not mind? 

Mr. Farruess. I do not mind telling you I own 21,500 shares. 

The CHairman. What percentage of the total is that? One- 
hundredth of 1 percent ? 

Mr. Farruess. What is it? One-hundredth of 1 percent someone 
said. 

The Cuatrman. I take it from your statement you think that it 
is a good thing for the company for management to own the shares. 
Are you also sure, or is there any reason to believe that it is any better 
for the community for management to own the shares? 

Mr. Farrtzss. I do. 

The Cuarrman. Why? 

Mr. Farruess. Because they have a greater interest in the general 
welfare of the corporation if they are an owner. 
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The Cuarrman. I did not say the corporation. I said the com- 
munity. : ; 

Mr. Farruess. I am answering your question. 

The CHarrMAN. Maybe you misunderstood it. I first asked you 
this: You say it is a good thing for the corporation, looking at the 
corporation as an entity, for management to own substantial blocks of 
shares. Do you also say it makes it a better member of the com- 
munity ; that it will serve the national interests better? Does it have 
any relation to that? Actually very few corporations are run by 
people who own large amounts of stock, Is that not so today? 

Mr. Farruess. That is right. Well, large is a matter of degree. 
Here is what I said. Wider ownership of shares in the key manage- 
ment group is a good thing from every point of view; and I place 
special emphasis on the effect proper incentives have on the general 
growth aud development of our Nation. 

The CuatrMan. In view of the growth in recent years of manage- 
ment without any real ownership, I am not sure I can follow you. 
How do you explain the great success of many corporations whose 
management own negligible amounts of stock? Some of the most 
successful companies, notably General Motors, have management that 
do not own any real, substantial part. 

Mr. Farriess. No. Oh, my, you had better check up on your source 
of information. 

The Cuamman. What percentage does Mr. Curtice of General 
Motors own? 

Mr. Famess. I am not talking about percentage, but do not think 
for one moment that the top people in General Motors are not sub- 
stantial owners in my opinion of shares in their corporation. 

The Cuamman. Mr, Wilson, when he resigned, according to the 
press had 40,000 shares. 

Mr. Farruess. I would think Mr. Sloan would own a substantial 
number of shares, 

The CuHatrmaNn. He is the big owner. Is he in management? He 
is not actively in charge of it. 

Mr. Fatruess. He just happens to be chairman of the board. 

The Cuatrman. What is Mr. Curtice? 

Mr. Farruess. He is president. 

The Cuarrman. What does he own of General Motors? 

Mr. Farrzess. I do not know, frankly. I do not know. 

The Cuarrman. The impression we have is that they do not have 
stock option plans. I forgot to ask him how many shares he owns. 

Mr. Farriess. Over the years they have been given stock. They 
have not been buying sock but have been given stock as bonuses. 
But I am not here to argue about General Motors’ plan or anybody 
else’s plan. 

The Cuatrman. I hope I am not arguing with you. I am trying 
to get your reasons as to why it is a beneficial and a proper way. As 
far as I can see, I know of no criticism of it. 

Mr. Farruess. I have none either. 

The Cuarrman. It is a new development. I do think the question 


of whether it is a matter of value when it is received is an interesting 
one. 
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Mr. Farruess. I meant it isnew. There are something like 400 com- 
panies that have stock option incentive plans in effect at this time. 

The Cuarmman,. I thought you said it really became useful since 
1951 and was only 4 years old. Yours is only 4 years old. 

Mr. Farriess. A great many companies took the same viewpoint 
we have since that time. It has not been confined to the United States 
Steel Corporation. 

The Cuarrman. Did you say in your statement how many shares 
have already been taken up? 

Mr. Farruess. Yes. We will be glad to give you that. 

The Cuarrman. How many have 

Mr. Fatrtess. I just gave it to you. 

The Cuarrman. No. That have been exercised ? 

Mr. Farriess. As of March 15, this year, options for an aggregate 
of 481,191 shares had been exercised by 378 employees. 

The Cuatrman. Of those how many were exercised in 1954? 

Mr. Farrtess. I do not know. I would say a sizable share. I do 
not know exactly how many were exercised in 1954. 

Mr. Voorners. 281,000 in 1954. 

The CHamman. When was the stock split you mentioned? 

Mr. Farruess. 1949. 

The Cuatrman. Was your stock split in 1954? 

Mr. Farriess. No. 1949. 

Mr. Voornees. No. 1955—January. 

Mr. Farruess. It has not been split yet. Are you talking about the 
split that has been made, or one we are asking our stockholders 
to approve? 

The Cuatrman. I asked you if any had been made. In 1954 was 
there one? 

Mr. Farruess. Apparently I did not make it clear. In 1949 we split 
our stock on the basis of 3 shares for 1. This year we are requesting 
our stockholders to approve a stock split of 2 shares for 1. Action on 
that recommendation will take place in May of this year. So it is not 
effective at this time. 

The Cuatrman. When was that proposal to split it announced? 

Mr. Farrtess. January. 

Mr. Voruers. January 25. 

The Cuarrman. Do you have any difficulty with the officers and 
directors prematurely using such information ? 

Mr. Farrtess. What is the question ? 

The Cuarrman. Do the officers and directors who have knowledge 
of proposals of that kind take advantage of premature disclosure of 
that knowledge? 

Mr. Farruess. No. We certainly do not. 

The Cuarrman. Do you have any rules about it to prevent it? 

Mr. Farruess. Yes. We have plenty of rules. 

The Cuarrman. What steps do you take to prevent it? 

Mr. Farrirss. We have the SEC. We comply with all of their 
requirements. Furthermore, a director of the United States Steel 
Corp. is notified upon his election as to what his responsibilities 
are; and, we carefully select men of integrity. As far as I am 
concerned, I know no director of the United States Stee] Corp. 
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who has taken advantage of any information that he might have 
prior to that information becoming public. 

The CuarrmaNn. I think that is reassuring to the public. It used to 
be abused, as you know, in the old days, with insider manipulation of 
stock. You do not think it exists any more. Is that correct? At least 
as far as your company is concerned. Is that not the truth? 

Mr. Farruess. It certainly is. It certainly is. 

The Cuarrman. I understood, and in fact I think I recall, that 
your company was complimented in the press for having kept it secret 
so well. I am only bringing it out to reassure people you are running 
a good show. 

Mr. Fatriess. Of course, you cannot believe everything you read 
in the papers, but if you read the papers you would have read it was 
the best-kept secret that ever took place in financial history. 

The Cuarrman. Returning to one point, I am not clear as to whether 
I asked the question, but if I did it will not hurt if I put it again. Is 
the basing-point system still in effect in the steel business or not? 

Mr. Fairtess. No. If you are referring to the old multiple-basing- 
point system that did exist at one time and was outlawed, 1t does not. 
It does not exist. 

The CHatrMAN. It does not exist? Today are there real differences 
in prices existing in the steel industry for the same quality goods? 

Mr. Farrtess. Mr. Chairman, we name a price for every product we 
make, at the producing point. Any customer who cares to purchase 
that product can buy it at the mill at that price. He can take it away 
himself in his own trucks, or he can authorize us to ship it to him to 
his point of production, by rail. If he wants us to ship it to him by 
rail we charge the actual freight. If he wants us to ship it by water, 
if his plant and our producing plant should be on water—or even if 
they should not be—we will ship it any way the customer wants it. 
We will charge him the resultant transportation cost. So that is our 
method. 

Now, competition. Now, where we find that a competitor can ship, 
and does ship the same steel to the same consumer and because of a 
lower transportation cost, or whatever the costs might be, it results in 
a lower price to him, we decide whether we meet that competition or 
not. 

You say, how does that differ from the old multiple basing-point 
system? The old multiple basing-point system was automatic. There 
was no choice. When you quoted a customer you were governed by 
whatever those conditions might be. Today we decide whether we 
care to meet competition or whether we do not. Many times we say 
“No.” The customer may be so far from our producing plant and 
so near some competitor’s plant that the cost of absorbing that part 


of the transportation charges which we would have to do in order to 
be competitive would be so high that we say “No.” We cannot do it. 
But never do we meet the competitor’s price unless our representa- 
tives in the field have developed the facts completely which, of course, 
means through the customer. Then we make our decision. 
The Cuarrman. Has it resulted in different prices actually being 
charged than quoted? You do not always meet them? j 
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Mr. Farriess. Well, Mr. Chairman, if you were at a plant and if 
you were in business, and you are a fabricator of steel and if the trans- 
portation charge—whatever the form of transportation was—the 
transportation cost, we will say for simplicity, was $1 a ton, you would 
pay whatever that producer charged for your product at the plant, 
plus the cost of transporting it, which I have mentioned was $1 a ton. 
It might cost the nearest producing plant of the United States 
Steel Corp. with the same product, $3 a ton to deliver it. So, there- 
fore, the first thing is, can we afford to absorb $2 in order to meet 
the competitive price. As I said before, sometimes we do, and many 
times we do not. 

The Cuarman. Are there any questions ? 

Senator Bricker. I want to say I appreciate the testimony that has 
been given. It is a most fair statement in all aspects, and I have been 
interested in the operations of the corporation. 

The Cuarmman. I think that is all the questions we have, Mr. Fair- 
less. I appreciate very much your coming down and giving us the 
benefit of your knowledge of this great industry. It certainly im- 
pressed me, and I think the committee, with the size of the operation 
and its significance and its importance to the country. 

I hope you do not think my bringing up General Motors was in 
any way trying to make an invidious comparison. It was merely 
for the purposes of discussion, because it did interest me. We have 
these two big companies, both approaching a problem in such a differ- 
ent way. 

Thank you very much. Have you any suggestions you would care 
to give to the committee ? 

Mr. Farrtess. No. I wish to thank you and the members of the 
committee for your courteous treatment, and I hope I have con- 
tributed, and my associates, at least something to your investigation. 

The Cuamman. Well, you certainly have. Thank you all very 
much. The committee is recessed until tomorrow morning at 10 
o’clock, when Mr. Demmler, Chairman of the Securities and Exchange 
Commission, of Washington, D. C., will be the witness. 

(The report referred to earlier follows :) 
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United States Steel’s year—at a glance 


1954 





Income: 
Amount .- sca anienialnaeciethacmaaatelial tone: 
OR ROE ee A es 
Per common share 

Dividends: 
Declared on preferred : . 
DOCRRAE GU OE iis crcicimatinlandancdine ts . 
Per common share... 

Taxes: | Per common share 

Production: 
EGS SINE GRE x. 10- ee tintin => sane soreneune 
Operating rate __ ; 
Percent of 1947-49 average 5 

Shipments: Steel products 

Property expenditures: 
Spent in year. 
Authorized at year end__ 

Long-term debt: At year end 

We ork ng capital: At year end on 

Sto xckholders: Common and preferred. 

employees: 

Average number for year 
Average hourly earnings 2 
Average weekly hours 
Average weekly earnings 2 





' Federal taxes on income, State, local and miscellaneous 


$195.4 million_....___- 


6.0 percent 


$25.2 million..._. evar 
$85.5 million __ 
$3.25 


28.4 million tons_.._- 
73.2 percent. __...-_- 


101.8 


20.2 million tons--_-- 


| $227.4 million__.._____- 
$360.0 million.... 
| $364 million. __- 

$752 million. .._...__- 


taxes. 





$222.1 million. 


| 5.8 percent. 


$7.54. 


$25.2 million. 
$78.3 million. 
$3 


$15.79. 


| 35.8 million tons, 


98.4 percent. 


| 128.6. 


25.1 million tons. 


$361.4 million. 
$327 million. 
$69.1 million. 
$346 million. 


| 286,240. 


301,560. 
$2.39. 


| 37.9. 


? Excluding social security taxes, pensions, insurance and other employee bené fit costs. 
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Sales, costs, and income in 1954 


| Total dollars! Dollars per | Dollars per 


| in millions | employee ! man-hour ! 


| 
Receipts from customers—the public $3, 250. 4 $12, 357 


Disposed of as follows: 
Employment costs*—U, 8. Steel’s direct employment--- 1, 387.0 | 5, 273 
Products and services bought—provides employment by | | 
suppliers and by their suppliers in turn oe 1, 134.3 | 4, 312 
Wear and exhaustion—provides employment by supplier | 
of new plants and equipment and by their suppliers in turn 261.8 | 995 
Taxes—provides revenue for governments_..........._-- / 266. 1,014 | 
Interest—compensation for savings loaned 5.2 | 20 
Dividends—compensation for savings invested | 110.7 | 421 | 
Income reinvested in business. . -.............-..---.----- 84.7 | 322 | 
Total. 3, 250. 4 12, 357 


1 Excluding employees (1.9 percent of total) the cost of whose work was charged to construction. 
? Including social security taxes, pensions, insurance, and other employee benefit costs. 


A REVIEW OF THE YEAR 
(By the chairman) 


For United States Steel, as for most industrial companies in the United States, 
the year 1954 was one of readjustment from the high levels of production and 
shipments that prevailed in 1953. Ingot production in 1954 was 21 percent less 
than in 1953, a greater percentage decline than has been experienced from any one 
year to the next since the 1937-88 period. 

The decline in income of 12 percent from 1953 to 1954 was substantially less 
than would have been experienced on the basis of past relationships between 
changes in volume of production and changes in income results. This was 
partly due to the termination of the excess profits tax; it was partly due to the 
greater efficiency of the tools of production resulting from United States Steel’s 


extensive facilities program of recent years; it was partly due to the orderly 


manner in which management anticipated and carried out plans to meet the 
adjustment. 


PRODUCTION AND SHIPMENTS 


Production of steel ingots and castings in 1954 amounted to 28.4 million net 
tons, or 101.8 percent of the 1947-49 average. Production in 1954 represented 
73.2 percent of United States Steel’s rated capacity at the beginning of the 
year. This compares with production at 98.4 percent of the somewhat lower 
rated capacity in 1953. The operating rate in 1954 was not far from the long- 
term average rate of operations that has been experienced by United States 
Steel. 

United States Steel’s annual steel ingot and castings capacity on January 1, 
1955, was rated at 38.9 million net tons, which represents 30.9 percent of the 
capacity reported for the steel industry— about the same relationship as in 1954. 

Shipments of steel products by United States Steel in 1954 amounted to 20.2 
million net tons, compared with shipments of 25.1 million net tons in 1953. Ship- 
ments in millions of tons by quarters during 1954 were respectively 5.5, 5.4, 4.5, 
and 4.8. It will be noted that the sharpest decline occurred in the third quarter 
of the year, partly reflecting a return of seasonal characteristics in steel de- 
mand that is no longer pressing against capacity limitations, and partly reflect- 
ing customers’ reduction of steel inventories no longer deemed needed as steel 
became more readily available. The fourth quarter brought an upturn in ship- 
ments of steel products. 


INCOME, SALES, DIVIDENDS, TAXES 


Income for 1954 was $195.4 million, representing a return of 6 percent on sales, 
as compared with income of $222.1 million for 1953 and a return of 5.8 percent 
on sales. Although the income percent of sales increased slightly, when com- 
pared with that of 1953, the 1954 percentage of 6 percent is well below the aver- 
age of 9.1 percent for all the years in United States Steel’s history when its an- 
nual operating rate was between 67 and 73 percent, as compared with 73.2 per- 
cent experienced in 1954. 





STOCK MARKET STUDY 


SHIPMENTS OF STEEL PRODUCTS 
1953-1954 BY QUARTERS 
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Sales were $3,250.4 million, or 15.8 percent less than sales of $3,861 million 
in 19538. 

Dividends declared for the year 1954 were $7 per share on the 7 percent cumu- 
lative preferred stock and $3.25 per share on the common stock. Dividends on 
the common stock were $0.75 per share for each of the first 3 quarters of 1954 
and $1 for the 4th quarter, the latter being payable March 10, 1955, to stock- 
holders of record on February 4, 1955. Dividends declared for 1954 on both 
classes of stock aggregated $110.7 million or 3.4 percent of sales and 56.7 percent 
of income. Income reinvested in the business in 1954 amounted to $84.7 mil- 
lion, which was $33.9 million less than in 1953. 

Estimated Federal taxes on income together with State, local, and miscel- 
laneous taxes amounted to $266.7 million for 1954. The provision of $190 mil- 
lion for Federal taxes on income reflects the expiration of the excess-profits 
tax on December 31, 1953. 

PROPERTY EXPENDITURES 


United States Steel’s expenditures for additions to and replacements of its 
facilities amounted to $227.4 million in 1954. This compares with $361.4 mil- 
lion in 1958 and $469.2 million in 1952, the year of peak expenditure in United 
States Steel’s modernization and expansion program following the close of 
World War II. Since 1945 United States Steel has expended a total of $2.5 
billion for facilities, or an annual average of approximately $275 million in carry- 
ing out its program. 

At December 31, 1954, the amount required to complete all replacements and 
additions then authorized was estimated at $360 million. The corresponding 
amount on December 31, 1953, was $327 million. 

Of United States Steel’s funds already expended for additional or improved 
facilities, $745 million, representing varying percentages of ‘the total costs of 
certain defense facilities, had been covered at December 31, 1954, by certificates 
of necessity. These certificates permit the accelerated amortization of such 
allowed portions of the costs over a 60-month period following completion of 
these particular facilities. Amortization of completed defense facilities under 


such certificates of necessity amounted to $142.8 million in 1954 and $105.1 million 
in 1953. 
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WORKING CAPITAL 


Working capital at December 31, 1954, after deducting current dividend decla- 
rations, amounted to $752 million, compared with $346 million at December 31, 
1953. The increase in 1954 reflects the proceeds from the sale of the $300 million 
serial debentures approved by the board of directors on July 27, 1954. 


LONG-TERM DEBT 


Total long-term debt, which at December 31, 1953, amounted to $69.1 million, 
increased to $364 million at December 31, 1954. The details of debt issued and 
retired in 1954 are recorded on page 36. 

The principal change was the sale of $300 million of United States Steel Corp. 
serial debentures, of which $30 million are payable each August 1 from 1955 to 
1964, inclusive. Interest rates vary from 1.30 to 2.65 percent. Of such deben- 
tures, $225 million were sold August 4, 1954, to a nationwide group of under- 
writers for public distribution. The balance of $75 million was sold to United 
States Steel and Carnegie pension fund at the same price paid by the under- 
writers. Proceeds to United States Steel from sales of the debentures were 
$298.4 million. 

These proceeds restored, in part, working capital expended in recent years in 
the expansion and modernization program and will be used for corporate -pur- 
poses, including future property expenditures. The debentures are redeemable 
at the option of the corporation on 30 days’ notice at par and accrued interest 
plus one-fifth percent for each 12-month period or fraction thereof to the maturity 
date. A registration statement was filed and became effective July 28, 1954. 


IMPROVED TOOLS OF PRODUCTION 


In the Pittsburgh area, the program for replacing coke oven batteries con- 
tinued in 1954 with an authorization for the rebuilding of three additional units. 
A modern ingot mold foundry was completed and placed in operation. Con- 
struction of facilities authorized in 1953 for expanded production of silicon sheets 
used by the electrical industry is progressing and will be substantially com- 
pleted in 1955. 

In the Chicago area, the second step in the construction of coal chemical 
facilities was authorized during the year. These facilities, which are expected to 
be completed in 1957, will provide additional coal chemical recovery. Two open 
hearth furnaces are being rebuilt for greater capacity. Gerrard Steel Strapping 
Division is expanding its facilities for producing both round and flat steel 
strapping. 

National Tube Division has installed facilities in the Chicago area for the 
manufacture of plastic pipe, primarily for the agricultural, mining, oil, gas, and 
food industries. In other areas facilities for cold expansion of line pipe were 
completed n 1954 and the rebuilding of coke oven batteries was started. Addi- 
tional facilities are being supplied for the production of high strength casing 
for use by the petroleum industry for deep wells. 

During 1954 United States Steel Supply Division opened another reinforcing 
bar plant, its seventh, in Philadelphia, Pa. American Steel and Wire Division 
completed construction of a blast furnace and two batteries of coke ovens. Re- 
placement of a rod mill is scheduled for completion in 1955. Consolidated West- 
ern Steel Division is relocating its pipe mill facilities from the Los Angeles and 
San Francisco areas and is constructing a new line pipe plant in Utah adjacent 
to Columbia-Geneva Steel Division’s Geneva Works. The Garland, Tex., plant 
of the Oil Well Supply Division is being expanded for the assembly of pumps, 
hoists, and compressors that are used by the petroleum industry centered in the 
Southwest. 

An additional electrolytic tinning line which is being constructed by the 
Tennessee Coal and Iron Division is scheduled for completion in the 3d quarter 
of 1955. Construction of a battery of coke ovens and of facilities for the 
recovery of additional naphthalene was completed in 1954 by this division. 

United States Steel Products Division is erecting a new plant for manufacture 
of steel containers at Camden, N. J., with completion scheduled for the second 
quarter of 1955. Universal Atlas Cement Co. is completing the modernization of 
the Pittsburgh area plant and is progressing with major improvements at other 
plants to maintain pace with expanding markets. 
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RAW MATERIAL PROGRAMS 


Raw material programs were carried on actively during 1954 and are being 
carried on in 1955 at about the same rate. The objectives of the programs are: 
(1) Discovery of new mineral deposits which would be competitive with the 
existing supply of raw materials, (2) reevaluation of the commercial value of 
known deposits in the light of modern technical advancement in the fields of 
beneficiation and concentration. 

In further development of ways to utilize taconite reserves, the pilot facilities 
for concentrating and agglomerating taconite were operated throughout 1954 by 
the Oliver Iron Mining Division, producing sinter and nodules. 

In 1954 shipments of iron ore from Venezuela by the Orinoco Mining Co. were 
begun. On January 9 the initial cargo of ore was loaded at Puerto Ordaz for 
delivery to Fairless Works. During 1954 about 3.4 million net tons of ore were 
shipped, mostly to United States Steel plants. Sales also have been made to con- 
sumers other than United States Steel. 

In French Equatorial Africa, a French company in which United States Steel 
has a minority stock interest is continuing exploration and engineering studies 
for the mining and transportation of manganese ore from a deposit in that area. 
Another French company in which United States Steel acquired a similar interest 
in 1954 is carrying on exploration work in French West Africa on manganese 
deposits located there. In Brazil, United States Steel, through its subsidiary, 
Companhia Meridional de Mineracao, in cooperation with Sociedade Brazileira 
Mineracao, Ltda., the lessor of the mining concessions, is engaged in engineering 
studies to develop the extensive manganese deposits located at Urucum, near 
the Bolivian border of Brazil. 


RAW MATERIALS OUTPUT 


The total production of iron ore by United States Steel in 1954 was 37.3 million 
net tons compared to 58.5 million net tons in 1953. The opening of the 1954 lake 
season saw stocks at lower lake ports and consuming plants at an adequate level. 
For that reason and also due to the reduced ingot rate which prevailed through- 
out the summer, a total of 24.3 million net tons of iron ore was transported by the 
Pittsburgh Steamship Division in its own and chartered vessels for distribution 
to northern consuming units, compared with the 39.9 million net tons to the same 
plants in 1953. Oliver Iron Mining Division's shipments of iron ore amounted 
to 29.4 million net tons of which 25.7 million net tons were for United States 
Steel plants, with the difference, or 3.7 million net tons, for sale to the public. 
As has already been indicated, Orinoco Mining Co. shipped 3.4 million net tons 
in 1954. 

Operations in the South and West accounted for the production of 4.7 million 
net tons of iron ore for use in these areas. 

Limestone and other flux mining and quarrying operations resulted in the 
production of 25.2 million net tons in 1954 including 10.8 million tons for sales 
to outside customers. Michigan Limestone Division accounted for 19.7 million 
tons of this amount. Tennessee Coal and Iron Division, Columbia-Geneva Steel 
Division and Universal Atlas Cement Co. produced the difference, or 5.5 million 
tons. 

Total United States Steel coal production in 1954 amounted to 22.7 million net 
tons as compared to 26 million tons in 1953. Purchased coal in 1954 amounted 
to 7 million net tons as compared to 10.5 million tons in 1953. 


DEVELOPMENTS IN STEEL MARKETS 


In 1954 lower rates of production by users of steel resulted in lower actual 
consumption of steel products and lesser need for inventories on their part. 
Steel buying was cut back so as to reduce inventories to levels more in keeping 
with the lower output. Another important factor accentuating the decline in 
steel demand was the change in customers’ judgment with respect to the desirable 
relationship between inventories and rates of production. During the second 
and third quarters about 15 percent of all steel used was drawn from consumers’ 
inventories. There was a commensurate reduction in mill shipments. In the 
closing months of the year consumers again began to rebuild their inventories 
of steel to more normal levels. Some products, notably cold rolled sheets, were 
in particularly heavy demand. 
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Throughout the year 1954 strenuous competition existed in the marketing of 
steel products. In varying degrees this was true of other major items sold by 
United States Steel, such as fabricated steel products and coal chemicals. De- 
mand for cement remained strong throughout the year. 


PRICES OF STEEL PRODUCTS 


In July 1954, following a general wage increase, United States Steel announced 
an upward adjustment in steel prices equal to 244 percent, or an average of ap- 
proximately $3 a ton. Additional price adjustments, upward and downward, 
were made during the year for individual products. 

During 1954 United States Steel continued its policy, adopted in 1948, of quot- 
ing prices f. o. b. its mills or, if the customer so desires, of quoting delivered prices 
which reflect full transportation charges from shipping mill to destination. How- 
ever, it also continued the policy, adopted in 1953, of meeting lower competitive 
delivered prices when necessary and commercially desirable in order to partici- 
pate in the business of an individual customer. 


BUILDING MARKETS 


United States Steel moved aggressively during 1954 to increase the sale of its 
products in various markets. Two different approaches in this direction are of 
particular interest. 

Recognizing that more than one-fourth of all steel sold (including that for 
automobiles) is used in and around the American home, a unique effort was begun 
in late 1954 to assist United States Steel’s customers in the marketing of their 
products in the American home market. Built around a snowflake symbol and 
the slogan “Make it a white Christmas—give her a major appliance,” a market- 
ing program was designed expressly to help home appliance manufacturing custo- 
mers augment their holiday sales. For the first time, major steel appliances were 
widely promoted as Christmas gifts. 

Aptly named Operation Snowflake, the program was of benefit to manufac- 
turers as wel] as gas and electric utilities in promoting the sale of major appli- 
ances for Christmas gifts. The basic promotion on television and through na- 
tional magazine advertising was supplemented by trade paper advertising and 
the distribution of promotional material to approximately 80,000 retailers from 
coast to coast, 

In addition, hundreds of manufacturers of appliances, gas and electric com- 
panies, Rural Electrification Administration cooperatives, television stations, 
and newspapers took part in this effort. Thus the impact of United States Steel's 
efforts was multiplied many times. 

Another aspect of United States Steel’s effort to build markets was increased 
emphasis on market and ‘product development. The following are some inter- 
esting and significant examples: 

New markets are being developed for tin-mill products through the use of 
tin cans as containers for soft drinks. Advantages include quicker cooling of 
the contents, less space required for shipping and storage, elimination of the 
container-return problem for the customer, and centralized bottling with ship- 
ments to all points at lower overall cost. This new market for tinplate is 
expanding rapidly and the potential is believed to be large. 

Research in collaboration with leading scientists and marketing experts in 
the dairy industry is being conducted to determine the possibility of an even 
greater market for tinplate through the packaging of new types of fresh-tasting 
milk in cans instead of bottles. 

The past year also witnessed the first formal promotion on a broad commercial 
scale of a new engineering material, T—1 steel. This alloy steel is so tough 
and yet so easy to weld that it will have wide use in many branches of heavy 
industry. It is nearly three times as strong as ordinary steel and aside from 
its remarkable welding characteristics and exceptional toughness even at subzero 
tempertures, it offers outstanding resistance to impact and abrasion. These 
properties were dramatically demonstrated in tests on large welded pressure 
vessels at temperatures approximately 50° below zero; the performance of the 
steel under these tests fully met expectations and the demonstration has resulted 
in much favorable notice. 

The market for stainless and porcelain enamel steel for the walls (curtain wall 
construction of schools and multistoried buildings) is being developed to a point 
where such use should become commonplace. The stainless steel walls of the 
new Socony-Vacuum Building, now rising on Manhattan’s skyline, will be a 
dramatic example of this relatively new use for steel 
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COAL CHEMICALS 


United States Steel coal chemicals have played a fundamental role in the 
srowth of our modern coal chemical industry. Coal chemical phenol was the 
raw material upon which the development of many plastics was based, and coal 
chemical benzol was the first source of raw material for the commercial produc- 
tion of nylon and synthetic rubber. Pyridine is the base for sulfa drugs, 
ammonium sulphate for fertilizer, naphthalene for many types of plastics and 
paint. These are but a few of the large number of products which are produced 
from coal chemicals. 

Through research and product development United States Steel is seeking 
new processes and techniques which will open the door for new products from 
coke oven gas and coal tar in order to serve many emerging and expanding 
markets. 

In 1954 United States Steel installed two new tar distillation plants which will 
recover valuable chemicals such as cresote oil—one of the most effective wood 
preservatives known, refined pitch for electrodes and for construction applica- 
tions, as well as naphthalene. 


RESEARCH AND TECHNOLOGY 


Construction of United States Steel’s new research center at Monroeville, Pa., 
near Pittsburgh, is proceeding on schedule and it will be occupied in 1955. This 
is an important phase of United States Steel’s continuing program to develop 
new steels and new uses for steel adapted to the everchanging needs of customers. 

During 1954 substantial progress was made in United States Steel’s research 
activities through an interdivisional composite, planned and consolidated re- 
search program. Projects under this program include coal evaluation, coal 
chemicals, tin plate, hot extrusion, aluminum coating, pipe welding and testing, 
and evaluation of ore agglomerates. Typical accomplishments during 1954 are 
listed in the following paragraphs. 

In the field of iron ore, the technology of magnetic taconite concentration has 
been advanced; investigations on grinding of ores to reduce the cost of this 
necessary operation have been vigorously pursued. Various methods of agglom- 
eration of taconite concentrates and other fine ores for use in blast furnaces 
are being compared and evaluated to determine which method is the most 
economical, 

Important savings in the field of steel-plant refractories have been achieved. 
Research on mixing various grades of coal before coking, for determination of 
optimum blends, has resulted in superior coke. 

More than 100 new products or extended applications, including coal chemi- 
cals, are under active investigation. Successful developments among new or 
improved products include stainless steels to meet special requirements for 
high strength and corrosion-resistant purposes. Continued improvement has 
been attained in the quality of electrical sheets for transformers and other elec- 
trical equipment. 

There has been gratifying progress in the development of aluminum-coated 
wire, improved finishes for cold heading wires, more efficient manufacturing prac- 
tices for tire reinforcing wire cord, new methods for surface coloring of wires, 
and development of radically new wire drawing lubricants. 

In cement products, important research projects have included investigation 
and development of Portland-blast furnace slag cements, studies on the curing 
of cements at elevated temperature and pressure, and investigation of various 
combinations of Lumnite cement and rubber latex for special applications. 


RELATIONSHIP WITH STEELWORKERS’ UNION 


Pursuant to the termination provisions of its labor agreements covering steel 
producing and other operations of United States Steel, the United Steelworkers 
of America presented on May 18, 1954, many proposals grouped under four ob- 
jectives: (1) higher wages; (2) improved insurance and pensions; (3) guar- 
anteed annual wage; and (4) better contract terms. 

Negotiations covering production and maintenance employees of the steel pro- 
ducing divisions commenced May 18. The settlement reached on June 29, pro- 
vided for improved insurance and pensions to become effective November 1, 1954, 
and a general wage increase of 5 cents per hour effective July 1, 1954. 

The terms of the new basic agreement covering wages, hours, and general work- 
ing conditions will remain in effect until June 30, 1956, subject to the right of 
either party to give notice on or before May 1, 1955, to negotiate with respect to 
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hourly rates of pay to be effective after June 30, 1955. The insurance agree- 
ment will continue until October 31, 1956, and the pension agreement until 
October 31, 1957. 

Under the new pension agreement, employees retiring after age 65 with 30 years 
of service will receive a minimum pension of $140 a month less a social-security 
deduction of $85 per month. Minimum pensions for those employees retiring 
after age 65 with less than 30 years of service are provided in a reduced amount. 
For 15 years of service, the minimum service requirement, the pension is $110 
per month. Those employees retiring because of disability before age 65 with at 
least 15 years of service will receive a minimum pension of $75 a month. The 
features which make possible increased pensions above the minimum based upon 
compensation and length of service are retained. 

Under the pew insurance agreement, the 50-50 contributory feature was 
continued, and the employee and company contributions toward the cost of the 
insurance were increased by 2 cents each per hour worked, making a total of 
9 cents an hour for this purpose. 

The changes in insurance benefits applicable to hourly paid employees are: 

A new schedule based on earnings rates in effect November 1, 1954, will gen 
erally have the effect of increasing the amount of life insurance provided under 
the plan. 

Increased accident and sickness benefits will be paid at the rate of $40 a week 
up to 26 weeks. This compares with a previous benefit of $26 a week for the same 
maximum number of weeks. The same accident and sickness benefit will also 
apply in the case of disabilities arising out of or in the course of employment, 
with appropriate reductions for any amounts which are payable to employees 
under workmen’s compensation or occupational disease laws. 

The Blue Cross hospitalization benefits and Blue Shield surgical benefits are 
continued in the new agreement, with the Blue Cross benefits liberalized hy 
increasing the maximum period during which benefits may be paid from 70 days 
to 120 days and increasing the daily allowance from $6 to $10 when a private 
room is tsed. Surgical benefits for dependents are included within the basic 
benefits rather than on an optional basis for which additional employee contri- 
butions were required. 

The new insurance agreement applicable to salaried employees who were 
previously covered by the same plan as for hourly paid employees provides the 
same hospital and surgical benefits as in the case of hourly paid employees but 
omits the accident and sickness benefit. 

In lieu of accident and sickness benefits, such salaried employees will be cov- 
ered by an increased amount of basic life insurance over that applicable to hourly 
paid employees together with certain specified allowances toward. in-hospital 
medical expense. 

As in the past, it has been necessary to provide certain variations for both 
hourly paid and salaried employees in the various States having laws governing 
benefits of this nature and to meet other special situations. 

A portion of the joint insurance contributions is set aside each month to pro- 
vide for that part of the life insurance which is continued after retirement of 
employees. 

Labor contracts with the United Steelworkers of America and various other 
unions covering other groups of United States Steel’s employees were concluded 
later. These contracts were on terms comparable to the basic contracts that had 
been negotiated for the steel producing units. The terms of such contracts were 
adapted where necessary to conform to special circumstances in the industry or 
area in which the operations occur. 

The plant visits by company and steelworkers’ officials, which were inaugurated 
on November 17, 1953, were continued in 1954. So far, plants employing 85 per- 
cent of United States Steel employees covered by labor agreements with the 
United Steelworkers of America have been visited by the officials. These visits 
provided an excellent opportunity to gain better understanding, through personal 
contact, between labor and management at the plant level. 


LABOR MATTERS IN COAL MINING 


The national Bituminous Coal Wage Agreement of 1950, as amended September 
29, 1952, effective October 1, 1952, continued in effect during 1954. The agree- 
ment is terminable by 60 days’ notice. No general interruptions of production 
occurred during the year in United States Steel coal mines, although there were 15 
local strikes that caused the loss of 576,000 man-hours and 565,000 tons of produc- 
tion. Payments into the United Mine Workers of America Welfare and Retire- 
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ment Fund by United States Steel coal mining operations during 1954 amounted to 


$9.1 million. : 
EMPLOYEES’ SAFETY 


Every year since 1946, with the exception of 1951, the accident frequency rate 
in United States Steel’s steel-producing divisions has declined. An alltime 
record low was established in 1953 and a still better record of 1.96 lost-time ac- 
cidents per million man-hours was established in 1954. Many of the plants and 
mines won individual awards from the National Safety Council and others for 
extended lost-time accident-free periods and for reduction of accidents below 
the average for comparable operations. 


EMPLOYEE TRAINING 


Major emphasis in the field of supervisory training during the past year has 
been in such important areas as quality control, methods improvement and 
cost reduction. A motion-picture discussion program, The Germ, attacked the 
problem of quality control, bringing to all supervisors and understanding of 
the impact of quality problems on customer relations and on United States Steel’s 
overall competitive position. 

Continued attention has been given to the maintenance and development of 
the management organization and to the training of individuals within manage- 

ent. Specific needs have been met by special programs, supplemented by the 
eproliment of selected management personnel in advanced Management courses 

nducted by leading colleges and universities. There have also been many 
programs for personal improvement in such matters as reading, public speaking, 
etter writing, and presiding at meetings. 


EMPLOYMENT, HOURS AND WAGES 


The average number of men and women employed during 1954 was 268,142. 
\pproximately 6 percent of the employees in 1954 were women. 

Total payroll in 1954 amounted to $1,241.2 million and the man-hours worked 
aggregated 497.2 million. These amounts are less than the corresponding fig- 
ires for 1953 due to the generally lower level of activity in the steel industry 
during 1954. 

Weekly hours of work for all employees averaged 35.6 in 1954 compared with 
27.9 in 1953. Average weekly and hourly earnings in 1954 were, respectively, 
$88.47 and $2.49 compared with $90.66 and $2.39 in 1953. The comparable fig- 
ures for the fourth quarter of 1953 were $92.45 and $2.45; corresponding amounts 
for the fourth quarter of 1954, which was subsequent to the 1954 wage increase, 
were $92.78 and $2.55. 

Under contract check-off provisions, $6.8 million was deducted in 1954 from 
the wages of employees for union dues, initiation fees and assessments, and re- 
mitted to anthorized union officials. The eorresponding amount deducted and 
remitted in 1953 was $7.8 million. 


EMPLOYEE BENEFITS 


Sums provided by United States Steel to cover the costs of pensions, social 
security taxes, insurance, and other employee benefits in the years 1954 and 
1953 were as follows: 








Pension costs: 
Noncontributory part of pension plan: 
Funding of current service cost (including interest on past service 
_ cost) $60, 735. 168 | $64, 425, 541 
S Funding of portion of past service cost ‘ 36, 000, 000 | 36, 000, 000 
Contributory part of pension plan. ....................-..........- oy 6, 397, 212 | 4, ©60, 740 


; Tote BOP BUN acs taR lh ce catealntdiekes Svein debikdinchdcccwees | 102,132,380 | 105, 386, 281 
Social security taxes | 7, 799, 516 27, 232, 925 
Insurance costs____.__. it 13, 424, 891 13, 410, 444 
Be to industry welfare and retirement funds and for other employee | 

Se é aoe 


cu setetipemitausit Ae. 2. ide Obst teks  SRON | meer 


Total cost of employee benefits. .................---_.--._-.-- secuennt ROR VOR 208 171, 802, 047 
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Under the United States Steel Pension Plan, pensions were granted during 
1954 to 3,762 retiring employees. At the end of the year there were 19,990 
former employees receiving pensions as compared with 17,616 at the end of 1953. 
With respect to pensions for those retired prior to November 1, 1954, the board 
of directors acted to limit the deduction for payment under the Social Security 
Act to an amount computed on the basis of the act in effect prior to September 1, 
1954. This action enabled these pensioners to retain the increase in social 
security payments provided by the amendments in August 1954 to the Social 
Security Act. 

Funds to cover present and future pensions are held in contributory and 
noncontributory pension trusts for the payment of benefits under the pension 
plan. The combined principal and reserves of these trusts for the years 1954 
and 1953 were as follows: 


| } 
Payments to trusts by employing companies - - - - nene , 132, 380 | $105, 386, 281 
Contributions to con tributory trust by participating employees : 3, 748, 343 3, 445, 838 


Total_. ‘ 5, 880, 723 108, 832, 119 
Pension and other expe nse less income from investments. woe , 834, 295 4, 466, 611 
Net change in year , 046, 428 104, 365, 508 
Balance at beginning of year 534, 206, 415 429, 840, 907 


Balance at end of year_- ‘ 638, 252, 843 534, 206, 415 


The actuarial cost of noncontributory pensions for past service at March 1, 1950, 
the effective date of the present plan, which had not been funded at that time 
was estimated at $496 million. To December 31, 1954, $185 million had been 
paid into a noncontributory pension trust toward the funding of this cost. 

Under the United States Steel group insurance plans, beneficiaries of active 
and retired employees received death benefits of about $8.1 million in 1954 and 
$8.4 million in 195: At the year end active and retired employees were insured 
for about $1,335 million of life insurance. 

Accident, sickness, hospital, surgical and inhospital medical benefits amount- 
ing to approximately $19.9 million were received during 1954 by employees or 
their families under the United States Steel insurance plans. 


UNITED STATES STEEL FOUNDATION, INC 


In 1953, as noted in the annual report for that year, United States Steel Foun- 
dation, Inc., was formed to aid charitable, educational and scientific organiza- 
tions and activities. A contribution of $4 million was made by United States 
Steel to the foundation in 1954. 


Number of stockholders and shares held, Dec. 31, 1954 


Preferred Common ! Total 


Holders Shares Holders Shares Holders ? Shares 





Individuals—W omen ---.----- 35, 618 1, 039, 442 96, 498 7, 763, 280 124, 503 8, 802, 722 
Men-. 17, 309 547, 852 82, 583 7, 945, 072 8, 492, 924 
Joint accounts 5, 716 124, 859 d 37. 


Total. 58, 643 , 712, 153 212, 188 | 17,790, 592 
Charitable and educational 3 1, 410 127, 410 686 215, 591 
Insurance companies 164 396, 788 | 128 228, 015 
Industrial and other com- | | | | 
panies _.. | 566 | 100, 020 | 1, 527 647, 823 | ¢ 747, 843 
Trustees, guardians, and | 
estates 6, 994 | 340, 520 | 5,907 | , | 1, 490, 655 
Brokers, nominees, and others 943 | 925, 920 | 1,460 | 6 , 566 | 7, 270, 486 


3,602,811 | 221,896 | 





1 Excludes 14,300 shares purchased under stock option incentive plan but not issued at Dec. 31, 1954. 
2 14,783 are holders of both preferred and common shares. 
3 Includes medical and re ligious organizations, foundations, hospitals, libraries. 
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CAPITAL STOCK AND STOCKHOLDERS 


By exercise of options granted in prior years under the stock option incentive 
plan approved by the stockholders on May 7, 1951, as described in Notes to 
Financial Statements, 281,266 shares of common stock were purchased by key 
management employees during 1954. 

On preceding page appears a statement, by classes, of the number of stockholders 
and shares held of record as of December 31, 1954. The number of holders 
declined slightly during the year to 275,833 at the year end, compared with the 
all-time high of 286,577 reached in November 1953. 

On January 25, 1955, the board of directors approved for submission to stock- 
holders at the annual meeting to be held May 2, 1955, a proposal that each of 
the presently authorized shares (both issued and unissued) of the common stock 
of the corporation without par value, but having a stated value of $3314 per 
share, be changed and reclassified into 2 shares of common stock having a par 
value of $1634 per share. If approved, this reclassification will increase the 
presently authorized 45 million shares of common stock, of which 26,391,022 
shares were outstanding as of December 31, 1954, to 90 million shares, of which 
52,782,044 reclassified shares will represent those outstanding as of that date. 
At the same time there will be submitted to stockholders a proposal to amend 
the bylaws so as to maintain the relative voting rights of the preferred stock 
by changing the number of votes per share from 3 to 6. 


PUBLIC ACCEPTANCE 


During 1954 United States Steel reached the highest public acceptance in its 
58-year history. According to the Psychological Corp.’s analysis—known pro- 
fessionally as the Link Audit—United States Steel made a very satisfactory 
gain, percentagewise, in favorable public opinion. 

Twelve years ago United States Steel was preparing to launch its radio show 
through which its messages were eventually heard by approximately 8 million 
people. Now, in a new medium, television, United States Steel is able to bring 
its story every other week to more than 16 million Americans who view the 
United States Steel Hour. 

In the past year the connection between the presentation of high quality 
visual entertainment and the increasing public confidence in United States 
Steel, and the furthering of its commercial aims, was clearly apparent. In the 
first full calendar year of the United States Steel Hour there was no abatement 
of effort to impress upon the viewing public that the United States Steel symbol 
is the hallmark of quality. 

In 1954 the educational and visual aids of United States Steel continued to 
receive wide acceptance and recognition as valuable aids to education. United 
States Steel now offers 26 separate publications and visual aids for national 
distribution, including 4 new ones produced in 1954. 

In retrospect, 1954 was marked by a lower demand for steel than in recent 
years. With consumers of steel returning to more normal demands for their 
products, reduction in their inventories naturally followed. This, coupled with 
slightly lower activity in the general economy, caused a material reduction in 
steel production compared with 1958. Nevertheless, while operating at an 
average of 73.2 percent of capacity United States Steel earned within 12.percent 
of its income for 1953, a year of record production. 

Employees throughout United States Steel are entitled to great credit for this 
achievement under the conditions of 1954. 

Industrial progress in our country is a certainty, but only because investors 
provide the new tools out of which, day by day, advances toward better living and 
fuller lives are gradually being constructed. High-level employment depends 
on self-sustaining productive jobs, while unemployment is the end product of 
obsolete equipment or lack of funds to create productive jobs through new equip- 
ment. A return on invested savings is the most powerful known catalyst for 
creating more savings, more investments, and more jobs. 

The action of the board of directors on January 25, 1955, in declaring an 
increased dividend is tangible recognition of this fact. The proposed change 
of each share of common stock into two shares of reclassified stock, reported 
above, should likewise result in wider distribution of the stock and make it more 
readily available for investment purposes. It is gratifying to be able to report 
these actions, both of which we believe to be in the best interests of United 
States Steel’s stockholders and employees. 

B. F. Farrress, 

Fresruary 23, 1955. Chairman, Board of Directors. 

60650—55 58 
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CAPITAL EXPENDITURES VERSUS WEAR AND EXHAUSTION 
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FINANCIAL SUM MARY—DEPRECIATION EXPEDIENTS 


The money that industry spends for plant and equipment is impertant to a 
high level of employment. Not only does this money result in employment of 
those who produce the facilities, but once the facilities are installed they provide 
the continuing jobs of operating them. Stop such capital expenditures and 
not only is creation of new jobs cut off, but existing jobs are imperiled as existing 
facilities become worn out or obsolete and are not replaced. The factors 
impairing or encouraging capital expenditures for facilities are of vital 
importance. 

SOURCES OF FUNDS 


One of the principal sources of funds spent for facilities is the money recovered 
through the wear and exhaustion cost of existing facilities—often called deprecia- 
tion. This depreciation in any period represents that portion of the capital 
originally expended which is used up in the production of products in such period. 
Depreciation is properly regarded as a cost that is deductible in determining 
taxable income. Inadequate depreciation is a direct threat to capital expendi- 
tures and to employment. 

With regard to the adequacy of depreciation we are faced with a disturbing 
fact: Since World War II, depreciation amounts as ordinarily calculated and 
ecognized in tax laws have been quite insufficient to buy new facilities as fast as 
existing ones have been wearing out or becoming obsolete. These amounts have 
failed to perform their vital revolving fund function of maintaining the supply 
ind modernness of the tools of production. 

The reason is this: The total number of dollars that can be recovered in 
depreciation over the life of a given facility is limited to the number of dollars 
originally expended for the facility. But the buying power of the dollar has not 
remained at all stable. According to the Engineering News-Record, it now takes 
<2.60 to buy as much construction as could be purchased for $1 in 1940. The 
buying power of the dollar during the years since 1940 has shrunk to 40 percent 
of what it was. The depreciation dollars recovered today, based on the dollars 
spent many years ago for facilities, are simply not enough dollars to replace 
those facilities—not enough dollars to equal the buying power originally expended 
for those facilities. 

The other principal source of funds, aside from borrowing or from selling stock, 
that corporations have to modernize or purchase tools of production is income re- 
invested. If depreciation does not recover enough buying power, the income, 
after taxes, may have to be drawn upon to make up the difference if expendi- 
tures for facilities are to be sufficient to maintain the aggregate tool life of the 
concern. 

This is unfair and unfortunate because it results in the taxation of capital. 
Thus, if depreciation cost is understated in current buying power, then income 
is correspondingly overstated. If the income-tax rate is 50 percent, then $2 addi- 
tional must be secured from customers to have $1 additional after taxes to 
spend on facilities. This is tax absorption of the circulating flow of capital 
sa required to maintain the supply and modernness of the Nation’s tools of 
production. 


ACCELERATED AMORTIZATION 


_ During World War II and the Korean conflict, inflation undermined the buy- 
ing power of depreciation dollars, while price controls and high taxation limited 
the availability of reinvestment funds. The problem of funds for facilities be- 
came acute. To avert disaster there was legislation to provide, not that ordi- 
nary depreciation amounts could be adjusted to take into account the shrinking 
buying power of the dollar, but that portions of the cost of new facilities certi- 
fied as necessary to the national defense could, instead of being spread over the 
expected useful life of the facility, be absorbed as accelerated amortization 
within the 60 months following completion of the facility, such accelerated amor- 
tization being deductible in determining income subject to taxation. 

The effect of this provision was to permit the business taxpayer greater wear 
and exhaustion allowances in the early years of a facility's life, with the greater 
amount of cash recovered through such allowances being currently available to 
meet the higher cost of needed facility replacements. For example, assume 
that 60 percent of the cost of a 25-year life facility was subject to amortization 
and the balance to regular depreciation at 4 percent per year. The recovery of 
the original expenditure through amortization and regular depreciation is 68 
percent thereof in the initial 60-month period or the first 20 percent of its life. 
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CONSTRUCTION COST INDEX 


1940 = 100 


50 
1940 


Source: Engineering News-Record 


There can be no doubt that this provision was most helpful in stimulating 
national-defense construction. The opportunity to recover capital expended 
on new facilities more quickly without eroding taxation produced a remark- 
able response. For example, business expenditures (excluding agricultural 
businesses) for plant and equipment totaled $83 billion during the 4 years, 
1947-50, which preceded the expansion made necessary by the Korean conflict. 
In the 4 following years (with the 1954 amount being partly estimated) the 
corresponding total was $107 billion—an increase of $24 billion. During the latter 
4 years certificates of necessity covering approximtely $30 billion were issued. 
By the end of 1954 actual expenditures on these certified projects approximated 
$22 billion. Expenditures on certified projects thus were almost the same 
as the increase in the 4-year expenditures over the 1947-50 total. 

Although accelerated amortization has thus proved effective, it must equally be 
recognized as a temporary expedient. For many companies the addition of 
amortization on new facilities to se-called regular depreciation on old facilities 
may approximate, temporarily, a truer total of wear and exhaustion on all 
facilities based on current dollar values. But it automatically guarantees some- 
thing of a future crisis. 

Thus United States Steel has recently constructed the Fairless Works. Parts 
of the cost are being amortized over 5-year periods. United States Steel has 
many other facilities on which there is no accelerated amortization. The 
amortization on Fairless Works partially offsets the inadequate depreciation 
allowed on other facilities, a situation which of course changes when the 5-year 
amortizations are completed. 
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CAPITAL EXPENDITURES 
BY ALL BUSINESSES 


(EXCLUDING AGRICULTURE) 
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NEW METHODS OF ACCELERATING DEPRECIATION 


Partly in recognition of prospective deficiency in depreciation when industry’s 
accelerated amortization amounts run out, the Revenue Act of 1954 provides 
two new optional methods whereby regular depreciation on new facilities may 
be accelerated. Both methods permit greater proportions of expenditures to be 
recovered in the earlier than in the later part of the facilities’ lives. In the case 
of the 25-year life facility previously cited, 35 percent of the dollars originally ex- 
pended may be recovered in the first 5 years under the sum-of-the-years’ digits 
method, and 34 percent under the declining-balance method. These contrast with 
the previously noted 68 percent under accelerated amortization during the same 
period. 

For many companies the new provisions may serve for a time to lift total wear 
and exhaustion to an amount approximating true depreciation based on current 
dollars, provided serious further inflation is avoided. Although the 5-year recov- 
ery through depreciation under these methods is only about one-half of that 
under accelerated amortization in the examples given, the new methods may be 
applied to all expenditures for new facilities, whereas accelerated amortization 
is applicable only to those portions of new facilities that have been certified as 
necessary to national defense. 

For other companies, however, the new provisions must. for a period fall far 
short of yielding proper wear and exhaustion amounts. Such companies are like 
those in the steel, cement, and railroad industries where relatively large amounts 
of capital have to be invested in costly long-term facilities. If additional depre- 
ciation is to be confined to new facilities, then larger amounts than have been 
provided under these two methods on such new facilities are required adequately 


to augment so-called regular depreciation on the relatively more numerous and 
older existing facilities. 
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COMPARISON OF 
CUMULATIVE DEPRECIATION 


(FIRST 5 YEARS OF 25-YEAR LIFE) 


LINE BALANCE DIGITS 


“Assumes 60% of cost subject to amortization 


Such a prospective depreciation dilemma is illustrated in the affairs of United 
States Steel. Total wear and exhaustion in 1954 was approximately $260 mil- 
lion. Of this amount about $140 million represented accelerated amortization 
and $120 million so-called regular depreciation. In future years necessary ex- 
penditures for replacing and modernizing facilities may range somewhere near 
the 1954 wear and exhaustion amount. Thus in a few years, when the acceler- 
ated amortization amounts arising out of present certificates will have substan- 
tially dropped out, there would then arise a large gap between wear and exhaus- 
tion totals and these necessary expenditures for facilities. The new sum-of-the 
years’ digits or declining-balance methods of depreciation will be inadequate for 
many years to fill this gap. It can be seen that even if there were to be as much 
as a 50-percent increase in so-called regular depreciation it would still leave the 
total wear and exhaustion amount much smaller than such expenditures. 

It is, of course, possible that before such a critical situation develops a funda- 
mental solution of the problem of accounting for depreciation over periods of 
dollar instability may have been achieved and recognized in the tax laws or addi- 
tional expedients may have been devised. Failing that, United States Steel and 
many other concerns will have to secure funds for capital expenditures from other 
sources if the supply and modernness of tools is to be maintained. If such funds 
come from income reinvested, then prices of products sold will have to be suffi- 
cient to cover the heavy taxation, as previously noted, of what is really deprecia- 
tion but under tax law is considered taxable income. 

The situation and prospect with respect to depreciation are such as to demand 
the most thoughtful consideration of business managements and of those respon- 
sible for determining accounting and tax policies. 
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STOCK MARKET STUDY 


United States Steels financial story, 1910-54 
[Dollars in millions] 


| l } ) 7 j 
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1 Denotes deficit. 


Note.—The data are in some respects necessarily approximate, and are based on the ye 
reported annually to stockholders without adjustment for surplus charges and credits colt aut Fp 
1942 and 1943 reflect renegotiation settlements made in the succeeding years. For example, taxes are as 
a crued before adjustments. Employment costs include pensions and social security taxes and, beginning 
with 1949, also include payments for insurance and other employee benefits. : 


Summary of 1954 financial operations 


ADDITIONS TO WORKING CAPITAL 


$195, 417, 611 
Add—Noncash costs in current year: Wear and exhaustion of 
DUT issih itictliiisnaipacictias elles chinacibckbehicbie abled saignaits-aghio ws i 


Proceeds from sales and salvage of plant and equipment 
Proceeds from sale of securities: — 9, 821, 746 


Serial debentures less amount due within 1 year_ $268, 350, 000 
Common stock under stock option incentive plan. 11,148, 434 


279, 498, 434 
Total additions 746, 577, 116 
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DEDUCTIONS FROM WORKING CAPITAL 


Expended for plant and equipment 
Dividends declared on preferred and common stocks_ 
Miscellaneous deductions 

Total deductions 


Increase in working capital 


110, 737, 043 
2, 477, 910 


WORKING CAPITAL PER CONSOLIDATED STATEMENT OF 


FINANCIAL POSITION 


Consolidated statement of income 


Products and services sold 


Costs: 
Employment costs: 
Wages and salaries _-- - pail 
ees social security ‘taxes, insurance, and other employee 


Products and services bought 

Wear and exhaustion of facilities___- 
Interest and other costs on long-term debt_- 
State, local, and miScellaneous taxes - 
Estimated Federal taxes on income 


Total__. 


Income. 
Dividends declared: 
On cumulative preferred stock ($7 per share) - 4 
On common stock ($3.25 per share 1954, $3 per ‘share 1953) 


Income reinvested in business 


1954 


1, 218, 206, 538 
168, 746, 286 


1, 134, 302, 726 
261, 839, 325 
5, 191, 459 

76, 665, 334 
190, 000, 000 


195, 417, 611 


25, 219, 677 
85, 517, 366 





$3, 250, 369, 279 


1, 386, 952, 824 


3, 054, 951, 668 


752, 013, 221 
346, 019, 785 


$3, 861, 034, 


1, 397, 431, 889 
171, 802, 047 


1, 569, 233, 936 


1, 418, 736, 438 
236, 555, 029 
2, 132, 467 

89, 289, 618 
323, 000, 000 


8, 688, 046, 888 


222, 087, 840 
25, 219, 677 
78, 329, 268 


118, 538, 895 
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Consolidated statement of financial position 


Dec. 31, 1954 | Dee. 31, 1953 




















Current assets: i 






Cash... Se deelb eh sis SR aaa s eee abe each panaieb el -----| $226,318, 363 | 214, 595, 340 
United States Government securities, at cost. ..........-..-.-..-.-.- 413, 260, 066 217, 320, 480 
Receivables, less estimated bad debts...............----------------- 214, 988, 648 237, 001, 416 
Inventories--- pa we a en eR eee eee eet ee eeene 471, 474, 749 505, 409, 401 














Wetted enna ners shdac thugs becegnains Be <n to a aii Ea 1, 326, 041,826 | 1, 174, 326, 637 








Less | 


~ Current liabilities: 









Accounts payable - - - .. hascdenvnndhghageusveuteneaanimel 288, 781,173 | 323, 709, 804 
Acerued taxes, less $190 million U. 8. Government securities | 

2) eee eS et een ee 212, 525, 329 | 474, 095, 788 
Dividends payable - - idevsdush sual Bitentddaodidenddirdie 32, 875, 467 25, 887, 237 
Long-term debt due within 1 year. -...........-------------.----. 39, 846, 636 4, 614, 023 









i ia ee ae mare theilietaimen tpi ath <alyiiwaias 574, 028, 605 


ee ee 










Westsing dng. 10:20 casio etertnectiin deasousinnenslanin pes 752, 013, 221 346, 019, 785 
Miscellaneous investments, less estimated losses. ----..........--.-..--- 21, 114,110 22, 449, 287 
Plant and equipment, less depreciation... ctnteangianin 1, 925,710,009 | 1,970,002, 353 
Operating parts and supplies... .-.....-....-.------------++---+--------- 45, 707, 261 55, 213, 949 
Coats applicable Gp IR NOG nn nn ascn cnn cece ces cctmascecees 30, 123, 093 25, 508, 740 
























Total assets less current liabilities.................-..------..--.-.-- 2, 774, 667, 694 2, 419, 194, 114 
Deduct 
Long-ter™ Ga sci hn den’, 5h - dad ap ie eeednnns 40+ eene ~ bette 324, 120, 277 64, 475, 699 
Reserves for insurance, contingencies and miscellaneous expenses - 101, 834, 776 100, 061, 875 
Excess of assets over liabilities and reserves__................-.-- 2,3 8, 712, 641 2, 254, 656, 





Ownership evidenced by: 
Preferred stock, 7 percent cumulative, oo value $100 (authorized 
4,000,000 shares; outstanding 3,602,811 shares) _...........-....-.--- 360, 281, 100 | 360, 281, 100 
Common stock (authorized 45,000,000 shares; outstanding 26,391,022 




















shares at Dec. 31, 1954, and 25,109,756 shares at Dec. 31, 1953) _ _ . __- 1, 988, 431, 541 1, 894, 375, 440 
Stated capital, $3334 per sbare.__.._......-.-....----.-----..-. 879, 700, 733 |.......-- pans 
Income reinvested in business (addition of $84,680,568 in1954)_| 1, 108,730,808 |__..._..._..___- 

Total.....- silat: SO Ra eat at wt ee 2, 348,712,641 | 2, 254, 656, 540 











Notes TO FINANCIAL STATEMENTS 







COMMON STOCK 






The stock option incentive plan, approved by stockholders May 7, 1951, author- 
ized the option and sale of up to 1,300,000 shares of common stock to key 
management employees, such shares to be made available from authorized 
unissued or reacquired common stock at market price on the date the options 
are granted. An option may be exercised in whole, at any time, or in part, from 
time to time during the option period, except that during the first year of the 
option period it may be exercised only in the event of death or retirement of 
the optionee. The option period begins on the date the option is granted and 
ends 10 years thereafter, except in cases of death, retirement, or other earlier 
termination. 

No options to puurchase stock were granted under the plan in 1954. By 
exercise of options granted in prior years, 287 optionees purchased 185,398 
shares at $41 per share and 95,868 shares at $37 per share during 1954. The 
Shares of common stock shown as outstanding in the consolidated statement 
of financial position at December 31, 1954, include 14,300 share purchased under 
the plan but not issued at that date. 

At December 31, 1954, 330 optionees held options to purchase 184,952 shares 


at ison share (granted in 1951), and 292,032 shares at $37 per share (granted 
1D 1905). 





















WEAR AND EXHAUSTION OF FACILITIES 


For a number of years, United States Steel has followed the policy of reflecting 
accelerated depreciation on the cost of new facilities in the first few years of 
their lives when the economic usefulness is greatest. Under the Internal 
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Revenue Code, that portion of the cost of facilities certified by the Defense 
Production Administration as essential to the defense effort is covered by a cer- 
tificate of necessity and can be written off for tax purposes at the rate of 20 
percent per year. The effect of amortization of these facilities is to charge to 
income a greater portion of their cost in the earlier years of life and, therefore, 
follows the principle of accelerated depreciation. Wear and exhaustion includes 
as a measure of accelerated depreciation $142,778,406 in 1954 and $105,137,893 
in 1953 representing amortization of facilities covered by certificates of necessity, 

The amount included in wear and exhaustion for the cost of facilities not coy- 
ered by certificates of necessity is related to United States Steel’s rate of 
operations. 


RESERVES FOR INSURANCE, CONTINGENCIES AND MISCELLANEOUS EXPENSES 


United States Steel is, for the most part, a self-insurer of its assets against 
fire, windstorm, marine, and related losses. The insurance reserve of $50 
million is held available for absorbing possible losses of this character, and is 
considered adequate for this purpose. 

The reserves for contingencies and miscellaneous expenses of $51,834,776, pro- 
vided mainly in previous years by charges to operations, are held for exceptional 
unanticipated losses other than those covered by the insurance reserve. 


OTHER ITEMS 


Products and services sold.—Products and services sold includes interest, divi- 
dends, and other income of $9,048,541 in 1954 and $7,980,565 in 1953. 

Wages and salaries.—Wages and salaries totaled $1,241,229,966 in 1954. Of 
this amount, $1,218,206,538 was included in costs of products and services sold 
and the balance was charged to construction and other accounts. 

Products and services bought.—Products and services bought reflects the 
changes during the year in inventories and deferred costs. These items de- 
creased during 1954 approximately $39 million. 


INDEPENDENT AvpITorRS’ REPORT 


PricE WATERHOUSE & Co., 
New York 5, February 23, 1955. 
To the Stockholders of United States Steel Corp.: 

As independent auditors elected at the annual meeting of stockholders of 
United States Steel Corp. held on May 8, 1954, we have examined the consoli- 
dated statement of financial position of United States Steel Corp. and subsidiaries 
at December 31, 1954, and the consolidated statement of income for the year 1954. 
Our examination was made in accordance with generally accepted auditing 
standards and accordingly included such tests of the accounting records and 
such other auditing procedures as we considered necessary in the circumstances. 

In our opinion, the accompanying consolidated statement of financial position 
and related statement of income, together with the notes thereto, present fairly 
the position of United States Steel Corp. and its subsidiary companies at De- 
cember 31, 1954, and the results of the year’s operations in conformity with 
generally accepted accounting principles applied on a basis consistent with 
that of the preceding year. 


PrICE WATERHOUSE & Co. 
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Details of selected items 
PLANT AND EQUIPMENT (AT COST) 


a 

Balance, tione | .. Balance, 
Dee. 31, 1953 | Additions Deductions | Dee. 31, 1954 
as ae | —|-- 


eee 
oe $73, 002,416 | $1,871,941 | $460,723 | $79, 413, 634 


Plant, mineral and manufacturing | 3,520, 793,841 | 216,740,889 | 51,069,649 | 3, 686, 465, 081 
TransporatiON..c--eeceeeee-e--------------| 599,871,838 | 8,755,807 | 13,084,033 | 595, 543, 702 


cecccccecececcccece--------| 4, 198, 668,005 | ! 227,368,727 | 64, 614, 405 4, 361, 422, 417 


Depletion seibiagiaenblacetlias 4, 888, 371 4, 888, 371 
Depreciation: i Bae 
Plant and manufacturing properties. 233, 304, 584 41, 556, 035 2, 167, 412, 343 
Transportation properties 253, 001, 948 26, 332, 013 11, 033, 896 268, 300, 065 





| 2, 228, 665, 742 | ? 264, 524, 968 57, 478, 302 2, 435, 712, 408 





| 1,970, 002,353 | 37,156,241 | #7, 136,103 | 1, 925, 710, 009 


i Includes expenditures of $58,315,512 for emergency facilities. Such expenditures since the beginning of 
950 total $745,376,843. 
"3 Wear and exhaustion of $261,839,325 shown in the consolidated statement of income comprises depletion 
and depreciation of $264,524,968 (including amortization of emergency facilities of $142,778,406), less profit of 
$2,685,643 resulting from sales. 
3 Includes $9,821,746 proceeds from sales and salvage of plant and equipment, less profit of $2,685,643 result- 
ing therefrom. 


RESERVES 


| | | 

| Additions | | 

Balance, | alias Balance, 

| Dec. 31, 1953 | — Deductions | pee. 31, 1954 


| 


Estimated bad debts_.......--- $12, 419, 621 $338, 421 $302, 113 $12, 455, 929 
Estimated losses on investments. - - - -.--- 1, 982, 662 10, 911 43, 068 1, 950, 505 


Total deducted from assets. ----- 14, 402, 283 349, 332 345, 181 14, 406, 434 


Insurance, contingencies and miscellaneous 

expenses: 
Insurance-.......---- pats tes 894, 168 50, 000, 000 
Contingencies 3, 772, 901 42, 380, 550 
Accident and hospital expenses 14, 172, 997 9, 454, 226 
Other expenses 2, 000, 000 2, 000, 000 ate 


100, 061, 875 15, 067, 165 13, 294, 264 101, 834, 776 


114, 464, 158 15, 416, 497 13, 639, 445 116, 241, 210 


INVENTORIES 


| 
Dec. 31, 1954 | Dec. 31, 1953 


Ore, limestone, coal, and coke . $118, 691, 388 $126, 002, 482 
Semifinished products 135 325, 201 144, 108, 784 
Nonferrous metals seesrataiuriees aaeneaiasn 19, 258, 227 21, 895, 219 
Finished products | 133, 755, 291 136, 359, 735 
Supplies and sundry items 53, 522, 865 68, 510, 071 
Cost (less billings) of contracts in progress 10, 921, 777 8, 533, 110 


471, 474, 749 505, 409, 401 


Notge.—The major portion of inventories is carried at cost as determined under the last-in, first-out 
method, and the remainder is carried at cost or market, whichever is lower. 
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LONG-TERM DEBT 


Interest Year of | Outstanding Increase ;; 


Fees of anes rate | maturity | Dec. 31, 1954 


United States Steel Corp., serial debentures (call- | 
able) piienndiliiadaiie i 1955-1964 | $300, 000, 000 
Bessemer & Lake Erie R. R. Co.; Pittsburgh, Bes- 
semer & Lake Erie R. R. Co. first mortgage series | 
A (callable) -- , a. ote 2% 
Duluth, Missabe & Iron Range Ry. Co. first mort- | 
gage serial bonds (c:l!lable) - Variable | 1955-1962 9, 600, 000 
Elgin, Joilet & Eastern Ry. | 
series A (callable) __- 3% 1970 15, 513, 000 
Union R. R. Co.: | | 
First and refunding mortgage series A (callable) - | 3 | 1996 7, 212, 000 | 
Union R. R. equipment trust, 1946 1%) 1956 300, 000 
Monongahela Southern R. R. Co., first mort- 
gage ¢ iia bonbee easaeeke 
Monongahela Southern R. R. Co., general | 
mortgage *_ . » bed adune at as 
Real estate mortgages and purchase money obliga- 


1996 10, 921, 000 | 





3, 000, 000 | 
2, 500, 000 


14, 874, $13 3, 235, 809 

46, 000 26, 000 

Total long-term debt__- | 363, 966, 913 294, 877, 191 

Less amount due within 1 year __- ; ; 39, 846, 636 35, 232, 613 


Lone-term dent duce alter 1 yeer..125. SoU saa ce stones < 324, 120, 277 259, 644, 578 


¢ Guaranteed by United States Steel Corp. 
§ Reduction in the year. 


Unirep Srares Sreet Corp. 
DIVISIONS AND PRESIDENTS 


American Bridge Division, 525 William Penn Place, Pittsburgh, Pa.: Norman B. 
Obbard 

American Steel and Wire Division, Rockefeller Building, Cleveland, Ohio: Walter 
F. Munford 

Columbia-Geneva Steel Division, Russ Building, San Francisco, Calif.: Alden 
G. Roach 

Jonsolidated Western Steel Division, 5700 South Eastern Avenue, Los Angeles, 
Calif.: Alden G. Roach 

Gerrard Steel Strapping Division, 2915 West 47th Street, Chicago, Ill.; Henry G. 
Walter 

Michigan Limestone Division, 2650 Guardian Building, Detroit, Mich. ; Christian 
F. Beukema 

National Tube Division, 525 William Penn Place, Pittsburgh, Pa.: John P. 

Goble 

Oil Well Supply Division, 2001 North Lamar Street, Dallas, Tex.: Fred F. 
Murray 

Oliver Iron Mining Division, Wolvin Building, Duluth, Minn.: Rudolph T. 
Elstad 

Pittsburgh Steamship Division, Rockefeller Building, Cleveland, Ohio: Donald 
C. Potts 

Tennessee Coal and Iron Division, Post Office Box 599, Fairfield, Ala.: Arthur 
V. Wiebel 

United States Steel Products Division, 30 Rockefeller Plaza, New York, N. Y.: 
John Hauerwaas 

United States Steel Supply Division, 208 South LaSalle Street, Chicago, I1l.: 
Leslie B. Worthington 


PRINCIPAL SUBSIDIARIES AND PRESIDENTS 


Bessemer & Lake Erie Railroad Co., Frick Building, Pittsburgh, Pa.: Fred W. 
Okie 

Birmingham Southern Railroad Oo., Post Office Box 579, Fairfield, Ala.: Claud D. 
Cotten, Jr. 

Carnegie Natural Gas Co., Frick Building, Pittsburgh. Pa.: Harlan H. Pigott 

Duluth, Missabe & Iron Range Railway Co., Wolvin Building, Duluth, Minn.: 
Fred J. Voss 
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Elgin, Joliet & Eastern Railway Co., 208 South LaSalle Street, Chicago, I1.: 
Thomas D. Beven A ‘ : . , 
Isthmian Steamship Co., 71 Broadway, New York, N. Y.: Glenn B. Davis 
Orinoco Mining Co., Apartado No. 2736, Caracas, Venezuela : Francis Thomas 
Pittsburgh & Conneaut Dock Co., Conneaut, Ohio: Keith C. Stevens 
Union Railroad Co., Frick Building, Pittsburgh, Pa.: Fred W. Okie 
Union Supply Co., 1509 Muriel Street, Pittsburgh, Pa.: David H. Boyd 
ted States Steel Export Co., 30 Church Street, New York, N. Y.: George 
Ww. Wollt 
United States Steel Homes, Inc., Charlestown Road, New Albany, Ind.: H. 
Douglass Moulton , 
I'niversal Atlas Cement Co., 100 Park Avenue, New York, N. Y.: Charles B. 
Bake 
OnLy Street Can Do So Many Joss So WELL 


Not only do the products supplied by United States Steel serve virtually all 
of the great industries in the United States, but steel products bring comfort, 
safety, and health in all stages of a person’s life. 

When the child is born his well-being is safeguarded by steel in the form 
of hospital equipment, such as sterilizers that are so indispensable to modern 
medical practice. The small child finds happiness playing with intriguing toys— 
perhaps bright, sturdy toys made of steel, toys that will last and last so that they 
can and may be passed on to the children and grandchildren and so give much 
repeated pleasure. 

When the child becomes a little older he thrills to the wind whistling by as he 
speeds along on his roller skates or his shiny new bicycle, both of which owe to 
steel their strength, their durability, and their safety. When the child becomes 
a youth he usually, in America, starts driving the family automobile or perhaps 
has one of his own. Never before could one get to see so many places with such 
comfort and convenience as in that modern magic carpet made mostly of fine 
steel. 

When a new home is established steel becomes an indispensable partner. On 
cold mornings the fire in a furnace made of steel sends steam, hot water, or 
warm air coursing through steel pipes to bring comforting warmth to every 
nook and cranny, At mealtime, well-preserved food is found in a steel refriger- 
ator or a freezer or a tin can made of steel. The food often is cooked in steel 
pots and pans on a steel stove and served with stainless steel “silverware.” The 
dishes are washed in a porcelain-enameled or stainless steel sink or automatic 
washer, also made of steel. Washing machines, dryers, ironers, and vacuum 
cleaners are made largely of steel and lighten the housekeeping burden. Resilient 
steel springs fill chairs and beds, while even the alarm clock is made mostly of 
steel. 

In these and many other ways steel makes individual and family life more 
pleasant. In fact, almost everything we use in daily life is made of or with 
the aid of steel, for only steel can do so many jobs so well. 


(Whereupon, at 4:35 p. m., the committee recessed until 10 a. m. 
the following day, Tuesday, March 22, 1955.) 
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TUESDAY, MARCH 22, 1955 


Unrrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D. C. 
The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10:05 a. m., Senator J. William Fulbright (chairman) 
presiding. _ 
Present : Senators Fulbright, Frear, Lehman, Capehart, Bush, Beall, 
and Payne. 
Also present: Robert A. Wallace, staff director of the committee. 
The Cuamman. The committee will come to order. 
We have as our witness this morning Mr. Ralph H. Demmler, Chair- 
man, Securities and Exchange Commission. 
Mr. Demmler, would you care to introduce your associates to the 
committee? 


STATEMENT OF RALPH H. DEMMLER, CHAIRMAN, ACCOMPANIED 
BY COMMISSIONERS PAUL R. ROWEN, CLARENCE H. ADAMS, 
J. SINCLAIR ARMSTRONG, A. JACKSON GOODWIN, JR.; EDWARD T. 
TAIT, EXECUTIVE ASSISTANT TO THE CHAIRMAN; HAROLD C. 
PATTERSON, DIRECTOR OF THE DIVISION OF TRADING AND EX- 
CHANGES ; AND BYRON D. WOODSIDE, DIRECTOR OF THE DIVISION 
OF CORPORATION FINANCE, SECURITIES AND EXCHANGE COM- 
MISSION 


Mr. Demmtuer. Yes, Mr. Chairman. Immediately back of me is 
Edward T. Tait, my executive assistant; Mr. Harold Patterson, the 
Director of the Division of Trading and Exchanges; and Mr. Byron 
D. Woodside, who is Director of the Division of Corporation Finance. 

Immediately behind them are my fellow Commissioners—on my left, 
A. Jackson Goodwin, Jr., of Alabama; J. Sinclair Armstrong, of 
Illinnois; Clarence H. Adams, of Connecticut; and coming into the 
room is Mr. Paul R. Rowen, of Massachusetts. 

In addition to these gentlemen, there are a large number of other 
members of our staff whom I would be very happy to introduce. 
There are a ae number of them, however. Perhaps we had better 
let the introduction of those gentlemen go until such time as I might 
feel it necessary to call upon them in case of need. 

The Cuarrman. Thank you very much, Mr. Demmler. 

Mr. Demmler, I think to start our record off with the proper back- 
ground, I wonder if you would supply for the record at this point 
a biographical sketch of all the members of the Commission. You 
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do not have that in your statement and I did not ask you for it, but 
you can supply it later for the record. 

Mr. Demouer. I will be very happy to, sir. 

The CHairnman. We would like to have the experience and back- 
ground of the Commissioners as a background for the consideration 
of t a ir testimony. 

Demmurr. I think, Mr. Chairman, we have already supplied 
the. committee with copies of our 20th annual report for the fiscal year 
ended June 30, 1954. That cor _ ins the biographical sketch of eac} 
of the Commissioners, and if it is satisfactory to you, may we live 
that stand as > the biographies for the record ? 

The Cuamman. You supplied that? 

Mr. Dean ER. Yes. 

The CHarrman. Then I will ask the reporter to incorporate that 
at this point as the beginning of this testimony today. 

(The biographical sketches are as follows :) 


RALPH H. DEMMLER, CHAIRMAN 


Chairman Demmler was born in Pittsburgh, Pa., on August 22, 1904, and has 
been a lifelong resident of that city. Chairman Demmler received a bachelor 
of arts degree from Allegheny College in 1925 and a bachelor of laws degree 
from the Law School of the University of Pittsburgh in 1928. He was admitted 
to the Pennsylvania bar in 1928 and thereafter specialized in corporate and 
banking law. Between 1928 and 1930 he was associated with C. E. Theobald, 
Esq., and between 1930 and 1938 with the firm of Watson & Freeman. He was a 
partner in the firm of Hirsch, Shumaker, Demmler & Bash from 1938 to 1941. 
Between 1941 and 1943 he served as trust officer of Commonwealth Trust Co. 
of Pittsburgh. Between 19483 and 1953 he was associated with the firm of Reed, 
Smith, Shaw & MeClay, and was a partner in that firm from 1948 until June 
15, 1958. On June 17, 1953, he took office as a member of the Securities and 
Exchange Commission for a term of office expiring June 5, 1957, and was desig- 
nated Chairman of the Commission by the President. 


PAUL R. ROWEN 


Commissioner Rowen was born in Brighton, Mass., October 7, 1899. He re- 
ceived a bachelor of arts degree from Georgetown University in 1921, attended 
Harvard Law School from 1921 to 1924, received a bachelor of laws degree 
from Boston University Law School in 1925 and was admitted to the bar of 
Massachusetts in 1926. From 1926 to 1932 Mr. Rowen was engaged in the gen- 
eral practice of law in Boston. From 1932 to 1936 he served successively as as- 
sistant district attorney in Boston, as assistant counsel, regional litigation at- 
torney, NRA, in Washington, D. C., and as legal consultant, Federal Coordina- 
tor of Transportation, Washington, D. C. In 1936 Mr. Rowen became a member 
of the staff of the Commission at its office in Washington, D. C., and served as 
an attorney on the staff until 1939. Thereafter, Mr. Rowen was appointed 
regional administrator of the Commission’s Boston regional office and served 
in that capacity for over 6 years. On May 28, 1948, he took office as a member 
of the Securities and Exchange Commission and on June 14, 1950, was reap- 
pointed for a term of office ending June 5, 1955. 


CLARENCE H. ADAMS 


Comuussioner Adams was born in Wells, Maine, on November 1, 1905, and 
resides in Bloomfield, Conn. In 1925 he moved to Connecticut where he entered 
the investment banking business. In 1931 he organized the securities division 
of the banking department and became the first securities administrator of 
Connecticut, responsible for the administration of the Connecticut Securities Act, 
which position he held until 1950. In 1945 he served as president of the Na- 
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tional Association of State Securities Administrators. His business background 
includes membership in an investment banking firm in Hartford, and he headed 
a lending institution in that city. On May 8, 1952, he took office as a member of 
the Securities and Exchange Commission for a term of oflice expiring June 5, 


1956. 


J. SINCLAIR ARMSTRONG 


Commissioner Armstrong was born in New York City on October 15, 1915. He 
received a bachelor of arts degree from Harvard College in 1938 and a bachelor 
of laws degree from Harvard Law School in 1941, After passing the New York 
State bar examination in 1941 he moved to Chicago, Iil., in July 1941 was 
admitted to practice in Illinois in that year, and from 1941 to 1945 was 
associated with the law firm of Isham, Lincoln & Beale. From 1945 to 1946 he 
Was on active duty in the United States Naval Reserve, assigned to the Office 
of the General Counsel for the Department of the Navy in Washington. In 
1946 he returned to Isham, Lincoln & Beale, becoming a partner of the firm in 
1950. On July 16, 1953, he took office as a member of the Securities and Exchange 
Commission for a term of office expiring June 5, 1958. He also serves as the 
Commission’s delegate as a member of the President’s Conference on Adminis- 
trative Procedure. 


JACKSON GOODWIN, JR. 


Commissioner Goodwin was born in Anniston, Ala., on October 18, 1911 and 
resides in that city. He received a bachelor of arts degree from Princeton 
University in 1954 and a master of business administration degree from Har- 
vard Business School in 1936. Between 1936 and 1940 he was associated with 
the investment banking firm of Dillon, Reed & Co. Between 1946 and 1952. after 
5 years military service during which, among other duties, he served as an 
assistant and aide to Undersecretary of War Robert P. Patterson and in the 
Kuropean theater of operations as a lieutenant colonel, he was associated with 
the Anniston National Bank of Anniston, Ala., as vice president and director. 
In 1952 and 1953 he was a director of the Federal Reserve Bank of Atlanta, Bir- 
mington branch, and a director of the Life Insurance Co. of Alabama. On July 
16, 1953, he took office as a member of the Securities and Exchange Commission 
for a term of office expiring June 5, 1954, and was reappointed for a term. expir- 

g June 5, 1959. 

The Cuainman. Mr. Demmiler, I understand that you have a rather 
lengthy statement which we will make a part of the record, and you 
have a condensed statement you would like to present to the committee. 
Is that correct ? 

Mr. Demuer. That is correct, sir, 

The CuarrmMan. Then you may proceed. 

di. DiMatLer: My haine is Ralph H. Demmler. Since June 17, 
1953, I have been Chairman of the Securities and Exchange Commis- 
sion. All the other members of the Commission join me in the writ- 
ten statement filed with the committee. This oral statement is a sum- 
mary of the long written statement. 

I would like at the outset to make some observations about the role 
of the Commission in the capital markets generally, that is, the trading 
markets and the market for original issue of secur ities. 

The Commission has no statutory responsibility | bearing directly 
upon general market price levels, as such. The Commission’s powers 
are generally the antithesis of price regulation. They are powers cal- 
culated to preserve a free and unmanipulated market. 

The Securities Exchange Act of 1934 was directed against specific 
abuses, some of which I shall discuss in a few minutes. It did not, 
however, except for the provision for margin’ requirements, provide 
any direct check on the popular will to spee culate. The act leaves the 
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individual free to go into the market place if he so desires. In fact, 
the restoration of investors’ confidence was one of its aims. 

The securities markets are basic to the American economic system. 
The capital markets for original issue—public offering and private 
placement—have provided the means by which in the last 20 years ap- 
proxientet a hundred billion dollars of corporate capital funds have 
een raised. The Nation’s industrial plant, on which our economic 
and military strength depends, in turn is dependent on continued in- 
vestment of capital. The trading markets—both exchange and over 
the counter—make possible the existince of the markets for original 
issues of securities. 

The securities laws considered together are based upon several legis- 
lative policies which can be classified as follows: 

(1) Requirements for disclosure; (2) aoe of unlawful acts; 
(3) imposition of civil and criminal liabilities and penalties; (4) exer- 
cise of administrative and regulatory powers by the Commission; and 
(5) self-regulation by national securities exchanges and registered 
associations of securities dealers. 

Let me give a few examples of each of these legislative policies and 
then let me draw some conclusions as to the responsibility for the ef- 
fective operation of the securities laws. 


1. REQUIREMENTS FOR DISCLOSURE 


Registration of new issues of securities, of securities for listing on a 
national securities exchange, of investment companies, of brokers and 
dealers, and of investment advisers, all involve disclosure designed to 


provide information to the public investor. 

The responsibility, both criminal and civil, for the accuracy of the 
disclosure is on the party furnishing the information. 

The Commission’s duty in respect of the disclosure requirements is 
administrative. The Commission does not audit the accuracy of dis- 
closure. The Commission examines such material to see if it is in- 
sufficient on its face. If so, it suggests changes, and failing to get them, 
it may exercise administrative discipline or go into the Federal court 
for an injunction. 

Requirements for disclosure represent the basic policy of the securi- 
ties laws. The disclosures are made for the benefit of the public, and 
it is the responsibility of the public investors themselves, and of those 
who advise them, to see that the benefits from disclosure are available 
in practice as well as in theory. 


2. PROHIBITION OF CERTAIN UNLAWFUL ACTS 


Each of the several statutes which the Commission administers con- 
tains prohibitions, either of practices specifically described in the laws 
or of practices in violation of rules of the Commission. 

These prohibitions operate like any other legal prohibitions. Their 
violation may lead to administrative discipline by the Commission 
such as revocation of the registration of a broker or dealer, or to in- 
junctive or criminal proceedings in the courts. The efficacy of these 
prohibitions, like all prohibitory laws, depends in great measure on 
the disposition of people to obey the law. 
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3. CIVIL AND CRIMINAL LIABILITIES AND PENALTIES 


The acts administered by the Commission provide that willful vio- 
lations may be punished criminally. The Commission is also author- 
ized to seek injunctions. In some circumstances an aggrieved party 
may seek an injunction against the violator. In addition there are 
provisions for civil liability to aggrieved parties. 

These criminal penalties and civil liabilities are imposed by the 
courts and not by the Commission. The Commission investigates 
violations, goes to the courts to restrain their continuance and refers 
violations to the Department of Justice for criminal prosecution. 
Civil liabilities are imposed in private litigation to which the Commis- 
sion is not a party. 


4. THE EXERCISE OF ADMINISTRATIVE AND REGULATORY POWERS BY THE 
COMMISSION 


The Commission’s numerous powers are set forth in the several acts. 
It can prescribe duties and even create civil and criminal liabilities 
by use of its rule-making power. The Commission has powers to 
exempt certain transactions from the peniee of statutory prohibi- 
tions. It may impose administrative discipline such as delisting of 
stocks, or revocation of a broker’s or dealer’s registration. It has 
investigative powers. 

The efficacy of the Commission’s administration, of course, is de- 
pendent upon the wisdom with which the Commission exercises these 
powers, particularly in the field of rule-making. Rules must not only 
be theoretically sound but they must be understandable and capable of 
enforcement. There is always a question of proper balance between the 
perfect and the practicable, itwaen the reasonably certain and the un- 
reasonably rigid. There are continuing problems of drawing and revis- 
ing rules to close loopholes which the ingenious seek to discover. It 
must be borne in mind that abuses which subtly creep into business 
transactions are frequently in the nature of unfair practices, informal 
collusive action, activities not in accordance with just and equitable 
principles of trade. The line between the illegal and the unethical is 
sometimes hard to draw. In may areas, the Commission’s rule-making 
power involves the drawing of just such lines. 


o. SELF-REGULATION BY NATIONAL SECURITIES EXCHANGES AND REGISTERED 
ASSOCIATIONS OF SECURITIES DEALERS 


The Securities Exchange Act accords legal status to the discipli- 
nary powers of securities exchanges and to registered associations of 
securities dealers. The discharge of the responsibility imposed on the 
exchanges and the National Association of Securities Dealers, Inc.— 
we refer to it as the NASD—and their members transcends in practi- 
cal importance anything that could be accomplished by an army of 

’ 


inspectors which t 
have. 

I have presented this brief classification of legislative policies and 
the few examples of each in order to point out that the effective opera- 
tion of the securities laws is dependent upon a recognition of respon- 


e Commission might send in but which it does not 
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sibility by investors, by issuers of securities, brokers. dealers, ee 
writers, exchanges, and associations of securities dealers, as well ; 
by the Commission and the courts. 

I should like now to comment on two specific problems which have 
been raised at these hearing: One, institutional advertising programs, 
and the other, the broadcasting of news about companies in a manner 
which excites public interest in their securities. 

The Government and the business community are confronted with 
a dilemma when they appraise any program designed to interest: the 
general public in our capital markets. Broader public understand- 
ing of how our system of capital formation operates is clearly desir- 
able. To draw the line between legitimately stimulating the interest 
of potential investors in our capital markets and improperly luring 
people into those markets would be a difficult legislative feat 

In my opinion institutional advertising for investment in the 

American economy would be better regulated by self-control than by 
legislation. The principle of legislative control might be applied 
in other circumstances to institutional advertising appeals by labor 
nnions, medical associations, associations of railroads, associations of 
cooperatives, associations of producers of commodities—such as meat 
or butter or oleomargarine. Rather it strikes me that these bids for 
public favor are in the American tradition and in the spirit of the first 
amendment. However, an institution with the public responsibility of 
a national securities exchange must recognize the obligation it as- 
sumes when it undertakes a public relations ¢ campaign to influence what 
people do with their savings. 

Members of the committee have expressed concern about broadcasts 
which have enticed people into the market. The Commission is no 
less concerned. However, the prohibitions of the act with respect to 
tips and rumors would not appear to include a news report as such. 
The inhibitions of the present securities laws are imposed on parties 
having an interest in the transaction or those paid by such parties. 
If such responsibility were en upon those who undertake, without 
ue h pecuniary interesf, to publish information, the result might be to 
shut off publication of market information. If legislation curbing 
these broadcasts had the unintended effect of drying up news sources 
out of a fear of liability for unintended and occasional inaccuracies, 
the cure would be worse than the disease. A few demonstrably bad tips 
might have the effect of eliminating this source of enticement into the 
market. T have no legislation to suggest on this subject. 

It is fair to point out, however, that institutional advertising and 
broadcasting are only a part of the general publicity regarding the 
markets. News publications about securities, advertisements by in- 
vestment advisory services, and advertisements by dealers are avail- 
nble for the public to read, and these, generally speaking, receive 
no advance review or routine post-publication examination by the 
Commission. T am not suggesting that they should. Advertising by 
sellers of securities is subject to the fraud provisions of the Securities 
Act, in some cases the mail fraud statutes, and to fraud provisions 
of the laws of some States. From a prac tical standpoint, unless the 
Commission’s staff were vastly enlarged, it would not be able to censor 
before publication, or review after publication, either advertising or 
advice, 
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The balance of this oral summary statement will be devoted to brief 
comments on the efficacy of the Securities Exchange Act in accom 
»lishing some of its specific aims. My written statement deals with 
hese matters in Getail. 

First, the act was designed to eliminate laxness by the securities ex- 

anges in administration and in control of the activities of their mem- 

one: The act places direct responsibility on the exchanges and some 
supervisory control in the Commission re 

In discharging its statutory duties under the Act, the Commission 
relies in great measure upon the following as indications that the 
national securities exchanges, generally speaking, are being operated 
in a manner consistent with the public interest : 

1. The continued maintenance of consultation and liaison between 
the exchanges and the Commission ; 

2. The character of the exchanges’ rules and the power of the Com- 
mission with respect thereto; 

3. The fact that such rules, before adoption by the exchanges, and 
continuing afterwards as they are in operation, are usually discussed 
with the staff of the Commission and on occasion with the Commission 
itself ; 

4. The absence of public complaint; 

5. The obligation of the exchanges to require of their members com- 
pliance with the securities laws and rules of the Commission ; 

6. The fact that unlawful activity on the floor of an exchange cannot 
easily escape the notice of others on the floor; 

7. The disciplinary powers of the exchanges, their exercise by the 
exchanges and the fact that such discipline may affect the livelihood 
and reputation of the one against whom it is imposed : 

8. The Commission’s inquiries into possible manipulations; and 

9. The requirements for, and surveillance by the exchanges of, the 
financial responsibility of their members, 

Second, the act, as well as were the other acts administered by the 
Commission, was designed to insure dissemination to the public of in- 
formation concerning the issuers of securities and the securities them- 
selves. 

This information, found in statements filed with the Commission 
and in annual and interim reports, provides the investor directly— 
and indirectly through the activities of statistical*services, banks, se- 
curity analysts, and investment advisers—with a flow of information 
which contributes to the creation of a well-informed investing public 
and hence in the long run tends toward the fixing of realistic market 
prices, 

To be sure, the availability of accurate information does not auto- 
matically elimjnate either unreliable information or the possibility of 
undisclosed abuses. Neither does the availability of information pro- 
vide the investor with the wisdom or the energy to determine its sig- 
nificance. However, the disclosure provisions of the securities acts and 
their administration by the Commission have been both an incentive 
to business morality and a medium for the education of the investing 
public. 

Third, the act contains many provisions designed to curb manipula- 
tive practices. The staff of the Commission keeps a daily watch on 





930 STOCK MARKET STUDY 


significant price movements in particular securities and investigations 
into such price movements are made when there appears to be a possi- 
bility of manipulation. 

Although few proceedings are begun in relation to the number of in- 
quiries conducted, it is felt that these inquiries operate as a signifi- 
cant deterrent to manipulative activities. 

In many discussions with the Commission numerous members of its 
staff charged with responsibility for enforcing the antimanipulative 
provisions of the act have expressed the opinion that, with respect to 
the securities markets generally, such markets are not being manipu- 
lated in contravention of the act. 

The rules of the Commission and of the exchanges on_subjects 
related to manipulation are necessarily highly technical. The Con- 
gress recognized this fact when it left the making of such rules to 
the Commission rather than prohibit legislatively certain activities 
which it found had given rise to abuses. The area is one in which 
there are wide differences among the experts. 

I have no recommendations to make either for additions to or sub- 
tractions from the Commission’s powers on manipulation. I point 
out, however, that the inherent complexity of the subject is one which 
will continue to challenge the best efforts of the Commission and of 
the governing authorities of exchanges and securities dealers asso- 
ciations. 

Fourth, to prevent unfair use of inside information, the act pro- 
vides that any profit realized by an officer, director, or 10-percent 
stockholder from a short-swing transaction in a listed security is 
recoverable by the corporation. 


The requirement for officers, directors, and large stockholders to 
report their security holdings and changes therein has proved an effec- 
tive medium both to retard tradin by insiders within the 6-month 

able 


statutory period and to make avai to investors knowledge that 
the issuer may have a statutory claim against the trader. 

These civil-liability- provisions with respect to insider trading are 
enforced by the courts, not by the Commission. The Commission’s 
problems on this subject have had to do largely with interpretations 
and with the exercise of its rulemaking power to exempt transactions 
“not comprehended within the purpose” of the statutory recovery 
provision and also the exercise of its rulemaking power with respect 
to reports of holdings and changes therein. The rules on both sub- 
jects have become exceedingly complex. This matter has been under 
serious study during the last 18 months, and it is hoped that more 
understandable, but equally stringent, rules can be formulated. 

Fifth, the act makes it unlawful to solicit proxies for listed com- 
panies in violation of rules of the Commission. Thé rules require 
a proxy statement as soliciting material to include information re- 
garding the solicitors, the nominees for election, and other matters to 
be acted upon. The major exchanges have their own rules relating 
to the giving of proxies by members of the exchanges for securities 
held for customers. 

The proxy rules, evolved gradually, have generaly worked well, 
although new problems have been raised in the last two proxy seasons 
in the application of the rules to proxy contests. The Commission’s 
aim in proxy contests is to keep the fight under sufficient control so 
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that by the time the election comes, the stockholders have had a fair 
presentation of both sides. Generally speaking, I think that our 
administrative practices have produced that result. However, the 
administrative handling of proxy contests involves a considerable ele- 
ment of hurly-burly. We hope that further experience in proxy con- 
tests may enable us to revise the rules so as to reduce the administrative 
difficulties in these proxy contests. There is some analogy between a 
proxy contest and a political campaign. It is naive to suppose that 
struggles for corporate control will ever lose the characteristics of a 
fight. 

Sixth, the act contains many provisions relating to the registration 
and the conduct of brokers oa dealers which give the Commission 
certain authority relating to capital requirements, hypothecation of 
customers’ securities, maintenance of books and records, inspection of 
brokers and dealers by the Commission, and the like. While some 
violations by brokers and dealers of the various securities laws un- 
doubtedly go undetected, I believe that there is not prevalent any 
serious wave of illegal practices by brokers and dealers. I base this 
confidence on— 

1. The fact that in many transactions where a customer is injured 
or defrauded, a violation of State law as well as Federal law is in- 
volved and the customer himself has recourse to both the State and 
the Federal courts; 

2. The existence of the Securities and Exchange Commission and 
in many cases of a State commission, which can put the broker-dealer 
out of business, is a deterrent to unlawful practices ; 

3. The possibility of an inspection by one of the inspecting agen- 
cies, whether exchange, NASD, State authority, or the Securities and 
Exchange Commission is also a deterrent; 

4. The filing of financial reports by brokers and dealers gives some 
indication of danger spots; and 

5. The news of illegal activity by one broker or dealer travels rapid- 
ly in the financial community and this fact acts as a deterrent. 

Above and beyond these things, however, I think that the Commis- 
sion in appraising the efficacy of the provisions pertaining to brokers 
and dealers must place considerable reliance on the disposition of most 
people to obey the law. 

The act also provides for the registration of “national securities 
associations” composed of over-the-counter brokers and dealers. The 
Commission has some regulatory supervision over such associations, 
and is authorized to review their disciplinary actions and denials of 
membership. Only one national securities association—the National 
Association of Securities Dealers, Inc.—has become registered under 
this act. Its activities help to prevent and stamp out abuses in the 
over-the-counter market, particularly in the area of unethical activi- 
ties. Our liaison with nAsp is good. 

I have already commented on the importance of self-regulatory prin- 
ciple and on the faith that must be pinned on the successful operation 
of that principle. 

The over-the-counter market generally presents a different set of 
questions than the exchange market. 

Logic would indicate that legal requirements applicable to listed 
companies and their officers and directors might be equally applicable 
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to publicly held unlisted companies. The following questions, among 
a are presented, however : 

To what extent have investors suffered as a result of the failure 
of ¢ ongress to extend the coverage of the act as above indicated ? 

Where shall the line be drawn between unlisted companies which 
Fe! | be covered by such an extension of the coverage of this act 
and those not to be so covered ? 

How, from a practical standpoint, can prices of actual sales 
of securities be precisely ascertainable without the mechanics of an 
onctes market ? 

4. Should the Federal establishment be enlarged by the additional 
stall necessary to handle the administrative responsibility which 
would be imposed ? 

Bills to eae companies with 300 or more security holders and $3 
million or more of assets to the reporting, proxy solicitation, and in- 
sider trading liability provisions of the Securities Exchange Act were 
introduced in the 79th, 81st, and 82d Congresses, but they were not re- 
ported out of committee. 

The Commission and its staff recognize their responsibility in 
administering statutes dealing with such an important, sensitive and 
complex feature of the American economy as the capital markets. 
They also recognize that a healthy national economy, an informed 
public and a responsible business community in the end determine the 
soundness of the securities markets. 

That is the end, Mr. Chairman, of my oral summary. My fellow 
Commissioners, the staff members and I are here to answer the com- 
mittee’s questions. 

I thank you for the opportunity to appear on behalf of the Com- 
mission and I assure you of the Commission’s cooperation in this 
inquiry. 

The Cuarrman. Thank you, Mr. Demmler, for a very excellent 
statement. Before starting the questions, however, I should like to 
express the deep appreciation of the committee and the staff for the 
cooperation that we have already had from you and from the Secur- 
ities and Exchange Commission. 

Your cooperation in supplying technical data and materials has 
been extremely important in enabling the preparation for this study 
to proceed on a sound basis. Since it is our aim to conduct this study 
in a responsible manner, we are indeed grateful for your help. 

I would like to say at this point that the committee has had coopera- 
tion from a variety of groups, especially the stock exchanges, in the 
supplying of data, as well as from private companies and from cer- 
tain other governmental agencies. 

[ particularly would like to thank you, Mr. Demmler for eae 
us two of your very excellent employees, Mr. Myer Feldman, specia 
counsel, who has been devoting his full time to the work of the 
committee, and Mr. Amerst E. Huson, who is a financial analyst. 
Both of them have been loaned to the committee on a reimbursable 
basis, I may say. We could not have found anyone with similar 
qualifications any place else, and we could hardly have proceeded 
without their assistance. 

I would like also to thank the Legislative Reference Service of the 
Library of Congress for making available to the committee Mr. Asher 
Achinstein, who is an economist and an expert on business cycles. 
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Certainly the committee is very grateful to you, Mr. Demmler, for 
vour cooperation. ¢ ; 

~ J would like to call attention particularly to your statement on page 
5, which appeals to me very much, as it seems to me to run through 
all of your statement. I have reference to this statement : 

The line between the illegal and the unethical is sometimes hard to draw. In 
many areas, the Commission’s rulemaking power involves the drawing of just 
such lines. 

I think that is a very significant statement, with which I agree. 
I also am not optimistic about great changes or great improvements 
through legislation. It must be largely a determination and a recog- 
nition of just such lines as you are talking about between unethical 
and ethical practices. I wondered if you could enlarge that state- 
ment a little, by illustration, for the benefit of the committee and the 
public? What particularly did you have in mind when you wrote 
that sentence? 

Mr. Demmuer. Well, if you will excuse me for one moment while 
I get out one of our rules. Section 10 (b) of the Securities Exchange 
Act makes it unlawful— 
to use or employ in connection with the purchase or sale of any security regis- 
tered on a national securities exchange, or any security not so registered, any 
manipulative or deceptive device or contrivance in contravention of such rules 
and regulations as the Commission may prescribe as necessary or appropriate in 
the public interest or for the protection of investors. 

Now, what is a manipulative or deceptive device or contrivance! 
How are we going to write a rule which gives effect to that particular 
statute? That was the problem which challenged the Commission 
over a period of years. The Commission made a rule under that 
particular section which made it unlawful— 
to employ any device, scheme or artifice to defraud or to make any untrue state- 
ment of a material fact, or omit to state a material fact necessary in order to 
make the statements made, in the light of the circumstances under which they 
were made, not misleading; or to engage in any act, practice or course of 
business which operates or would operate as a fraud or deceit upon any person in 
connection with the purchase or sale of a security. 


Now that language is still indefinite; but the effect of the rule, it 
seems to me, is to place on someone who has the superior bargaining 
position in the purchase or sale of a security, an obligation to probe 
very deeply into his own conscience lest he cross that line between 
the unethical and the illegal. 

The Cuarrman. I think that is a very important approach. If we 
must rely only on what is illegal we will be a long way from having 
honest markets. We have to develop some sensitiveness to the un- 
ethical quality which may still be legal. I think I detect that feeling 
through your whole statement with your reference to the willingness 
of people to obey the law. I felt you meant the spirit of the law. 
If all of the people go as far as they can just within the letter of the 
law you will not be very successful. Is that about what you were 
trying to say, or did say ? 

Mr. Demouer. I think you have paraphrased my meaning very 
well, Mr. Chairman. : ; 

The Cuamman. I thought that has particular significance. Also 
with regard to what you have to say on tips on page 7. If I under- 
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stand you correctly you do not see any practical way to deal with 
either the institutional advertising problem, or tips, legislatively. 
But you can help develop a sense of responsibility or, I may say, a 
sense of ethics in that field, can you not? You can help to do that? 

Mr. Dem™ter. I think so. As a matter of fact one thing, or one 
conviction that becomes more firm in my own mind as the years go 
on is that the securities laws generally have improved business 
morality as well as created an investing public which is gradually 
getting better informed. The latter process, of course, is necessarily 
one that takes more time because there are more people involved. 

The CHamman. It occurred to me that a discussion of these prob- 
lems by this committee might help in informing the public. Do you 
think that is an unreasonable assumption ? 

Mr. Demouer. I think that sable education on the processes of 
capital formation and the nature of our securities markets is obviously 
in the public interest. 

The Cuarrman. Educational information with regard to tips, how 
they are given, and their results, is also in the public interest; is it 
not ¢ 

Mr. Demmter. I think information on any of the problems of the 
securities markets is in the public interest. 

The CHarrman. You would go so far as to say this inquiry into the 
economic conditions of the country might be in the public interest ? 

Mr. Demmer. Yes. 

The Cuarrman. Well, thank you. Do you think there is an ascer- 
tainable difference between a speculator and an investor? 

Mr. Demmoter. No. I think that is like drawing a line between 
black and gray. 

The Cuarrman. The words are used, are they not, by people who 
discuss our markets, that investors follow certain general rules and 
speculators others. Margin trading is primarily that of a speculator 
whereas investors do not usually do that. Do you think that has any 
real significance ? 

Mr. Demmter. I think it very definitely has significance, Mr. 
Chairman. Certainly, as you move from the speculator to the in- 
vestor there is somewhere a line which separates them. They are 
clearly two different categories; but the line separating them cannot 
be drawn precisely. 

The Cuarrman. Is it fair to say that the market, that is, the stock 
market, itself is secondary to the investment banker in the raising of 
capital for the American industrial organization complex? 

Mr. Demoter. I think that is not an accurate statement. 

The Cuarrman, I would welcome an accurate statement. I do not 
know. Is the primary function of the market the raising of new capi- 
tal, or is it merely a place where the ownership is changed between 
various people? 

Mr. Demoer. Basically the stock market, so-called—the trading 
market for securities, whether you are speaking of the exchanges 
or over-the-counter markets—are markets in which owners of securi- 
ties sell them and buyers of securities buy them. But in the general 
process of our capital markets the trading markets are supplemental 
to and necessary to the existence of the markets for original issue. A 

erson is much less likely to buy a security on its original issue by the 
issuer if he has no future market assured in case he has to sell it. 














STOCK MARKET STUDY 935 


The CuatrMan. Yes. Iseethat. But actually, asa mechanical mat- 
ter, as to the original issues, are they not floated on the market through 
underwriters? Under a little different condition, are they not, than 
the actual trading on the market? I do not know that it is a sig- 
nificant difference. I thought we could draw a distinction perhaps 
as a matter of emphasis or degree between the two operations. 

Mr. Demmuer. They are different operations, but one supplements 
the other in greater or lesser degree. For example, there are a number 
of companies which have issued large amounts of debt securities 
which are convertible into stock. Two examples I can cite are the 
American Telephone Co.’s convertible debentures and Columbia Gas 
System’s convertible debentures. Those debentures, which are debt 
issues, are convertible into stock. 

The process by which the investor’s dollar, originally invested in a 
debenture, becomes part of the common stock capitalization of the 
issuing company is one in which the underwriter’s function is supple- 
mented by the function of the trading markets. 

The CuatrMan. I see the very important connection. Would you 
sav that you feel your greatest contribution is in the field of nadie 
writing? That is, in the disclosures of new issues, and so on, or in 
the regulation of the stock exchange? Which is the more important? 

Mr. Demoter. I would not like to put them on a balance. I think 
they supplement one another. They are parts of the same process. 
After all, the Securities Act of 1933, generally speaking provides for 
information to the investor—information furnished aiden criminal 
and penal and civil sanctions as a protection to the investor when he 
buys a newly distributed security. 

The Securities Exchange Act of 1934 provides for a certain con- 
tinuing flow of information by companies which have registered 
under the Securities Act and by companies which are listed on 
national securities exchanges. 

So, the information which the investor gets before he buys is sup- 
plemented by information which he gets under the Securities Ex- 
change Act after he buys; and the whole thing fits together into a 
relatively harmonious pattern of disclosure. Then added to the 
disclosure elements, of course, of the Securities Exchange Act are 
the matters relating to manipulation, proxies and insider trading, and 
the like. 

The Cuamman. One last question or observation. I would like to 
emphasize what you say at the bottom of page 10 and top of page 11. 
I think there is great misapprehension emt the siesta of the 
requirement of disclosure. A lot of people go further and feel because 
there has been disclosure you have put your stamp of approval on it. 

I know it is a common misconception because people have said so to 
me. Your statement should certainly, in my opinion, be emphasized. 

Mr. Demuer. I have been making speeches on that subject for the 
last year and a half, and I am sure that the provision of this com- 
mittee as a forum to reemphasize that is very definitely in the public 
interest. 

_ The Cuamman. Yes. It should be emphasized time and again that 
just because there has been disclosure does not mean you have said 
there is nothing further. As you say, it does not automatically elim- 
inate unreliable information or the possibility of undisclosed abuses 
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by any means. That would be a matter of a long period before you 
could possibly ascertain all of those things. 

Mr. Demoter. That is right, sir. 

The CHarrMAn. So it is a very limited thing. It goes as far as | 
know how to go at the moment by legislation ; and yet it is no guaranty 
at all that the issue which has received the certificate is a good issue. 

I yield to the Senator from Indiana for 10 minutes. 

Senator Carenartr. Mr. Demmler, have you been aware, over ‘the 
past 18 months or 6 months or 90 days, that there was anything par- 
ticularly wrong with the stock market? Have there been any more 
violations during the past 18 months than there were prior to that 
time ¢ 

Mr. Demoter. I cannot say that we have been aware of more vio- 
lations. I do not have at hand any statistics on that subject. I would 
be glad to furnish the committee a precise answer to that question. 

Senator Carenarr. Well, have you personally, as the Chairman, 
been conscious of any ? 

Mr. Demmuer. I have not personally been conscious of a wave of 
violations. 

Senator Carenart. The stock market, as we know, has been going 
up for the past 18 months and, according to this committee, required 
some sort of checking. You who head ‘the organization or the arm 
of the Government that has to watch the stock exchanges and the 
sale of stocks, and do the policing. Have you been any more aware 
over the last 18 months of any more violations of the laws, any more 
people making an effort to corner the market or manipulate the mar- 
ket than in the previous 18 months or any — period ? 

Mr. Demmuer. Unfortunately, Senator Capehart, the 18 months 
which you speak about corresponds with the time I came to the Com- 
mission, so I have no basis of comparison except a very statistical one. 

Senator Carenart. Are there any Commissioners present with you 
who have been there for many years? 

Mr. Demmier. Mr. Rowen has been a member of the Commission 
since 1948, and a member of its staff for many years before that. 

Senator Carrnarr. May I ask this of Mr. Rowen: Have you been 
conscious, Mr. Rowen, of any more wrongdoing on the part of dealers 
and tipsters in the past 18 months than in any previous 18 months or 
any previous period ¢ 

Mr. Rowen. I am not conscious of any increase in the number of 
purported violations. 

Senator Carenarr. They would be called to your attention if there 
had been more; is that correct? 

Mr. Rowen. Yes, sir. 

Senator Caprnarr. Then, as far as you know, you members of the 
Commission and you who have been there many, many years, there 
is no more—what shall we say!—no more violations of your rules 
and regulations, or no more tipping, no more trying to take advantage 
of individual investors, over the past 18 months than any previous 
18 months? 

Mr. Rowen. I think my previous answer is responsive to the most 
recent question. 

Senator Carrnart. I see. Thank you, sir. 

The next question is on page 3. Mr. Demmler, you say the Com- 
mission does not audit the accuracy of disclosures. I think that is 
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one point that we might well get over to the public, and that is that 
you do not audit the accuracy of disclosures, because, as the chairman 
just stated, many people have an idea that under the Securities and 
Exchange Act they are completely, 100 percent, protected against any 
misstatements or misinformation. I think it might be well that the 
record show, as you did in your statement here, that you do not audit 
the accuracy of disclosures. 

That is correct; is it not? 

Mr. DemMLer. That is correct, sir. 

Senator CAPEHART. You do not do that? 

Mr. Demmer. Senator Capehart, I wonder whether or not we 
could make reference to, and include in the record, the statistics in 
our annual report with respect to violations discovered, because I 
think there is a general feeling 

Senator CaprHartr. Do you have them before you here ? 

Mr. Demouer. I cannot locate them at this time. 

Senator CarrHart. You have a number of helpers back there. I 
am sure they can locate them. Will you locate them and give us, if you 
have the facts, the figures on violations over the past 18 months corre- 
sponding to any previous 18 months. Do the gentlemen have them 
there / 

Mr. Demmter. We will have to get that, sir. 

Senator Capenart. You will place it in the record ? 

Mr. Demmuer. We will place it in the record. 

(The information referred to follows :) 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D. C., April 6, 1955. 
Hon. J. W. FULBRIGHT, 
United States Senate, Washington, D. C. 


My Dear SENATOR FULBRIGHT: When I appeared before the committee on March 
22, 1955, I promised Senator Capehart that I would furnish for the record in- 
formation showing the number of manipulative violations found during the past 
18 months and during a comparable earlier 18-month period. 

I enclose a memorandum prepared by the Division of lrading and Exchanges 
which sets forth the desired information. If any additional material is wanted, 
you have only to call on me. 

Sincerely, 


RALPH H. DEMMLER, Chairman. 


APrit 1, 1955. 


MEMORANDUM 

To: The chairman. 

From: Division of Trading and Exchanges. 

Subject: Violations during the period July 1, 1953, to December 21, 1954, and 
some comparable previous 18-month period. 

During the course of your testimony before the Senate Committee on Banking 
and Currency on March 22, 1955, Senator Capehart requested that you furnish 
for the record information showing the number of violations during the past 
18 months and some previous comparable 18-month period. The matter is re- 
ferred to several times on pages 2101, 2102, and 2103 of volume XIV of the 
transcript. In view of the questions concerning “people making an effort to 
corner the market or manipulate the market” and “wrongdoing on the part of 
dealers and tipsters,” we have interpreted Senator Capehart’s request as one for 


information showing the number of violations resulting from manipulative 
activities. 
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Our records show that during the periods indicated the following investigations 
were made to determine whether manipulations had occurred : 


Investiga- 
Period : tions made 


Jan. 1, 1952, to June 30, 1953 
July 1, 1953, to Dec. 31, 1954 


In these same periods the following numbers of persons were found to have 
violated the statutes or regulations administered by the Commission in connec- 
tion with manipulative activity : 


| Securities | Firms and 
Period manipu- | persons in 
lated | volved 





Jan. 1, 1952, to June 30, 1953 | 
July 1, 1983, to Dec. 31, 1954 

1 Two dealer firms and an individual dealer; a dealer firm, its president and an employee; a dealer firn 
its president, vice president and an employee. 

2 An officer of the company; a member of the public. 


It should be pointed out that the violations (4 on exchanges and 1 over the 
counter) mentioned above arose out of manipulative activity which occurred 
not only in the period in which the determinatoin of violation was made but also 
in varying earlier periods. 

If Senator Capehart’s request ‘was intended to be for information as to all 
violations of the various acts administered by the Commission, such information 
can be turnished for 18-month periods only by the review of a sizable number 
of closed cases, which would involve a large amount of work. However, the 
same information (although presented on a fiscal-year basis) is contained in the 
annual reports of the Commission, copies of which already have been furnished 
to the committee. 


HAROLD C. PATTERSON, Director. 


Senator Caprnart. I have a number of questions here. I want to 
get into the proxy fight business, but I think I shall maybe get into 
that a little later because it is going to take longer. These 10 minutes, 
like these radio and television shows, go awfully fast when you ask 
questions. It goes a little fast. But we will get back to it a little 
later. 

On page 6 you say: 


I should like now to comment on two specific problems which have been raised 
at the hearings of this committee; one, the matter of institutional programs tv 
encourage the purchase of securities, and the other the broadcasting of news 
about companies in a manner which excites public interest in their securities. 

I believe you testified here you see no way of controlling that; that 
you would not make any effort to do so, that is, by legislation. 

Mr. Dewauer. I would certainly at this time Fi no legislative 
recommendations. 

Senator Carenarr. Has there been more institutional advertising 
and more broadcasting of news about companies over the past few 
months than previous months ? 

Mr. Demmuer. I cannot speak with respect to broadcasting. We do 
not have any way of measuring the amount of advertising activity. 
Consequently, I am afraid I am just unable to answer that question. 

Senator Carenart. I see. You do have men at each market, do 
you not? 

Mr. Demmuer. We have regional 

Senator Carrmart. Men observing exactly what goes on ? 

Mr. Demmier. You mean on the floors at the markets ? 
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Senator Caprnart. Well, either on the floor or nearby and ob- 
serving. 

Mr. Demmuer. We do not have men on the floor ; no. 

Senator CAPEHART. But you do have men nearby ? 

Mr. Demmer. On the subject of what we do in checking manipu- 
lation and observing the markets, I would rather rely upon my writ- 
ten statement because of the fact that it is a highly technical subject. 
This was carefully thought out, and if you want me to read it I will 
be very happy to. 

Senator Capenart. How long is it? 

Mr. Demmer. Oh, it would not take me more than 3 or 4 minutes 
to read it. 

Senator Carpgenart. Well, suppose you proceed, then, and I will 
catch up later in the day. 

Mr. Demhuer. This is on page 29 of my written statement, near 
the bottom of the page: 


In order to carry out its duties with respect to the antimanipulative provisions, 
the staff of the Commission keeps a daily watch on the news and stock tickers 
covering the New York and American Stock Exchanges for current information 
affecting market prices. Significant price movements in particular securities 
are considered and informal investigations into such price movements are made 
when there appears to be a possibility of manipulation. 

The methods of investigation vary, depending upon the security involved and 
the market place in which it is traded. Generally, the investigation is initiated 
by obtaining from the appropriate source (it may be the specialist if the security 
is traded on an exchange), the identity of buying and selling brokers during @ 
designated period. The names of their buying and selling customers and the 
amount of their transactions are obtained from these brokers. This information 
is analyzed to determine whether there appears to be any concentrated or delib- 
erate effort to influence the price. If it appears justified from an analysis of 
the preliminary information, the buying and selling customers are interviewed. 
If evidence of a violation is found, a formal order of investigation may be issued 
by the Commission, testimony taken under oath and subpenas issued for books 
and records. Although few formal orders of investigation are issued, and fewer 
proceedings are begun in relation to the number of inquiries conducted, it is felt 
that these investigations operate as a significant deterrent to manipulative 
activities. It is also believed that the prompt initiation of an inquiry by the 
Commission discourages potential manipulations. 

In many discussions with the Commission numberous members cf its staff, 
both in the headquarters office and in regional offices, have expressed the opinion 
that, with respect to the securities markets generally, the antimanipulative pro- 
visions of the act are being observed and that such markets are not being manip- 
ulated in contravention of the act. To be sure, an act of manipulation is difficult 
to prove. Out of hundreds of trading quizzes or informal investigations of the 
type described above, over the years very few manipulation cases have been 
brought. The opinion as to the general absence of manipulation is based in 
great Measure on confidence in the theory that a policeman on the beat is a 
deterrent to law breaking. The antimanipulative activities of the Commission 
are largely those of an alert policeman on the beat, who keeps his eye open for 


trouble spots. 

Senator Carenart. I believe your testimony, Mr. Rowen, covering 
many many years, is that there are not any more violations today than 
there have been in years gone by. Let me ask you this question, Mr. 
Demmler: Do you feel that if you go to a doctor and he checks you 
thoroughly, he is under obligation, ethically or otherwise, to tell you 
if he finds nothing wrong that you are in good health? 

Mr. Demouer. I have not come prepared to answer that question. 

Senator Capenart. Well, I will put the question again. If a doctor 
finds that you are in good health, do you think ethics require him to 
to tell you that you are? 


60650—55——_60 
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Mr. Demouer. I will say yes 

Senator Carenart. It makes as much sense as the question whether 
or not this inquiry might have had some effect upon the market, or 
might not, or some ‘thing else. I just wanted to wake sure you under- 
stand that I think you are under obligation, and ethics require, that 
you tell the good points about something as well as the bad points. 

I would like, Mr. Chairman, a little later, when my time comes 
around again, to get back on the proxy business. 

The Cuamman. I can assure the Senator that you can have all 
afternoon if you wish, because there will be no limitation after all the 
members have had an opportunity to question. The Senator knows 
what the proce dure is. 

Senator Carenart. I just wanted to make certain. 

The Cuatrman. The junior Senator from New York. 

Senator Leuman. Mr. Chairman, I am much more interested in the 
long-range effect of this study which we are making than I am about 
the immedi: ate questions beforeus. I believe that the invest igation and 
study is worthwhile if for no other reason than that it has ‘sounded a 
note of caution which people might take heed of. That the security 
markets must be studied carefully before investments are made. 

In view of the fact that I am so deeply interested in the long-range 
questions, I am going to ask you, put a question to you, discuss with 
you, a matter which I have brought up with virtually every witness 
who has appeared. 

There is no doubt that the last few years a new—not a new, but an 
increasingly important factor has entered the security market, "that is, 
the ever enlarging impact on the market of institutional or group 
buying. By institutional and group buying 1 means insurance com- 
panies, investment companies, savings banks, commercial banks, and 
pension funds. It has been testified here that ‘those funds now amount 
to about $66 billion or 28 percent of the value of all the securities 
traded and listed on the New York security markets. 

It is fair to assume that those purchases are going to increase as 
time goeson. I have two fears regarding the situation. Neither one 
may have \ validity, but I certainly think they are matters that should 
be very carefully studied and surveyed. 

One is that these large purchases, group purchases, continuously 
and increasingly reduce the available supply of certain securities, thus, 
without any doubt, limiting the freedom of the market. In some cases, 
1 believe, the supply has already become small. Also, because it is 
small, it lends itself to easier manipulation. 

The other is the fear that through these group purchases which are 
made by relatively few companies, it would not be difficult for the 
companies, the groups, to gain control of a great many of our in- 
dustrial, commercial, and railroad or banking concerns, and thus take 
over the operation of them. The temptation is very considerable, it 
seems to me. I say this without any criticism because these group 
purchases are made not as personal investments by those who are the 
purchasers, but as representatives of millions and millions of people 
in the country who have placed their savings, their earnings, in the 
hands of these companies. 

I want to repeat that I may be entirely wrong in my fears, but there 
is no question at all about it, in my mind at least, that the impact, 
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possible impact, of this new kind of great purchasing may in time 
become a very serious factor in our economy. 

I would very much like to ask you whether there has ever been any 
<tudy made by the SEC with regard to the impact of these group 
purchases. f Ait , eS ye 

Mr. Demmuer. We have a statistical study which is designed to in- 
dicate the size of institutional portfolios in the securities markets and 
the type of investments which they have. We have prepared some 
estimates on the holdings and _ net purchases of common stocks by 
institutions and individuals, and those estimates have already been 
submitted to this committee. That is purely a statistical study and is 
subject to a considerable margin of error. More information will be 
forthcoming on that subject. 

Section 14 (b) of the Investment Company Act of 1940 authorizes 
the Commission at such time as it deems that substantial further in- 
creases in the size of investment companies creates any problem in- 
volving the protection of investors or the public interest to make a 
study of the effects of size on the investment policy of investment 
companies, on the securities markets, on cencentration of control of 
industries, and on companies in which investment companies are in- 
terested, and to report any recommendations to the Congress. 

The Commission in its budget submission for fiscal 1956 has re- 
quested funds for such a study. Now, of course a study of investment 
companies would cover only one type of institutional investment. 

You refer, Senator Lehman, to types of institutional investment 
other than investment companies, and with respect to that I refer 
back to the statistical study which has already been furnished to this 
committee. 

Senator Lenman. Well, I am not a lawyer, but it would seem to me 
to be a reasonable inference that when an insurance company places 
in its portfolio large blocks of securities, it would come under the 
provisions of section 14 (b). Of course, by doing that, they, to some 
extent at least, become investment companies, 

Mr. Demoter. I would think, sir, with all respect, that they do not 
come under section 14 (b) as investment companies. 

Senator Lenman. Have you ever studied the relationship between 
these various companies, in other words, to what extent they work 
closely together as units and in a common interest ? 

Mr. Demouer. I am not aware of any such study; no, sir. 

Senator Lenman. Well, do you think that a study which would 
include not only the investment companies, but—possibly it would 
require some legislative action—all the companies engaged in group 
buying, would be worthwhile and important? If this increases, and 
in all probability it will increase, the impact may become a very serious 
one, the impact both with regard to purchasing and with regard to 
selling if liquidation was considered wise. 

Mr. Demmuer. I am not prepared to express, in my capacity as 
Chairman of the Commission, a position on that subject. I would 
ike to know a little more or to study a little more the potential im- 
part of the problem. I think that there are a number of factors 
which should be taken into consideration. 

_ One is that control is ordinarily exercised by equity securities, vot- 
ing securities, and not by debt securities. and the investments that 
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many institutional investors have, particularly insurance companies, 
are predominantly debt securities and not equity securities. 

Senator Leaman. According to the figures that were given to us, 
they certainly have very large portfolios of equity securities. 

Mr. Demmuer. They are getting more of them under liberalized 
insurance laws of the various States; yes, sir. 

Senator Lenuman. Let me ask you this: I am going to continue to 
press on this thing because I believe that a study by a well-qualified 
and impartial agency such as the SEC would be of very great benefit, 
and I think it should be made. I shall certainly recommend to my 
colleagues on this committee that we urge that. 

[ noticed that in January 1954 the rules of the SEC covering proxy 
solicitation, proxy vote, were very considerably changed. The pro- 
portion was changed and the time limit in which proposals could be 
made was changed, so that a proposal that was beaten 1 year would 
require 6 percent affirmative voting and, in a certain further length of 
time, 10 percent. 

Why did you do that? What was the object of that? 

Mr. Demmuer. The object of that was, we think, to improve the 
administrative operation of the proxy rules. I do not want to go into 
a long answer on the subject, and yet I think an answer of some length 
is desirable. 

Section 14 of the Securities Exchange Act of 1934 provides in effect 
that it is unlawful to solicit proxies in contravention of rules and 
regulations adopted by the Commission in the public interest and in 
the protection of investors. The legislative history of the act indi- 
cates that the principal evil against which the section was enacted 
was the fact that managements were soliciting proxies without making 
adequate disclosure to their shareholders. 

In the early 1940’s—I believe it was 1942—the Commission adopted 
a rule which required the management to advise shareholders of pro- 
posals which had been made by security holders not associated with 
management. There was a hearing on that subject before the House 
Interstate and Foreign Commerce Committee, and considerable doubt 
was expressed as to the legality of that requirement. The committee 
took no action on the subject, if, indeed, it could have, and the Com- 
mission inaugurated a rule which did require the inclusion of share- 
holder proposals in the management’s proxy material. 

I cannot trace the history of that accurately. I could get Mr. 
Woodside to do that. But basically, one of the problems which arose 
and about which managements complained quite bitterly over the 
years was the fact that certain proposals were being submitted year 
after year after year after year and getting only a scattered amount of 
votes. Sometimes the proposals would make progress, and sometimes 
they would make no progress. 

Before I came with the Commission, the rules provided that a pro- 
posal need not be included in management proxy material if it had 
previously been acted on and had not achieved a 3-percent vote. Well, 
a number of proposals did achieve a 3-percent vote and would be 
resubmitted. 

The staff, before I came to the Commission, and after I was there, 
had sug¢eested that this nercentarve might be increased to something 
more substantial. I believe the figures 10 and 15 pereent had been 


suggested. 
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What the Commission did in changing the proxy rules, or in order 
to make this something that could be practically administered, some- 
thing which would have some real significance, was to determine that 
it would require as a condition of resubmission that a proposal, if the 
first time it came to the stockholders got 3 percent, could be resub- 
mitted; if, on the second submission it got 6 percent, it could be 
resubmitted; and then I think the third submission is 10 percent, and 
then it can be resubmitted. 

The Cuamman. The Senator’s time is up. 

Senator Liman. I just want to ask this one question which is 
connected with my previous inquiry. Does that affect the election 

f officers? Supposing independent stockholders wish to get rid of 
the existing management and put up a slate of stockholders which is 
badly beaten. Before they can submit the same list, do they have to 

an increased number of votes as prescribed with regard to 

posals f 
Mr. Demamurr. No; the stockholder proposal rule is not applicable 
» the election of directors. 

The CuatrMan. The Senator from Maryland is recognized. 
Senator Beats. No questions. 

The CHarrMAN. The Senator from Maine is recognized. 

Senator Payne. Mr. Demmler, I wonder if I could ask whether 
you believe that the requirements for disclosure of pertinent informa- 
tion should be extended to issues not now covered under the law. I 
am referring, of course, to those issues of uranium stocks and so 
forth that are under the $300,000 amount. 

Mr. DemMer. Well, I would say that the basic disclosure require- 
ments are, under the present act, applicable to issues even under 
$300,000, because as a condition to the exemption which the Commis- 
sion by rule has granted to issues under $300,000, the issuer is re- 
quired to furnish to the investor and to file with the Commission an 
offering circular, and while the offering circular is not as full as the 
prospectus which is furnished to the investor in case of a registered 
issue, the offering circulars which our regional offices process call at- 
tention to what might be called the extremely speculative character 
of the type of issues you mention, just as a prospectus would require 

f the issue were not exempt. 

So that I would think that it would not be in the public interest, 
that it is not necessary in the public interest, either to reduce the exemp- 
tive amount or to eliminate the exemption, or to eliminate the exemp- 
tion with respect to any particular type of security because if, taking 
uranium for example, you were to eliminate the exemption, it would 
“till be possible to prepare a registration statement in respect of a 
uranium issue and the information as to the speculative character 
of the enter nets would be little different in the registration state- 
ment from what it already is in the offering circular. 

Senator Payne. Have those issues given the Commission any con- 
cern at all? 

Mr. Demmuer. Yes, sir; lots. 

Senator Payne. Would you care to give us just a brief outline of 
the concern it has given, and whether or not you do have any sugges- 
tions as to whether the public might be better advised as to the nature 
of that type of stock? 


i 
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Mr. Demmuer. As to advising the public as to the nature of the 
type of stock, the offering c ircular itself does do that. If the mem- 
ber of the public will ts ake the opportunity to read these offering cir- 
culars, which are simple documents, relatively speaking, he will know 
what he is getting into. The offering circulars indicate not only the 
uncertainty of that pot of gold at the end of the rainbow, but they 
indicate a number of other things, such as the state of the exploratory 
operation, if it is an exploratory operation; they indicate the exist- 
ence of options to promoters, and that sort of thing. 

And under those circumstances, it would appear that the disclosure 
philosophy of the act is fully applicable to these uranium issues. 
The difficulty is that people do not read what is furnished to them. 

Senator Payne. The fact that they sell at a very low price and they 
hope it might result in something higher is another encouragement, 
is 1t not ? 

Mr. Demmer. Well, I think that is probably correct. 

Now, you did ask me some of the problems that faced us and what 
we are doing. Now, I have indicated a few of the problems by indi- 
eating the type of material that we require to be put into an offering 
circular or a registration statement. We have been doing some other 
things, too. 

We have been trying to follow up the actual outcome of some of the 
offerings of uranium shares and other types of exempt offerings 
where it looks as if there had not been or was not going to be a really 
successful offering. One of the things that happens is that an offer- 
ing will be partly sold and enough money will not be realized in the 
offering to do much more than pay the expenses, and enough will not 
be realized to get the people out into the hills to work the claims. 

We have been trying to determine the success of these offerings by 
questionnaire methods. We have, as I have indicated, imposed ad- 
ministrative requirements that speculative features and hazards to 
the investor involved in such offerings be prominently disclosed in 
prospectuses and offering circulars. We have suspended the exemp- 
tion for a number of offerings where material facts were not disclosed 
or the Commission’s requirements were otherwise violated. We have 
made some field investigations. 

We have opened a branch office in Salt Lake City as a branch of our 
Denver office, and we have added personnel to our Denver office. We 
ure working those people out there shamelessly hard. Our regional 
administrator out there has had a heart attack and may be compelled 
to retire. 

We are doing the very best we can on the subject, but the infirmities 
in the process are probably just the limitations on the efficacy of the 
administrative process generally. We have a disclosure statute, and 
if people do not pay any attention to the disclosure, they run the risk 
of suffering loss. 


Senator Payne. Mr. Demmler, in your statement you refer to the 
fact that: 


Bills to subject companies with 300 or more security holders and $3 million 
or more of assets to the reporting, proxy solicitation, and insider trading and 
liability provisions of the Securities and Exchange Act were introduced in the 
79th, Sist, and 82d Congresses but they were not passed. 
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Would you want to give any expression as to whether or not you feel 
that legislation of that type is desirable legislation, or would you 
prefer to wait ? 

Mr; Demmer. I think, in view of the fact that the bill has been 
considered, a bill has been introduced in three Congresses, and in view 
of the fact that the Commission itself is working on many problems, 
including the formulation of administrative rules to implement the 
amendments to the securities laws which were adopted last year, that 
I would prefer to stand on the statement which I made. 

Senator Payne. You believe that administratively the Commission 
is in a position to take the required steps over and beyond that which 
would be required from a legislative standpoint ¢ 

Mr. Demmer. Well, if enacted, the Commission will do what an 
amendment to the law says it will do. We would need more money to 
do it. 

Senator Payne. That is right. 

Mr. Demmuer. If we were to take companies with 300 or more 
stockholders and $3 million or more assets, we would add, according 
to studies made a few years ago, some 2,000 companies. We do not 
have up-to-date studies on that subject. 

Of those 2,000 companies, some 800 or 900 are already filing current 
information with the Commission because of the fact that they once 
registered securities under the Securities Act of 1933. 

My statement on this particular subject is found on pages 45 and 46 
of my written statement, and I would prefer that to stand as my answer. 

Senator Payne. Yes, sir. Now, also in your statement—and this 
is in the lengthy prepared statement on page 3—you refer to the fact 
that for the last 3 years about 30 percent of the cost of new plants 
and facilities has come from new investment. The balance of it 
basically has come from earnings that have been plowed back into the 
operation. 

Mr. Demmuer. Earnings and reserves for depreciation. 

Senator Payne. That is right. I would like to ask whether or not 
you feel—or whether or not the Commissioners made any study—of 
whether that ratio is somewhere near what you would consider to be 
in the best interests of all concerned. 

Mr. Demner. I think that we have statistics on the subject, and 
to that extent we have madea study. Now, with respect to whether or 
not it is in the best interests, I believe that the expression of opinion 
on an ideal capital ratio for industry generally is not within the 
peculiar competence of the Commission, and I would not personally 
pose as an expert. 

Senator Payne. May I ask, if those statistics have been developed by 
the Commission, whether it would be possible for those to be made 
available to the committee because of some of the testimony that we 
have had here. 

Mr. Demmuer. Anything we have statistically, sir, we will be very 
happy to make available to the committee. 

Senator Payne. Mr. Chairman, I would like to request that that 
might be done. 

The CHatrman. Yes, certainly. If you will supply it, we will 
insert it in the record at this point. 

Mr. Demmier. I wonder, Senator Payne, if you would indicate 
either now or later what you would want precisely, or perhaps we 
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can have someone in our statistical section get in touch with you, 
show you what we have, and then we can put it in the record. 
Senator Payne. Is that agreeable to the chairman? 
The CHarrmMan. Yes, sir. 
Senator Payne. All right; fine. 
(The material referred to follows :) 


SECURITIES AND ExcHANGE COMMISSION, 
DIVISION OF TRADING AND EXCHANGES, 
Washington 25, D. C., March 28, 1955. 
Mr. RosBerrt A. WALLACE, 
Staff Director, Committee on Banking and Currency, 
United States Senate, Washington 25, D. C. 


Dear Mr. WALLACE: During the course of Mr. Demmler’s testimony before the 
committee on March, 22, 1955, Senator Payne requested that he furnish for the 
record additional information on the financing of corporate plant and equip- 
ment outlays (see p. 2122, vol. XIV, of the transcript). Pursuant to Mr. 
Demmler’s instructions, I am submitting herewith two tables giving the in- 
formation requested. 

Table 1 presents the data on corporate plant and equipment outlays related 
to net new securities financing which formed the basis for the reference to the 
last 3 years, appearing on page 3 of Mr. Demmler’s prepared statement. As indi- 
cated in the table, column 2 refers to securities offerings for cash net of cash 
retirements, or in other words, the net flow of funds to corporations through the 
sale of securities. Since figures for 1939-45 indicate a net retirement rather than 
a net offering, computation of ratios is not possible. 

Table 2 presents data on the sources and uses of corporate funds for the 
period 1946-54. These data cover a more complete and detailed analysis of 
financing of corporate expansion than is possible from table 1. In effect, all 
known uses of corporate funds are balanced against all known sources. This 
table differs somewhat from other tables on the sources and uses of corporate 
funds in several respects. The various items of current assets and current 
liabilities are netted together to obtain one single use of funds through expansion 
of net working capital. This treatment has the advantage of providing more 
stable relationships than if the various components of working capital are 
given individual treatment. We have also excluded investment companies as 
well as banks and insurance companies. 

Kindly let me know if any additional information on these tables is desired. 

Sincerely yours, 
Haroip C. Patrrerson, Director. 


TABLE 1.—Corporate plant and equipment outlays related to securities financing, 
1939-54 


| Billions of dollars] 


Corporate P Corporate 
iid we at ercent | S r »1| Percent 

plantand)Netnew | of total Plantand|Netnew | of toi 
me, DOT OER “| outlays q . = eit | outlays 
— securities (2) +(1) men securities (2)+(1) 
outlays : 


(1) (2) (2) 





1939... 
1940__ 
1941____. 
1942_... 
1943 
1944___. 
1945.... 
1946 





AD 99 On 
See oc tw 


1 New corporate securities offerings net of retirements and excluding banks, insurance companies and 
investment companies. Represents net flow of funds to corporations through the sale of securities. 


Source: Securities and Exchange Commission, Mar. 25, 1955. 
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TABLE 2.—Sources and uses of corporate funds,’ 1946-54 
[Billions of dollars] 





| sons oF Total 
1946 | 1947 | 1948 1950 1951 | 1962 1953 | 1954 1946-54 


Jses of funds: 
: on crease in net working capital__- ‘ ; : } 9.3 4.8 3. 

Plant and equipment outlays. -- - k ‘ b i 16.9 | 21.6 | 22. 
Totai uses -9 | 25. 1 | 26.2 | 26.4 | 26. 


‘| 








a 
Sources of funds: 
Internal: | | | 
Retained profits and deple- 

tion allowances 7.2 | 11.4] 12.4 4 12.4 91) 7.5 
Depreciation and amortiza- 
tion allowances 4.2 5.2 6.2 7.1 7.8 | 9.0/| 10.0) 











Total internal sources....| 11.4 | 16.6 | 18.6 | 14.7 | 20.2 | 18.1 | 17.5 | 19.5 | 


External: 
Net new stocks 
Net new bonds 
Other debt 





Total external sources 





Total sources.......-.------ | 15.3 | 22.5 | 25.8 | 18.8 | 24.2 | 25.6 | 26.4 | 26.9 | 25. 


Discrepaney (uses less sources). 1.8 | 4; -.5) 1.3) 2.0 48 | —4| —7 —-7| 


1 All United States corporations excluding banks, insurance companies, and investment companies. 
Source: Securities and Exchange Commission, Mar. 25, 1955. 





Senator Payne. That is all I have, Mr. Chairman. 

The Cuamman. Mr. Demmler, there has been brought to my atten- 
tion the annual report of 1954 for the Federal Reserve bank in New 
York, submitted by Mr. Allan Sproul, the president of the Federal 
Reserve bank, and on page 8 he says this, and I was wondering what 
you think of it. He says: 

Some concern was aroused in the closing weeks of the year by indications of 
speculative tendencies in other areas. In the stock market, in particular, there 
was evidence of increasing speculative activity and of a rise in stock prices at 
a rate that could not be maintained indefinitely, and when reversed could have 
a depressing effect on the economy. 

Would you agree with that statement ? 

Mr. Demmuer. Senator Fulbright, I do not want to appear to duck 
answering a perfectly proper question, but I think that since our 
Commission does not have responsibility for market levels or even 
for the credit controls which are designed by the Securities Exchange 
Act to affect market levels, it would be inappropriate for me as head 
of the Commission to give an answer which might appear to be an 
assumption of responsibility which the Congress did not vest in us. 
And I think that it would be against the public interest for me to 
appear to give advice on that subject. 

The Carman. That is quite all right if you do not care to an- 
swer it. 

However, for the purpose of the record, I do not interpret that 
statement to say that the level of prices is either too high or too low. 
I do not think he did say so. He said “speculative activity,” which has 
been referred to by many witnesses, and which, I think, is a different 
thing from saying that the level of prices is too high. 
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Do you not think so? I do not wish you to say it is too high or too 
low. Purely as a matter of semantics, it is interesting to try to deter- 
mine whet her or not we are tz alking about the same thing. 

Is there no distinction in your mind between speculative activity, the 


rates of the activity, the intensity of the activity, and the level of 
/ 


rices ¢ 

Mr. Demmtuer. Yes; I think there is very clearly. 

The CHarrman. Are they not two different things? My first ques- 
tion was suggested by the thought that there is a difference, an ascer- 
tainable difference. Perhaps it is not measured in statistics or tangi- 
ble form. But if there is a difference between the speculator and the 
investor, it occurred to me that information such as has been meeeeeed 
in these hearings would be of value and beneficial to an investor but 
very disappointing to a speculator. Do you think there is any such 
valid distinction? 

Mr. Demnter. I think there is a distinction between an investor 
and a speculator and, of course, I agree with you there is a difference 
bet ween the rate of speculative activity and the market level. 

The Caarman. But you would not want to observe whether or not 
in the last 18 months there has been an increase in speculative activity 
as distinguished from an increase in prices? It is all right if you do 
not care to answer. 

Mr. Demohuer. Well, I think there has been an increase in specula- 
tive activity. I think that my own statistical resources on the subject 
are greatly inferior to those of other agencies. 

The Cramman. Do you think they are inferior to those of the 
Federal Reserve Bank of New York? 

Mr. Demnier. I am more familiar with the statistics of the Board 
of Governors of the Federal Reserve System, although they may get 
theirs from the Federal Reserve Bank of New York, ‘but I think they 
probably have more complete statistics than we have on the subject. 

The CHarrman. The Federal Reserve Bank of New York is a 
quite reputable source, though, it is not? 

Mr. Demmurr. Yes,’sir. 

The CHAIRMAN. They are generally considered reliable and not 
antagonistic to our capitalistic system, would you say ? 

Mr. Demmuer. I would say they are not. 

The Carman. They are not, yes. So that there is no reason to 
be suspicious of this statement, is there? 

Mr. Demmuer. No, not at all. 

The CHarmMan. I just wanted the record to be clear that you were 
not casting any doubts upon the motives of Mr. Sproul and the 
Federal Reserve Bank of New York. 

Mr. Demmuer. What I am trying to do is—I am not an economist, 
and I do not want to pose as one. 

The CHarrman. We have had a great deal of evidence that there was 
an increase in KPa activity. Itseems to me that is a much more 
significant problem and question for our inquiry, as I conceive of it 
at least, than whether or not it is healthy to draw attention to it. 

Do you believe, Mr. Demmler, that there should be a relaxation of 
present regulations with respect to short selling? 

Mr. Demnurr. I have no affirmative belief that there should. I 
would be very glad, if the committee thinks it advicable, to have our 
staff look into it and report to us and make recommendations. 





STOCK MARKET STUDY 949 


The Cuamman. At least the chairman does not believe one way or 
the other, but one of the witnesses—I believe a very reputable and 
experienced man—made a& suggestion that the restrictions on short 
selling have been a mistake. If I recall it was Mr. Eberstadt. 

Mr. Demaer. That was Mr. Eberstadt. 

The Cuairman. I think it is a suggestion worthy of consideration, 
that is all, and we would like to have the views of the Commission 
as to what they think about it. I do not know and I do not think the 
committee knows or has any conviction abount it. Other witnesses 
have said that is a great thing, this restriction on selling short on 
the down side. Ido not know whether it is or not. I think since the 
question has been raised that it is worthy of consideration and per- 
haps an opinion from you, not at the moment if you do not care to 
but later, if that is agreeable. 

Mr. Demmurer. We will be very glad to let you have our observations 
that. 

Che information referred to follows :) 


SECURITIES AND EXCHANGE COMMISSION, 
Washington 25, D. C., April 8, 1955, 
ilon. J. W. FULBRIGHT, 


Chairman, Committee on Banking and Currency, 
United States Senate, Washington 25, D.C. 

Dear SENATOR FULBRIGHT: During the course of my testimony before your com- 
mittee on March 22, 1955, you requested that the Commission give consideration 
to the question whether there should be a relaxation of present regulations with 
respect to short selling. (See pp. 2126-2127 of the transcript.) 

Pursuant to your request this question has been given consideration and the 
Commission desires to inform you that it does not feel that there should be any 
material relaxation of its rules with respect to short selling at this time. 

Let me assure you, however, that short selling has been and will continue to be 
a subject of study by our staff. 

Sincerely yours, 
RatepH H. DEMMLER, Chairman. 

The Cruairman. One of our witnesses suggested that margin re- 
quirements be regulated on a selected basis. That is, on individual 
stocks rather than on the general basis, which is a rather novel sug- 
gestion. I have never heard it before. I wonder how you view that 
suggestion. 

Mr. Demmuer. I would thing that administratively it would raise 
enormous problems, but that would be a problem for the Federal 
Reserve Board and not for our Commission. 

Che Cirarrmman. We would be very glad to have your views as to 
whether it is practical, whether it has any merit or not. You would 
not have to administer it. 

Mr. Demmurr. The fixing of margin requirements under the act is 
the responsibility of the Board of Governors of the Federal Reserve 
System, and I will not express an opinion on the subject because it is 
beyond the competence of our organization. 

The Cuatrman. I hope you did not misunderstand me. That is a 
forbidden subject. I did not ask you whether they should be raised 
or lowered. 

Mr. Demuer. But even the system for fixing them I think would 
be completely beyond our jurisdiction. 

The Cuamman. You are not exercising your legal jurisdiction. 
We are just consulting as friends. Is there anything to this matter? 
If you do not wish to say, it is quite all right. But if you did have 





950 STOCK MARKET STUDY 


an opinion it seems to me it would be worth our consideration. It is 
all right if you do not have. I was not trying to ask you whether 
or not they should be increased or lowered. It is only the principle 
of whether it would be feasible on a selective rather than a genera! 
basis. Would you care to give any opinion? 

Mr. Demmter. I would not care to give an opinion on that, sir. 

The Cuatrman. Another witness proposed that loans on securities 
be amortized, that is, they should be repayable at certain times with 
a definite date, as I understand it. Do you have any suggestion or any 
opinion about the feasibility of that? 

Mr. Demoter. I would think that would fall into the same category. 
It would be a matter for consideration by the Board of Governors of 
the Federal Reserve System, and I would not feel competent to express 
an opinion on it. 

The Cuamrman. Mr. Demmler, is it characteristic of big corpora- 
tions in this country for the management to own a controlling interest 
in their stock or a relatively small interest ? 

Mr. Demmurr. Well, I think generally speaking—and I am not 
talking from statistics but from a general impression built up over the 
years—that it is not characteristic of large American corporations to 
have the management owning a controlling interest in the stock. 

The CuarrmMan. From your observation is it true that in many of 
our largest corporations the management owns a very small percent- 
age, maybe 5 percent, of the stock in the corporation, or less ? 

Mr. Demmurr. I think that is an accurate statement; yes, sir. 

The Cuatrman. I wonder if you would give us your view as to 
whether you think that is good or bad for our economy—good or bad 
for our country, I will say. Does it serve the public interest or not! 

Mr. Demoter. I think it has gotten beyond a question of good or 
bad. I think it is inevitable. Sur companies have gotten so large 
that it is not possible to have a small group of people such as normally 
constitute management own enough stock to control the enterprise. 

The Cuarrman. I do not think you should be so defeatist. You 
have heard of the stock option plan that has been developed recently, 
have you not? 

Mr. Demmuer. Yes. 

The Custrman. Why do you think it is inevitable? Do you not 
think if it is desirable we might not find a way to reverse that situation 
and enable management to own control? 

Mr. Demater. I think, Mr. Chairman, that you are talking in such 
big figures, stock option or no stock option, that the acquisition of con- 
trol by management—I mean control in the sense of control by large 
blocks of stock, substantial percentages of stock—is simply impossible. 
Of course, that depends on the size of the corporation you are talking 
about. 

The CHatrman. Let me go back. I believe I never did get your 
answer to my first question. Regardless of whether or not it is in- 
evitable, would you regard it as a good thing? Is it beneficial that 
we have management divorced from ownership of control? In your 
opinion, is it good or bad? 

Mr. Demmuer. I do not think you can make a categorical answer 
to that. 

The Cuarman. You have no opinion about it? 


















STOCK MARKET STUDY 951 


Mr. Demuer. I do have an opinion, and my opinion is that you 
cannot draw a definite conclusion. 

The CuarrMan. Well, I can whether you can or not. I mean that 
is not a thing subject to ennrepramantiey- It is a matter of opinion. 
I do not think there is anything wrong with having an opinion whether 
this is good or bad. Others have expressed the opinion that it is bad, 
and some think it is not so bad. 

Mr. Demhuer. It all depends on the management. Sometimes stock 
control makes management more or less callous to minority stock- 
holders. Sometimes, however, control makes them more responsible. 

The Cuarrman. I do not think you understood. I thought I tried 
to make it clear that it is not what was good for the stockholders or 
the corporation. I said, “Is it sped for the community? Is it bene- 
ficial to the public welfare?” Or do you take the position that they 
are identical? Do you take the position that what is good for General 
Motors is good for the country, necessarily and inevitably? I said 
specifically not the stockholders of the corporations. I was just try- 
ing to get an opinion as to whether or not this development is in the 
public interest. If it is not, I do not know why we could not at least 
examine into the proposition of finding ways to remedy it or not. I 
am interested in whether or not this development is a good thing for 
the country. Not minority stockholders or the corporation or anyone 
else. Whether you regard it in the public interest or adverse to the 
public interest. If you do not wish to express an opinion, that is quite 
allright, but I do not think you understood my first question. 

Mr. Demmter. I think, sir, that is a phenomenon which has taken 
place and is something to which our corporate system must adapt 
itself, and being inevitable that you have management not in the posi- 
tion of ownership of control, the question of good or bad is academic. 

The Cuamman, Well, I do not quite agree that it is inevitable. For 
ae yesterday we had testimony that one of our large corpora- 
tions has just within the last 3 years since 1951 developed option plans 
which as of now are capable of controlling; that is, of the purchase 
giving control to the management of 5 percent. I have understood 
that in many of our large corporations a concentrated control of as 
much a3 10 percent of the stock gives actual working control. Is that 
not so 

Mr. Demmuer. That all depends on the circumstances. In some 
cases it does ; in some cases it does not. 

The Cuarrman. Does it in some cases in our big corporations give 
actual practical control? Do you know of any? 

Mr. Demouer. As long as de is no opposition, yes; but you have 
so many variables in every situation. You cannot tell whether it is 
the ownership of 10 percent or the fact that the members of manage- 
ment are management that results in their having practical control. 
I think these hypothetical questions are just impossible to answer. 

_The Carman, I do not know of anybody better able to answer spe- 
cific questions. These may be myths. If they are, I would like to 
have them dissipated in the public mind. Take General Motors. It is 
a large oe I think that many people think that it is con- 

u 


trolled by Du Pont’s ownership of some 20 percent. Is it 20 percent? 
Mr. Demon. I do not know. 
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The Cuarrman. You do not know. I do not know that it is so very 
important. I do not wish to belabor it if you do not care to comment 
on that particular aspect of our economy. 

Mr. Demnurr. In that case the elements of control are the subject 
of litigation which has gone on for years and which is currently under 
appeal. I could not — a conclusion on that. 

The Cuarrman. I do not want to leave the impression because | 
asked you these questions that I disapproved. I do not have any 
opinion. These companies have to be controlled by somebody. It is 
better that they be controlled by responsible people, experienced 
people, than it is by just nobody or in such a way that you do not get 
good management. I am not at all sure that I would ‘disapprove or 
approve of the option system. It may be a way to reestablish a better 
sense of responsibility. I do not know. I think the management of 
United States Steel thinks that that is true. I was rather struck by 
the different attitude between the management of two of our most 
successful companies, that is, General Motors and United States Steel, 
I thought maybe you could throw a little hght on that difference and 
might have an opinion. I do not know myself what I think about it. 

| yield to the Senator from Indiana for whatever time he desires, 

Senator Caprnart. Mr. Demmler, much has been said here—— 

The Cuamman. Will the Senator yield just for an observation’ | 
have to go to the floor. It is a matter of first importance to my State. 
If the Senator will excuse me, I will turn the meeting over to the 
junior Senator from New York. I hope, Mr. Demmler, you will 
excuse me. Thank you very much for coming. We appreciate the 
time and trouble you have given to these hearings. 

Mr. Demnuer. Thank you, sir, for your courtesy. 

Senator Carenarr. Mr. Demmler, much has been made over the 
fact that there was a big turnover—they did not say so, but that is 
what they meant—in stock sales in 1954. Let me give you the record. 
In 1954 the sales were 573 million. In 1953 they were 354 million; 
1952, 337 million; 1951, 443 million; and in 1950 they were 524 million, 
almost as great as they were in 1954. Back in 1927 they were 581 
million. In 1928 they were 930 million. In 1929 they were 1 billion 
124 million. In 1930 they were 810 million plus. I am using round 
figures. In 1931 they were 576 million. In other words, there were 
more shares traded in 1931 than there were in 1954. In 1932 there 
were 425 million shares traded. I think the low of the depression was 
maybe in 1933, and 654 million shares were traded. In other words, 
there were more shares traded in the year 1933 than there were in 
the year 1954. 

My question is this: There has been no unusual turnover in the 
number of shares traded each day in 1954, has there ? 

Mr. Demouer. I have great difficulty in drawing conclusions from 
statistics. 

Senator Carrnarr. Have you any of your statisticians with you ‘ 

Mr. Demure. We have here comparative share sales and dollar 
volume on exchanges, comparative figures from 1935 to date. On 
shares for 1952 we have 732 million. 

Senator Carenarr. My figures were, I should have said—maybe I 
did or did not—those of the New York Stock Exchange, just the one 
big exchange. I had no other figures, but I thought that comparable 
amounts possibly existed on all exchanges. 
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Mr. Demmuer. Let me give it to you for all exchanges, which is the 
only thing I have in front of me. 

Senator Carenart. You have it from 1935 on? 

Mr. Demmuer. Yes; 1935 on. 

Senator Capenmart. Will you please give it to us for each year? 

Mr. Demmier. May I? 

Senator CAPEHART. Yes; you may. 

r. Demhuer. I will give it in even millions, if I may, on shares: 
1935, 681 million; 1936, 962 million; 1937, 838 million; 1938, 543 
nillion: 1939, 468 million; 1940, 377 million; 1941, 311 million; 1942, 
>| million; 1943, 486 million; 1944, 465 million; 1945, 769 million; 
(946, 803 million, 1947, 513 million; 1948, 571 million; 1949, 516 
million: 1950, 893 million; 1951, 863 million; 1952, 732 million; 1953, 
=16 million; 1954, 1,054,000,000, 

In dollar volume—and I think dollar volume is as important as 
shares because of the difference in prices—I will read even billions: 
1935, 15 billion; 1936, 23 billion; 1937, 21 billion; 1938, 12 billion; 
1939, 11 billion: 1940, 8 billion; 1941, 6 billion; 1942, 4 billion. 1943, 
9 billion: 1944, 9 billion; 1945, 16 billion; 1946, 18 billion: 1947, 11 
billion: 1948, 12 billion; 1949, 10 billion; 1950, 21 billion: 1951, 21 
billion: 1952, 17 billion; 1953, 16 billion ; 1954, 28 billion. 

Senator Carenart, That is 28 billion? 

Mr. Demhurr. Twenty-eight billion. 

Senator CarrHart. Those figures you gave us were round billion 
figures ¢ 

Mr. Demmurr. Round billions on the dollars; round millions on the 
shares. 

Senator Carrmart. Each day or each year there are more shares 
available for sale than there were the previous year. Is that a true 
statement ¢ 

Mr. Demhuer. Well, I would certainly think it is true within the 
immediately recent past. 1 cannot speak—— 

Senator Carrmart. In other words, back to 1935. It has been 
brought out there are about four times as many shares available for 
trading, or at least listed today, as there were back in 1929. 

Mr. Demmiler, you have heard a lot of questions here this morning 
about whether it is a good or a bad thing for management to own 
stock. I do not quite get the significance of the questions, but will 
you agree with me that it is an excellent thing for the managers of 
a business to own a share in it? 

Mr. Demmuer. Generally speaking, yes. It all depends on the 
management, of course. 

Senator Carenartr. But you agree with me that it would be im- 
possible—maybe not impossible today, but quite unlikely—that any- 
one would have enough money, when these companies run up to a 
billion dollars, to own more than 1 percent of it, or 5 percent of it? 
That in itself would be $50 million, would it not—5 percent of a 
billion-dollar corporation ? 

Mr. Demurr. That is what I endeavored to make clear in my 
answers to Senator Fulbright. I think we are dealing with a con- 
dition and not a theory. It is just impossible for management to 
have control in the sense of absolute percentage control by ownership 
of stock of our larger corporations. 
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Senator Carrnart. Is not the wider distribution of ownership a 
good thing? Is it not a good thing to have management and em- 
ployees own shares in these companies ¢ 

Mr. Demner. I think so; yes, sir. 

Senator Capeuart. Do you conceive of anything bad about that? 

Mr. Demmuer. No, sir. 

Senator Carenarr. I do not get the reasoning and was very much 
interested in these questions that Senator Lehman asked you about 
your making a study of it, that is, the purchase by insurance com- 
panies and pension funds and bonus plans of shares in these com- 
panies. I was under the impression that that is what we wanted. 
We wanted to increase the bonus plans and | poms plans, and we 
wanted them to be self-supporting. To be self-supporting they must 
invest their funds, must they not? 

Mr. Demmtuer. They certainly must. You cannot put it under a 
mattress. 

Senator Carenart. They must invest their funds, and I was under 
the impression that we were anxiaus to increase pensions and profit- 
saving plans for employees and workers. That we were anxious to 
have them buy insurance policies for the protection of their families 
and in old age. If we are going to do that, they have to have some 
place, do they not, to invest funds in order to make money on them? 

Mr. Demmnter. I think my previous answer covers that. Of course 
they must invest their funds. 

Senator Capenart. Is it not a good thing, and is not possible the 
answer that your study will develop is that what we need then is 
more shares of stocks available and more companies with stocks listed 
on the exchange, and bigger business and better business? Is not 
that what we are all building for? Is not that what we all want and 
is not that what we have to have? 

Senator Lenman,. Will the Senator yield? 

Senator Capenart. Just 1 second. I do not know what the oppo- 
site to their investing these funds in good stocks would be, unless they 
hold them, unless we want to eliminate these pension funds and these 
insurance companies from the picture. 

Yes; I yield. 

Senator Leman. It seems to me, Senator, that the replies to your 
last two questions are contradictory. In the first place, you say that 
you strongly favor management ownership, and I am inclined to 
agree with you. I would like to see the management of a well-run 
company own as much stock of the company as possible. I do not 
think for a moment that a combination of these groups can get con- 
trol of the very largest companies, such as General Motors, Du Pont, 
and United States Steel, because the capitalization is too large. But 
ther are many companies of intermediate size, running into many 
millions of dollars, even though they are not as large as these com- 
panies. 

What I am afraid of—and I fear I may not have made myself 
clear—is that the group purchases by various agencies, such as insur- 
ance companies, savings banks, commercial banks, investment banks, 
and pension funds, may be sufficient to buy in a controlling interest in 
some of these intermediate companies, thus ousting the management 
which built them up and which presumably—and I believe it is true 
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in most cases—are best equipped to run them. I do not believe that 
an insurance company is qualified to run an industrial concern or 
a railroad company. I do not believe that a commercial bank or a 
savings bank or a combination of investment trusts are as well 
equipped to run those companies as the management. I am try- 
ing to maintain control of these companies in the hands of the man: ige- 
ment who know how to run their companies, who know their industry, 

rather than tempt some ambitious individual or group to come in and 
purchase control of these companies. That is the reason I raised this 
question. 

Senator CaprHart. I do not know how you are going to stop what 
you are talking about unless you do it by legislation. I think these 
companies under existing law have a right to buy stocks in any com- 
pany they care to. Their charter will “permit it and the State lews 
will permit it. 

Senator Leman. Will the Senator yield? 

Senator CaPeHartT. Yes. 

Senator Lenman. I have seen the growth of these purchases, and 
I am not inclined to say that they are necessarily bad. I think up toa 
certain point they are very good and help stabilize business. When I 
was Governor of my State, no savings bank could buy stock, no com- 
mercial bank could buy stock, no commercial company doing business 
in the State could buy stock. Today under the laws of the State of 
New York all of those can buy stock—it is true in limited amounts. 
I have not got the answer to this question, Senator. I do not know 
whether it can or should be done by legislation. I am convinced, 
however, that it is of sufficient importance that it should be carefully 
studied by some agency, not necessarily SEC, although I think you, 
Mr. Chairman, are as well qualified as the Federal Reserve. I do not 
think it will do any good just to study investment trusts, because out 
of the $67 billion held by these groups only $7 billion, I believe, are 
held by investment trusts. All the rest is held by the various other 
group activities to which I have referred. But I do think that such 
a study should be made, and I think it would be a very great benefit to 
the economy of this country and probably to the companies that are 
concerned. Thank you very much. 

Senator Capenart. How many proxy fights do you have each year 
or each month ? 

Mr. Demmuer. There is a proxy season, Senator. Usually it is 
spring. Last year I think it was 28. I do not know how many we 
have this year. Mr. Woodside tells me we have a good half dozen 
running right now. 

Senator Carenarr. Half a dozen proxy fights running at the mo- 
ment. Do you feel that you need any new legislation in respect to 
proxy fights? 

Mr. Demmuer. No; I think not, Senator. 

Senator Carrmart. Do you feel that you have full and complete 
control of the situation ? 

Mr. Demmter. I think we have enough power under the present act 


to adopt rules, The trouble is to find the rule that would be the best 
rule to apply. 
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Senator CareHart. Did it occur to you maybe that the Congress 
could find the best rule and passa law? You say you do not need any 
help, and yet you say “if” you could find the best rule. 

Mr. Demer. I think, taking the long view of it, that it would be 
better to let the Commission wrestle with the problem, because rule- 
making is more flexible than legislation, and I think we are learning 
something by experience. 

Senator CareHart. Do you feel that in a proxy fight, either big or 
little, that all stockholders voting are entitled to know the beneficia! 
owners of the shares that do vote? 

Mr. Demmter. I would not be prepared to concur in that conclusion. 

Senator CareHart. You do not think then that if you and I and 
5 other people own stock in a company that we are entitled to know 
who those 5 shareholders are ¢ 

Mr. Demmuer. I think what you are talking about in connection 
with the proxy fight are corporations in which there are great num- 
bers of shareholders. The matter of furnishing shareholders lists is 
primarily fixed by the corporation laws of the several States. The 
matter of beneficial ownership of shares held in street names is 
something which is in the hands of the brokers on the street, and | 
am afraid something that would make generally available a list. of 
beneficial holders, so that. any stockbroker could see it, would develop 
into some kind of an administrative monstrosity, and I do not see 
that it would help in solving the problem. 

Senator Carrnarr. Well, how are you going to solve the problem 
to permit me as a stockholder in a corporation to know the beneficial 
owners of shares that are trying to get control of the corporation in 
which I own stock ? 

Mr. Demmter. I think you are talking now about something dif- 
ferent. If you want to require disclosure of the group of associates 
of a particular party which is endeavoring to obtain control, then I 
think the disclosure that should be required depends upon the cir- 
cumstances, and it is pretty hard to answer questions like that hypo- 
thetically. 

Senator Caprnart. I think the problem is growing. Do you not 
think proxy fights are growing? I think they are getting to be pretty 
serious. At least I have considerable information that shows that 
it is getting to be serious with some companies in the United States. 
It seems to me that a stockholder or a group of stockholders are en- 
titled to know who the beneficial owners are of stocks that are trying 
to get control of a corporation. 

Mr. Watiace. Mr. Chairman, at the request of Senator Lehman 
[ would like to insert in the record at this point a letter, which has 
some comments on proxy regulation, by Mr. May. 

(The letter referred to follows :) 

THE PLaza, 


New York, March 17, 1955. 
Myer FELDMAN, Esq., 


Committee on Banking and Currency, 
United States Senate, Washington. 

Dear Mr. FELDMAN: Per my discussion with you and Mr. Wallace, I am for- 
warding this communication. 

It rests on the premise that the raison d’étre of your study, being a congres- 
sional investigation, is the desirability of exploring the need for further legis- 
lation. Two such areas are of particular interest and concern to me (partly as 
a result of my former association with the SEC). 
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I, PROXY REGULATION 


Our corporate system, with its separation of the scattered owners from control, 
makes the proxy system, which embodies their chief opportunity to become 
articulate, crucially important. 

As the situation stands today, the cards are heavily stacked in many ways 
against an antimanagement public stockholder. And this condition has been 
aggravated by the SEC’s amending of the proxy-solicitation rules in January 
1954, instigated by the Society of Corporate Secretaries, which further restricted 
the rights of the public shareholder, to wit: (@) A nonmanagement proposal, 
which used to require a 3 percent favorable vote result to be eligible for reintro- 
duction, now requires 6 percent the second year, and 10 percent in succeeding 
vears, otherwise there is a 4year wait; (b) wider latitude was given to man- 
agement to exclude a proposal as a question properly within the discretion of 
management, with the burden of proof on the shareholder; (c) the limitation of 
the stockholder’s substantiating explanation to 100 words, in contrast to man- 
agement’s privilege of freedom from limitation; (d@) the voting of uninstructed 
proxies against independent proposals; (e) too little room for independent 
nominations. 

The SEC’s proxy administration, commendable under the circumstances, is 
necessarily hindered by the rules and statutes; and kindred facets of manage- 
ment encroachment should be looked into. 


II. UNLISTED TRADING ON EXCHANGES 


The framers of the Securities Exchange Act of 1984, and subsequently the 
SEC Administrators under the statute, were faced with the nettlesome problem 
of what disposition to make of the many issues enjoying the so-called unlisted 
trading privilege on the New York Curb and other exchanges throughout the 
country. This group comprises issues which were admitted to trading on 
exchanges at the behest of members, but without registration and the accom- 
panying assumption of related obligations, by the company officials. Now on 
the American Stock Exchange there still remain 295 out of a total of 817 issues 
which are thus enjoying trading privileges free of the requirements of the act. 

This and the over-the-counter problem are bound with the constitutional barrier 
arising from the interstate commerce proviso, 

The result has been three kinds of contradictory regulation existing side by 
side. One group of issues, fully registered on exchanges, conforms to both the 
“information” and trading provisions of the Securities Exchange Act: another 
group traded “unlisted” on the American and other stock exchanges, conforms to 
its trading but not the “information” provisions; while a third group, over-the- 
counter, has mostly escaped both kinds of regulation. 

Surely this situation demands the thorough attention of your committee. 

As stated, I shall be glad to cooperate with the committee in any way, including 
the furnishing of the results of farflung inquiries and other data amassed 
under my aegis as the first director of the study of unlisted trading. 

Faithfully yours, 
A. WILFRED May. 


(The Commercial & Financial Chronicle, of which I am executive editor, is 
not to be assumed as endorsing my views.) 

Mr. Watiace. Mr. Chairman of the SEC, in your statement I notice 
that you quite properly lay great stress upon the acts administered by 
the Commission as disclosure statutes designed to provide information 
upon which an investor may come to an informed judgment about a 
security. Is there any provision for financial reports other than those 
rendered annually and those rendered when a significant change takes 
place? 

Mr. Demmuer. Well, of course, there are provisions for relatively 
current financial information when a company issues additional securi- 
ties which it registers under the Securities Act of 1933. 


hv Watxace. That would be when a significant change is taking 
place? 





958 STOCK MARKET STUDY 


Mr. DemmMter. Yes, but it would be under the Securities Act of 1933. 
We have no provision for interim financial reports. There was in 
force from 1945 until the fall of 1953 a requirement for a quarterly 
statement of gross sales or gross revenues. That requirement orig- 
inated at the time that World War II was coming to an end and the 
Commission was anxious to make available to investors information 
as to the effect of the termination of war and reconversion on the 
volume of business which was being transacted by companies under 
the act. 

However, statements of gross sales or gross revenues did not neces- 
sarily correspond with the trend in net earnings. Moreover, those 
quarterly statements gave us something like 10,000 pieces of paper 
tohandlea year. A number of companies would send them on a cumu- 
lative basis, without indicating that they were on a cumulative basis. 
It furnished a large administrative headache. We were endeavoring 
to accommodate ourselves to a reduced budget and we, therefore, elimi- 
nated the 9-K report. There was some cheering about that and there 
was soifie complaining. We then gave consideration to the require- 
ment of a semiannual statement of net operating results. We have 
proposed for public comment and for public hearing a rule which 
would so require. A public hearing was held on that sometime last 
week, I believe, and the Commission has not made a determination 
as to whether it should be required or not. There were strenuous 
views expressed in favor of the requirement and strenuous views 
expressed in opposition to the requirement. 

I might say in that connection that as you impose additional require- 
ments upon companies which are subject to the Securities Exchange 
Act of 1934, you create some resistance to listing on the part of other 
companies which are not within those provisions, and that argument 
is frequently made against the imposition of additional requirements. 

Mr. Wautace. The quarterly reports were instituted right after 
World War II? 

Mr. Demter. Right at the close of World War IT, in 1945. 

Mr. Watxace. And they were discontinued recently ? 

Mr. Demmuer. In 1953. 

Mr. Watace. You say that material had limitations. Do you 
think that anyone examining the material would recognize the limi- 
tations that were in the quarterly reports? 

Mr. Demir. I am not sure that I understand your question, Mr. 
Wallace, but a statement of gross sales is just a statement of how much 
business you did. It does not tell you how much money you made 
out of it. By that I mean it has limited value. 

Mr. Wattacre. You do not expect this same limitation to be in the 
semiannual report? 

Mr. Demmuer. No; because it would reflect net results. 

Mr. Wauuiace. Have you considered requiring the information on 
the net results to be furnished in the quarterly reports? 

Mr. Demmuer. That was considered by the Commission. In fact, 
they made a proposal to that effect sometime in 1952, and there was 
a very clamorous outery against it on the part not only of the report- 
ing companies but on the part of many of the accountants, who indi- 
cated the great burden that would be imposed in some cases of making 
such reports on a quarterly basis, subject to the sanctions of the Secu- 
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rities Exchange Act of 1934, and that proposal was abandoned by 
the Commission. I do not know when it was, but before I came down 
here. 2 

Mr. Watxace. In your comprehensive statement you indicate that 
any security holder may require management to include in its proxy 
material any proposal made by that security holder which is a proper 
subject for action by security holders under the laws of the State of 
incorporation. Who determines whether it is a proper subject for 
action ¢ 

Mr. Demmuer. I do not like to give a long answer to this question, 
but Lam afraid I will have to. 

Mr. Waxuace. Is it not the Commission that determines whether it 
is a proper subject ¢ 

Mr. Demmirr. Under the rule, the management in effect has the 
burden of establishing that it is not a proper subject for action by 
security holders under the laws of the domicile of the corporation. 
Now, if the Commission disagrees with that determination it can 
endeavor to persuade the management, or the management can en- 
deavor to persuade the Commission. If an impassé is reached, there 
is only one way to determine it, and that would be to take the matter 
to court. We have not had to go to court in any of those cases yet. 

Mr. Watiace. Where there is doubt in your mind, where do you 
place the burden of proof? Is the burden of proof on the stock- 
holder or is the burden of proof on the management to say that this 
is not a proper subject 

Mr. Demmurr. The burden of proof is on the management so far 
as our administrative processing is concerned. 

Mr. Wattace. Suppose a stockholder proposal does not succeeed 
inl year. May it be renewed in the succeeding year ? 

Mr. Demmuer. Well, I have explained that I think in my answers 
to Senator Lehman. If it gets 3 percent of the votes the first time, 
it can be resubmitted, and then it can be resubmitted again if it gets 
6 percent the second time. 

Mr. Wauuace. Is it 3 percent the second time, or is it not 6 percent ? 

Mr. Demnter. The first time, of course, you start from scratch. 

Mr. Watuace. So the first time you start from scratch. The second 
time he has to have 3 percent ? 

Mr. Demmtuer. Three percent the first time. 

Mr. Wautacr. Then the next time it is submitted it has to have 
what, 6 percent? 

Mr. Demmuer. In order to be submitted the third time it has to have 
had 6 percent the second time. 

Mr. Wautace. And in order to be submitted again it has to have 
10 percent ? 

Mr. Demouer. Yes, sir. 

Mr. Watiace. When was this rule adopted? It used to be 3 per- 
cent straight through, did it not ? 

Mr. Demouer. That is right. It was adopted in January 1954, 
after a public hearing. 

Mr. Watxace. The prior rule was at 3 percent straight through ? 

Mr. Demoter. That is right. 

Mr. Watiace. What was the reason for the change? 

: yr. Demauer. I think I explained that in my answers to Senator 
ehman. 
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Mr. Watuace. Is a stockholder limited in the length of his state- 
ment? 

Mr. Demourr. One hundred words. That is no change. 

Mr. Watxace. Is management also limited ? 

Mr. Demmuer. No. That is also nochange. 

Mr. Watxace. Then they are not equal in that respect. I mean the 
stockholder is limited to 100 words and management is not limited ? 

Mr. Demoter. That is right, but that is in management’s proxy 
material. Of course, if the stockholder wants to send out proxy mate- 
rial of his own, he can do so, and he is not limited either. 

Mr. Watuace. Is not the stockholder limited though in the case of 
the larger corporations by the vast expense necessary to circularize 
the stockholder list ? 

Mr. Demmuer. Oh, yes, there is no question about that as a prac- 
tical limitation. 

Mr. Wauiace. Would it be in your judgment feasible to require 
management to send out at its expense any additional information that 
the stockholders might wish to circulate? Maybe you have not con- 
sidered that. 

Mr. Demouer. I am not sure that I understand your question, Mr. 
Wallace. 

Mr. Watiace. Well, it is very expensive for an individual stock- 
holder to circularize the entire list of stockholders. My question is: 
Would it be feasible to require management to send out at its expense 
any additional information that the stockholder might wish to circu- 
late? To have management circularize what the stockholder wants to 
circularize ? 

Mr. Demouer. Well, of course, I would think that somewhere along 
the line there might be some limitation to our legal power on this sub- 
ject. After all, the present act was designed to eliminate the evil of 
management soliciting proxies on the basis of insufficient disclosure, 
and to have that general proposition with respect to the illegality of 
proxy solicitation extended so as to create a whole new series of rights, 
it seems to me, is of questionable philosophical soundness. It seems 
to me if Congress had intended to change the basic relationships be- 
tween management and the stockholders that it would have resorted 
to something like a Federal corporation law. 

Mr. Watxace. Just as a matter of information—you may have 
stated this before—when management sends out proxy material is 
this paid for by the corporation ? 

Mr. Demouer. Yes. That, of course, is determined by State law. 
All we can do is require that it be disclosed. 

Mr. Wautace. How are proxies without any instructions regarding 
the particular proposal voted ? 

Mr. Demnter. Our rules require—I think this is an accurate state- 
ment—that a securityholder be offered the opportunity to make a 
choice for or against a proposal. The proxy forms, therefore, usually 
have two boxes, a “Yes” box and a “No” box. And then in bold-face 
type underneath that there is usually a statement made that in the ab- 
sence of an indication by the stockholder as to proposal No. 1 this 
proxy will be voted either for or against, and that is a statement of 
the management position, 

Mr. Watxiace. But the management does not have to state its posi- 
tion, does it? 
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Mr. Demer. If the management does not state how it is going to 
vote blanks, it cannot vote them. 

Mr. Wauxace. In other words, then, proxies without any instruc- 
tions regarding a particular proposal can be voted ? 

Mr. Demouer. I think I have answered your question. If there isa 
clear indication by an “X” in the “Yes” box or the “No” box, then of 
course they can be voted as indicated. If there is a bold-face statement 
that in the absence of an indication the proxy will be voted “yes” or 
“no.” as the case may be, then the proxy may be voted. But if there is 
not that express statement in bold-face type about how it will be voted 
in the absence of an indication, then the proxy cannot be voted. 

Mr. Waxuace. Just as a matter of curiosity, Mr. Chairman, how 
much do you think it would cost to send a single sheet of proxy solicit- 
ing material to all the stockholders of American Telephone & Tele- 
graph Co. ¢ 
~ Mr. Demmter. I do not know. 

Mr. Watxace. Is it a fair statement to say that postage alone would 
be about $40,000 ? 

Mr. Demmuer. I just do not know, Mr. Wallace. I do not know how 
many stockholders. If you tell me how many stockholders, you can 
multiply by 3 cents. 

Mr. Wauiace. Well, could a stockholder who is seeking proxies in a 
situation of this type be reimbursed for his expense ? 

Mr. Demoter. That would be a matter of State law. 

Mr. Watiace. Mr. Chairman, can you explain very briefly what the 
present regulations are with respect to insider trading ? 

Mr. Demer. No; I cannot explain them briefly. I can say what 
the statute is. The statute says that in the event that an officer or 
director or the holder of more than 10 percent of the shares of a com- 
pany realizes a profit within a 6-month period on the purchase and 
sale or sale and purchase of a security the profit so realized is recover- 
able by the corporation. Now, there is a whole body of jurisprudence 
that has been built up on that in the form of rules and regulations and 
in the form of court decisions, and it would simply be a completely 
hopeless task for me to review it. I might refer you to two articles in 
the Harvard Law Review of January and February 1953, which were 
written under the coauthorship of Donald C. Cook, my predecessor, 
and Myer Feldman, of this committee staff, which endeavor to ex- 
plain those rules. The rules are set forth in our rule book under the 
numerology X-16,. It has been a strong feeling on my part that the 
rules should be clearer than they are, but I must admit that while we 
have been studying that subject over the last 18 months we have not 
come up with the answer. I think it is important that we should come 
up with the answer, because these reporting rules to report changes in 
ownership and the liability rules, that is, the rules which we have made 
under a power to exempt certain transactions from liability, are rules 
which have to be observed by many thousands of people, and it would 
be better if they were more easily understood than they are. We are 
working on that, and when Mr. Feldman is released from his duties 
here, I have no doubt he will get back to that. 

Mr. Wauxace. In general is not the purpose of insider trading pro- 
visions to have some regulations with respect to officers or directors of 
a corporation having the advantage of inside information and trading 
on the basis of that inside information ? 
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Mr. Demmuer. As I recall the initial language, section 16 (b) starts 
out “To prevent the unfair use of inside information.” 

Mr. Watuace. Well, that is what I mean. That relates to listed 
securities, does it not ? 

Mr. Demouer. It relates to listed securities. There are comparable 
provisions in the Public Utility Holding Company Act and Invest- 
ment Company Act of 1940. 

Mr. Watuiace. Are these provisions applicable to the over-the- 
counter market of securities ? 

Mr. Demmurr. No, sir, unless the over-the-counter security happens 
to be of an investment company or a public utility holding company 
or the subsidiary of a public utility holding company. 

Mr. Watrace. If an officer or director were to use this information 
on the basis of which to trade and make a profit—you correct me if 
I am wrong—a stockholder can sue him to recover any profits he 
makes; is that not right ? 

Mr. Demouer. No; that is not quite right, Mr. Wallace. 

Mr. Watxace. If it is within a 6-month period ? 

Mr. Denner. If it is within a 6-month period, a stockholder who 
thinks there is a liability on the part of the director may ask the cor- 
poration to institute suit, and if the corporation does not institute suit 
then he may do so on behalf of the corporation, but the corporation 
and not the stockholder gets the amount recovered, although the courts 
generally allow an attorney’s fee to counsel for the stockholder. 

Mr. Watuace. There are no criminal penalties attached to insider 
trading? 

Mr. Demmuer. Under section 16 there are no criminal penalties at- 
tached to insider trading. There are criminal penalties attached to a 
fraudulent purchase or fraudulent sale under rule X-10B-5 or per- 
haps, in the case of the sale, under section 17 of the Securities Act, but 
that is unrelated to the insider trading problem, although sometimes 
the people who are liable under those sections may be insiders who are 
trading. . 

Mr. Watiace. Of course, the insider trading rules do not apply 
unless the purchase and the sale are within a period of 6 months? 

Mr. Demnuer. That is right. 

Mr. Watxace. So that if an officer bought but did not sell within 
6 months he would not fall within the provisions of the act? 

Mr. Demner. That is right, he would not fall within the provisions 
of section 16 or the comparable sections of the Holding Company Act 
or the Investment Company Act. 

Mr. Watuace. In general would you say that there would be a 
tendency, if a director of officer of a corporation were to engage in 
insider trading, that the corporation itself would take action? Wouid 
the fact that he was an officer or director act as a deterrent to the cor- 
poration taking action to recover any profits he may have made? 

Mr. Demmurr. That is a general statement to which I cannot give 
you a statistical answer, but I can give you this explanation on the 
subject. In the course of processing the proxy material of a com- 
pany whose officers and directors’ reports show a liability, the com- 
pany is requested to include a statement regarding such liability in 
the proxy material, and that in effect I think frequently induces the 
officer or director, as the case might be, who made the trade, to volun- 
tarily dispose of the matter by a settlement. I just cannot give the 








rts 


ns 


ny 


on 
if 
he 


a 
er- 
ut 
1eS 
ire 


ly 


‘in 


ns 
ct 


ian 
id 


or- 


ve 
he 
m- 
m- 
in 
he 


n- 








STOCK MARKET STUDY 963 


statistics on that, Mr. Wallace, but I am sure that takes place in a 
number of cases. , 

Mr. Wautace. I did not ask for a statistical answer, only your 
opinion. Of course, the stockholder does not enter in unless the cor- 
poration fails, you said ? 

Mr. Demmuer. Unless there has been a demand and refusal, a de- 
mand on the corporation and refusal on its part. 

Mr. Watiace. Has there ever been a situation that you know of 
where the corporation entered a suit for the purpose of stimying a 
stockholder’s suit ? 

Mr. Demmuer. I do not know. I mean I just do not know the an- 
swer to the question. That might be a subjective question, too. You 
lo not know what their purpose was. 

Mr. Watiace. I notice in your statement that you say the liability 
provisions under this section 16 (b), that is, the insider trading pro- 
visions, are not enforced by the Commission but are solely the respon- 
sibility of the courts. Do you think it would be desirable for the 
(Commission to have some responsibility for enforcing this, or leave it 
up to the stockholder and corporation. 

Mr. Demmuer. I would think that court enforcement, the general 
philosophy of liability provisions being enforceable by the courts, is 
wholly sound. I think there might also be a constitutional question 
as to whether or not the Commission could enforce civil liability. 

Mr. Wautace. In the court cases either by a stockholder or a cor- 
poration, does the Commission ever participate in these cases? 

Mr. Demmirr. We do from time to time, yes, when a fundamental 
question of interpretation is involved. 

Mr. Wauiace, So that you participate when in your judgment there 
is—what did you call it? 

Mr. Demmter. Well, really a fundamental question of statutory in- 
terpretation. We do not participate just to take sides. 

Mr. Wattace. Do you participate as a friend of the court, amicus 
curiae ¢ 

Mr. Demourr. That is right. 

Mr. Watiace. How many cases have you participated in as an 
amicus curiae during the past 2 or 3 years! 

Mr. Demnuer. I do not know. 

Mr. Waxtace. Would it be impossible to get the information ? 

Mr. Demmier. No. We would be very happy to get the infor- 
mation. 

(The information referred to follows :) 

‘SSECURITIES AND EXCHANGE COMMISSION, 
DIVISION OF TRADING AND EXCHANGES, 
Washington 25, D. C., April 12, 1955. 
Mr. Ropert A. WALLACE, 


Staff Director, Committeee on Banking and Currency, 
United States Senate, Washington 25, D. C. 


Deak Mr. WatLace: During the course of Mr. Demmler’s testimony before 
the committee on March 22, 1955, you requested that he furnish for the record 
the number of cases under section 16 (b) of the Securities Exchange Act of 1934 
in which the Commission has participated as amicus curiae during the past 
2or 3 years. (See p. 2160, vol. XIV, of the transcript.) 

Pursuant to Mr. Demmler’s instructions, I am submitting herewith the 
information requested. 

Sincerely yours, 
Haroitp C. Parrerson, Director. 
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MEMORANDUM 


AprIL 8, 1955. 


To: Harold C. Patterson, Director, Division of Trading and Exchanges 
From: Thomas G. Meeker, Assistant General Counsel 
Re: Request of Senate Committee on Banking and Currency for information 
regarding SEC participation as amicus curiae in recent cases under section 
16 (b) of Securities Exchange Act. 
Since July 1, 1952, the Commission has participated as amicus curiae in the 
following cases under section 16 (b) of the Securities Exchange Act of 1934: 
1. Jefferson Lake Sulphur Co. v. Walet (104 F. Supp. 2d (E. D. La., 1952) 
aff'd 202 F. 2d 483 (C. A. 5, 1958) ). 
2. Falco v. Donner Foundation, Inc. (208 F. 2d 600 (C. A. 2, 1953) ). 
3. Pellegrino v. Wright (anreported, D. Md., No. 5940, Sept. 18, 1952; CCH 
Federal Secs. L. Rep., para. 90, 602). 
t. Falco vy. Roberts (8S. D. N. Y. No. 76-284 (1952) ). 
5. Rosenfeld v. Buckley (8S. D. N. Y. No. 88-386 (1954) ). 


The last two cases, above, were apparently settled without court decision. 

The foregoing tabulation does not include cases pending since July 1, 195z 
where the Commission's only active participation occurred prior thereto. 

Mr. Wat.ace. Then in the other cases it was left to the stockholder 
to enforce these provisions. Do you think the Commission should 
have some authority to institute its own actions to enforce this pro- 
vision ? 

Mr. Demnter. The statute now reads that the stockholder can insti- 
tute the action, and the statutory system seems to have worked pretty 
well. I have no recommendation for an amendment. I am not sure 
that it is the function of the Federal Government to enforce what is 
basically a purely private right. It results in no benefit to anybody 
except the corporation. Therefore, why should the taxpayers pay 
for it. 

Mr. Watuacr. Mr. Chairman, there are certain regulations now 
with respect to insider trading on a 6-month basis, the profits of which 
would be recoverable by the corporation or a stockholder. Is it illegal 
for the officer to divulge inside information to anybody else to use for 
the basis of trading? 

Mr. Demmtuer. I think that is a hypothetical question which I 
could not answer. It would all depend on the circumstances. 

Mr. Watxace. I cannot see that a question as to the legality of 
divulging inside information is hypothetical. As I understand it, 
on this insider trading proposition there is no regulation on unlisted 
securities ? 

Mr. Demmuer. Except for rule X-10B-5 and section 17 of the Se- 
curities Act. 

Mr. Wautace. But those provisions relate to fraud, not insider 
trading. So that an officer or director would have everything to gain 
and nothing to lose by participating on insider trading, since all he 
could lose would be the profits, and there are no criminal penalties ? 

Mr. Demmuer. Well, he also pays a tax on the profits and gets the 
profits taken away, so he loses the profits plus the tax. 

Mr. Wattace. He would lose the tax on the profits, too? 

Mr. Denmurr. I think I am correct in my statement of the tax law. 
So it is not correct to say he has everything to gain and nothing to lose. 

Mr. Watwace. So all he has to lose is the tax on his profits? 
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Mr. Demmuer. He has the tax on his profits to lose and, of course, 
it probably costs him something to defend the action. 

Mr. Watuace. And there is no illegality in disclosing any inside 
information to anyone ¢ 

Mr. Demmuer. I did not say that. I said that would depend on the 
circumstances, Mr. Wallace. 

Mr. Waxtace. Well, you mentioned rule X-10B-—5 and section 17 
of the Securities Act. Were you not talking about fraudulent action 
or betraying of trust of the corporation ¢ 

Mr, Demmuer. Well, I can conceive of all kinds of imaginative situ- 
ations in which it might be illegal. I can conceive of other situations 
in which the statute would not have been violated in any way. You 
may have questions of State law involved. It is just too hypothetical 
a question to answer. 

Mr. Wa.tace. In your statement you refer to the fact that bills to 
subject companies with 300 or more securityholders and $3 million or 
more of assets to the reporting, proxy solicitation, and insider trading 
and liability provisions of the Securities Exchange Act were intro- 
duced in the 79th, 81st, and 82d Congresses. Do you feel that such 
legislation is desirable ¢ 

Mr. Demusr. As I said in my response to Senator Payne, I would 
like to stand on my statements with respect to that, which appear in my 
full written statement on pages 45 and 46. 

Mr. Wattace. And we have the record complete on that 

Mr. Demmuer. Yes, sir. 

Mr. Watace. Is there any reason for treating issues which are 
traded on the American Stock Exchange differently simply because 
one group of issues is fully listed on the exchange and the other group 
of issues is unlisted? That relates to the other question, I think. 
Would you care to comment on that, or do you think that is covered 
in your statement? 

Mr. Demme. I think it is covered in my statement by implication, 
although it is not specifically alluded to. In other words, Congress 
provided for unlisted trading privileges, and so far as we are con- 
cerned we read the law and apply it. 

Mr. Wa.uace. Have you gotten into the way that you police the 
over-the-counter market? Would it be fair to say that you do it by 
watching the national quotation sheets and by inspecting brokers and 
dealers ¢ 

Mr. Demouzr. I would say that there probably are several ways 
in which the over-the-counter market is policed, aside from whatever 
policing is done by the State authorities, and let us remember that. we 
do have many States which have laws providing for the registration 
of brokers and dealers. The ways in which the over-the-counter mar- 
ket is policed are: (1) By the observation of stock movements in the 
over-the-counter markets as reflected by the national daily quotation 
sheets; (2) by broker-dealer inspection programs; (3) via the inspec- 
tions and rules of the National Association of Securities Dealers; 
(4) by public complaints; (5) through investigations which are con- 
ducted on the basis of what is discovered during an inspection of a 
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broker or dealer or on the basis of a public complaint previously 
received; and (6) by a proceeding for a revocation of the broker's 
or the dealer’s registration or by a proceeding the result of which 
might be to suspend him from the National Association of Securities 
Dealers. That proceeding might be instituted by us or by the NASD. 

Mr. Wauuace. In your judgment, in these ways can you control 
manipulation and other illegal practices from being carried out? I 
take it that you feel that you can. 

Mr. Demourr. Well, it is a relative term. You do not obtain per- 
fection, to be sure. 

Mr. Wauuace. Is it more difficult to detect manipulation in the 
over-the-counter market than in the stock exchanges ¢ 

Mr. Demoter. Well, you go at it ina different w ay, and it is pretty 
hard to determine the efficacy of the method. Now, I would think 
that in view of the lack of filed available information on over-the- 
counter securities, that where that is available as a tool for manipula- 
tion you have a potential violation there. But to come up with a 
definitive conclusion that there is or is not manipulation in the over- 
the-counter market to a degree greater than on the exchange market, 
I just. do not believe I could answer the question. I am not sure 
that anybody on the staff could come up with a conclusion that he 
could support and not be in danger of being successfully attacked. 

Mr. Watiace. Would it be a significant question to ask you how 
many members of your staff are assigned to the policing of the over- 
the-counter market compared with the number on the listed 
exchanges ¢ 

Mr. Demmturr. You cannot quite draw a distinction. Some do 
both. 

Mr. Wautace. As far as you are concerned, is the number of staff 
people that you have doing this adequate ? Do you have enough staff 
people to guard against manipulation and other illegal practices in 
both the listed and the over-the-counter ? 

Mr. Demmter. Well, of course, you could always use more, and 
as you have more people you can do a more complete job. Whether 
or not the result which has been produced to date with the people we 
do have is an adequate result is perhaps the best test of whether we 
have had enough people. Generally speaking, I think that the result 
has been pretty good. Now, what we have asked for in our budget 
for this year is funds for 26 more people, who would be broker-dealer 
inspectors and the like. Now, that group of people would consti- 
tute a pool from which perhaps some of our over-the-counter checking 
would be done. These people, particularly in the regional offices, 
have to be prepared to double in several capacities and move from 
investigations to inspections to surveillance and the like. 

Mr. Wautace. Thank you. Could you furnish for the record the 
total number of employees that the Commission has had year by year 
from 1934 to the present ? 

Mr. Demnter. I think we have a request for that. If not, I will 
consider what you have just said as a request, and we will furnish it. 

(The following was received in response to the above :) 
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Securities and Exchange Commission—Average employment from fiscal 1935 
through fiscal 1955 





Average 
Fiscal year ending June 30: employment | Fiscal year ending June 30— Average 
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Mr. Watuace. Thank you. In your statement you refer to the 
study of the Division of Trading in Exchanges in 1945 on floor 
trading. As I understand it, that study showed that floor traders 
tended to sell heavily on sharp declines and to accentuate trends in the 
market. Have your studies come to any other conclusions ? 

Mr. Demucer. On the subject of floor trading, Mr. Wallace, which 
is a very controversial one, I would like to say this—and here again 
I apologize for a somewhat long answer. 

Senator Frear. You only have 2 minutes to make that answer. 

Mr. Demmter. I will try and squeeze it in, Senator. Congress, fol- 
lowing investigations in 1934 which indicated some difficulty—I mean 
some abuses on floor trading, still decided not to abolish floor trad- 
ing, but to leave it to the Commission. The Commission’s staff has 
been divided on the subject of whether floor trading was harmful 
or not harmful. We have furnished to the committee a chronology 
of studies and actions of the Commission on the subject of floor trad- 
ing. But if we believe in the principle of self-regulation at all and in 
the efficacy of that principle—and | think we do—it does not seem to 
me that the public interest has been harmed up to this time by the non- 
action of the Commission absolishing floor trading. The matter con- 
tinues under study. 

Mr. Wauuace. As a result of the study by the Commission, the ex- 
change amended its floor trading rules. However, I understand that 
on September 21, 1953, the floor trading rule was rescinded completely, 
so that gets back into the controversial area. 

Mr. Demouer. I do not think it is correct that it was rescinded com- 
pletely. Perhaps somebody from the stock exchange could teil you 
what was done. The Commission took a handsoff position on ‘the 
subject and reserved itself in a posture where it could move one way 
or the other under sections 11 or 19 in requesting a change in the ex- 
change’s rule if it turned out that the exchange’s own action had been 
contrary to the public interest. We did not clear their change in the 
rule nor did we attempt to block it. 

Mr. Watxace. I notice in the Wall Street Journal of February 4, 
1955, that floor traders were cautioned by a member of the exchange’s 
board of governors to lay off the aircraft stocks. The Wall Street 
Journal stated that some of them apparently had been buying and . 
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selling huge amounts of the stocks to capitalize on their recent 
popularity. The Wall Street Journal then goes on to say: “It is 
understood that an additional reason for cautioning traders just 
now is that Senator Fulbright, chairman of the Senate Banking 
Committee, has started an inquiry into the stock-market practices and 
stock prices.” I notice also that this remark was made shorily after 
members of the Commission staff visited New York and discussed in- 
formally the floor trader problems with the exchange. Apparently 
then there is some feeling still in existence that a professional does 
accentuate the upswings and downswings. Has the Commision done 
anything in regard to this? 

Mr. Demmter. I do not agree with your conclusion that it accen- 
tuates upswings and downswings. I think the conclusion is that it is a 
subject which we have a statutory responsibility to keep watching, and 
that is what we are doing. 

Mr. Wauace. That is all. 


Senator Frear. Thank you, Mr. Demmler, and the members of 
your Commission and your staff. I am sorry I was not here to hear 
all your testimony. I am sure it was interesting, and I shall take 


access to the record. I am always happy to have you down before one 
of the best committees in the Senate. 


Mr. Demmurr. Thank you. The feeling is mutual, Senator. 
(Mr. Demmler’s prepared statement follows :) 


STATEMENT OF RALPH H. DEMMLER, CHAIRMAN, SECURITIES AND EXCHANGE 
COMMISSION 


My name is Ralph H. Demmler. Since June 17, 1953, I have been Chairman 
of the Securities and Exchange Commission. The other members of the Com- 
mission join me in this statement. 

Since this committee’s inquiry is concerned with the trading markets for 
securities, the detailed portions of this statement will deal in large measure 
with the Securities Exchange Act of 1934, the act which relates to these markets. 

Before entering into any detailed discussion of the operation of the Securities 
Exchange Act of 1934, however, I would like to make some general observations 
about the role of the Securities and Exchange Commission in the capital markets 
generally, that is, the trading markets and the market for original issue of 
securities. 

The Commission has no statutory responsibility bearing directly upon general 
market price levels, as such. The Commission’s powers are generally the antith- 
esis of price regulation. They are powers calculated to preserve a free and 
unmanipulated market. Nor does the Commission possess either power or 
responsibility to impose direct economic controls on price movements. Thus, 
although our activities under the Securities Exchange Act include enforcement 
of rules relating to margain requirements, the duty of prescribing these rules 
for the purpose of preventing the excessive use of credit for the purchase or 
carrying of securities was delegated by the Congress to the Board of Governors 
of the Federal Reserve System. (See sec. 7 (a) of the act.) 

The Securities Exchange Act of 1934 was directed against certain abuses, 
discussed at length later, namely: (1) laxness of exchange administration; (2) 
inadequate information; (3) manipulative practices and activity in aid of such 
practices; (4) unfair use of inside information; (5) inadequate disclosure in 
obtaining proxies; (6) harmful practices of brokers and dealers; and (7) the 
excessive use of credit and excessive speculation made possible through low 
margins. 

The Securities Exchange Act of 1934 did not, except for the provision for mar- 
gin requirements to prevent excessive use of credit, provide any direct check on 
the popular will to speculate. To be sure, various prohibitions of the act were 
designed to dull some of the shiny allurements which the market may have held 
out, but the act leaves the individual free to go into the market if he so 
desires. In fact, the restoration of investors’ confidence, a confidence created 
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hy an honest market, was one of the aims, not only of the Securities Exchange 
Act of 1934, but of all the acts administered by the Commission. 

The securities markets, the operations of which your committee is examining, 
are basic to the Ameriean economic system. The capital markets for original 
jssue—publie offering and private placement—have provided the means by 
which in the last 20 years approximately a hundred billion dollars of corporate 
capital funds have been raised. The expansion of the Nation’s industrial plant, 
on which our economic and military: strength depends, in turn is dependent 
on continued investment of capital. For the last 3 years about 30 percent 
a of the cost of new plants and facilities has come from new investment, that is, 
9 from funds raised by: the sale of new issues of securities in the capital markets. 

If, therefore, the United States is to maintain its basic system of free private 
enterprise—a system which has given the people of this country the highest 
4 standard of living ever known and projected us into a position of preeminence 
¥ in world affairs—and if that system is to continue to create the production and 
% distribution facilities required to provide a continuously improving standard 
: of living for our people and to sustain the Nation’s economic might, there must 
‘ be a continuous flow of new investment capital. The trading markets, both 
exchange and over-the-counter, make possible the existence of the markets for 
original issues of securities. Moreover, several billions of dollars of securities 
originally sold to the public as convertible debt issues are gradually being con- 
verted into equities. This is a process in which the trading markets serve the 
important economic function of transplanting capital borrowed from the public 
by way of convertible debt into the permanent common stock structure of the 
Nation’s corporate capital. 

The capital markets for original issue and the trading markets must be oper- 
ated in a manner which will justify continued public confidence so that their 
a vital function in the economic development of the Nation can be carried out 
w in the years ahead. 

I have pointed out that the Securities Exchange Act is directed largely at 
specific abuses found to have existed by the Congress. The Securities Exchange 
Act, however, is only 1 of 6 statutes administered by the Commission. The 
3 others are: 
zs The Securities Act of 1933; the Public Utility Holding Company Act of 1935; 
q the Trust Indentrue Act of 1989; the Investment Company Act of 1940; and the 
Investment Advisers Act of 1940. The Commission also has some functions under 
chapter X of the Bankruptcy Act. 

I do not propose to review in detail the Commission’s function under statutes 
other than the Securities Exchange Act of 1934, but I think it would be of as- 
sistance to this committee if I analyzed the allocations of responsibility which 
the several securities laws make to investors, to brokers, dealers and under- 
writers, to the exchanges, to associations of securities dealers, to the courts, 
and to the Commission. I used the words “allocation of responsibility” because 
of a tendency on the part of many to think that the Securities and Exchange 
3 Commission is a kind of guarantor that all is well; a tendency to think that 

the existence of the Commission eliminates the necessity of the investor’s 
3 exercising intelligent standards of selection in the choice of his investiments 
3 or in the choice of his broker; a tendency, if you please, to feel that the dis- 
ciplinary power of the Commission is a substitute for self-control. Also there 
is a popular fallacy that if a security has been registered with the Commission, 
either for sale as a new issue or for listing on an exchange, the Commission 
4 has “approved” it. Nothing could be further from the truth. The Commission 
3 has no power to approve or disapprove securities under the securities acts and 
for a person so to represent in the sale of securities is a criminal offense. I am 
sure there is a widespread belief in all segments of the American public that 
the Commission has much more power than, in fact, it does have or than it 
could effectively exercise if it did have it. 
r The various securities laws considered together are based upon several legis- 
a lative policies which can be classified as follows: (1) requirements for dis- 
closure; (2) prohibition of certain unlawful acts; (3) imposition of civil and 
criminal liabilities and penalties; (4) exercise of certain administrative and 
regulatory powers by the Commission; and (5) self-regulation by national se- 
curities exchanges and registered associations of securities dealers. 
Let me give a few examples of each of these legislative policies and then let 


me draw certain conclusions as to the responsibility for the effective operation 
of the securities laws. 
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1. REQUIREMENTS FOR DISCLOSURE 


Registrations of new issues of securities, of securities for listing on a national 
securities exchange, of investment companies, of public utility holding com- 
panies, of the exchanges themselves, of brokers and dealers, of investment ad- 
visers, and of national securities associations, all involve the making of dis- 
closures designed to provide information to the public investor. These regis- 
tration statements are supplemented by periodic reports. The requirements 
for proxy solicitation material are requirements for disclosure, as are reports 
on security holdings by officers, directors, and large (more than 10 percent of an 
outstanding class) stockholders. 

The duty to disclose is the duty of the issuer or the controlling stockholder, 
the underwriter, the broker, the dealer, the officer or director, the exchange or 
the association; and the responsibility, both criminal and civil, for the accuracy 
of the disclosure is his. 

The Commission’s duty in respect to the disclosure requirements is adminis- 
trative. The Commission does not audit the accuracy of disclosures, and, in- 
deed it is unlawful to represent to a prospective purchaser of a security that the 
Commission has passed upon the accuracy or completeness of a statement or 
report filed with it. The Commission examines such material to see if it is 
insufficient on its face. If so, it suggests changes, and failing to get them, it 
may exercise administrative discipline or go into the Federal court for an in- 
junction. 

Requirements for disclosure represent the basic policy of the securities laws. 
The existence of these requirements has increased available information on most 
of our publicly held corporations, and has improved standards, accounting and 
otherwise, for corporate reporting. The disclosures are made for the benefit 
of investors and, basically, it is the responsibility of the investors themselves, and 
of those in the securities business who advise them, to see that the benefits from 
disclosure are made available and used in practice as well as in theory. 


2. PROHIBITION OF CERTAIN UNLAWFUL ACTS 


Each of the several statutes contains prohibitions. Some practices, specifical- 
ly described in the laws, are forbidden. In other cases the statutes forbid prac- 
tices in violation of rules and regulations which the Commission may adopt. 
For example, there are specific prohibitions against fraud and misrepresentation 
in the offer and sale of securities (see sec. 17 (a), Securities Act) and specific 
prohibitions against manipulation of prices on an exchange through wash sales, 
saheied orders or other specified devices (see sec. 9 (a) (1)-—(5), Securities 
Exchange Act). In addition to the express prohibitions against manipulation 
described above, there are also provisions making it unlawful to use manipula- 
tive devices as defined by the Commission (see secs. 10 (b) and 15 (ec) (1), Se- 
curities Exchange Act. Cf. secs. 9 (a) (6), 9 (c), 9 (d) of that act). In the 
field of stabilization of securities prices on exchanges, activities in contravention 
of rules of the Commission are similarly forbidden (see sec. 9 (a) (6), Securi- 
ties Exchange Act). 

These prohibitions operate on the individual or organization like any other 
legal prohibitions. Their violation may lead to administrative discipline by the 
Commission in some cases, such as revocation of the registration of a broker or 
dealer (that is, putting him out of business), or to injunctive or criminal pro- 
ceedings in the courts. Basically, however, the efficacy of these prohibitions, 


like all prohibitory laws, depends in great measure on the disposition of people 
to obey the law. 


3. CIVIL AND CRIMINAL LIABILITIES AND PENALTIES 


Each of the acts administered by the Commission provides that willful vio- 
lations may be punished criminally. The same is true of willful violations of 
some of the Commission’s rules adopted under the acts. The Commission is also 
authorized to seek injunctions against persons violating the acts of rules, and 
it has been held that in some circumstances an aggrieved party may likewise 
seek an injunction against the violator. In addition there are provisions for 
civil liability, for example, to parties aggrieved by fraud or by manipulation, 
or to parties to whom unregistered securities were sold. In some cases the courts 
have imposed civil liability for violations even when there is no express statu- 
tory provision for legal actions by private parties. 
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Criminal penalties and civil liabilities are imposed by the courts and not by 
the Commission. The Commission investigates violations, goes to the courts to 
restrain their continuance and refers violations to the Department of Justice 
for criminal prosecution. Civil liabilities are imposed in private litigaton to 
which the Commission is not a party. The Commission does not ordinarily par- 
ticipate in such private litigation except when the Commission's: participation 
is necessary to protect the public interest or to aid the courts in matters of 
interpretation of the securities acts. 


4. THE EXERCISE OF ADMINISTRATIVE AND REGULATORY POWERS BY THE COMMISSION 
The Securities Exchange Act of 1934 created the Commission and gave it 
numerous powers. It can prescribe certain duties and liabilities in detail by 
use of its rulemaking power, and the rules may create criminal and civil lia- 
hilities. The rulemaking power, for example, covers the definition of manipu- 
lative practices and practices in connection with stabilization of prices of securi- 
ties. The Commission has powers to exempt certain transactions or types of 
transactions from the operation of statutory prohibitions. It has powers to 
prescribe certain types of administrative discipline such as delisting of stocks, 
or denial or revocation of a broker’s or dealer’s registration. It has investiga- 
tive powers and may refer cases to the Department of Justice for criminal prose- 
eution and it may seek injunctions. It reviews many statements and reports 
filed with it to determine whether on their face such statements meet the dis- 
closure requirements. 

The efficacy of the Commission's administration, of course, is dependent upon 
the wisdom with which the Commission, aided by its staff, exercises these broad 
powers and responsibilities. Rules must not only be theoretically sound but 
they must be understandable and capable of enforcement. There is always a 
question of proper balance between the perfect and the practicable, between the 
reasonably certain and the unreasonably rigid. There are continuing problems 
of drawing and revising rules to close loopholes which the ingenious seek to 
discover. It must be borne in mind that abuses which subtly creep into busi- 
ness transactions are frequently in the nature of unfair practices, overreaching, 
informal collusive action, activities not in accordance with just and equitable 
principles of trade. The line between the unethical and the illegal is sometimes 
hard to draw. In many areas, the Commission’s rulemaking power involves 
drawing such lines. 














5. SELF-REGULATION BY NATIONAL SECURITIES EXCHANGES AND REGISTERED 
ASSOCIATIONS OF SECURITIES DEALERS 


Because of the fact that the maintenance of open and honest securities markets, 
both exchange and over-the-counter, both for original issue and for trading, 
depends upon the application of just and equitable principles of trade, the 
Congress in the Securities Exchange Act recognized and accorded legal status 
to securities exchanges and to registered associations of securities dealers. The 
Commission has certain powers of review over the rules of the exchanges and 
over the rules and disciplinary proceedings of the National Association of 
Securities Dealers, Inc., the one registered securities dealers associations. The 
granting of legal status to these organizations is a legislative recognition of 
the public trust administered by those organizations. This discharge of the 
responsibility imposed on the exchanges and the NASD by that trust transcends 
in practical importance anything that could be accomplished by an army of 
investigators and inspectors which the Commission might send in but which it 
does not have. 

I have presented this brief classification of legislative policies and the few 
examples of each in order to point out that the effective operation of the securi- 
ties laws is dependent upon a recognition of responsibility by investors, by 
issuers of securities, brokers, dealers, underwriters, exchanges, associations of 
securities dealers, and the courts, as well as by the Commission. 

Before passing on to a detailed discussion of the provisions of the Securities 
Exchange Act, I should like to comment on two specific problems which have been 
raised at the hearings of this committee, one, the matter of institutional programs 
to encourage the purchase of securities, and the other the broadcasting of news 
about companies in a manner which excites public interest in their securities. 

The Government and the business community are confronted with a dilemma 
when they appraise any program designed to interest the general publie in 
our capital markets. Broader public understanding of how our system of capital 
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formation operates is clearly desirable. Thanks in considerable measure to 
the securities acts, more people have more reliable information about the capital 
markets and the securities sold therein than they had 20 years ago. One of 
the basic aims and accomplishments of the securities laws is dissemination of 
business and financial information about corporations whose securities are traded 
on exchanges or have been sold in the public capital markets. To draw the line 
between legitimately stimulating the interest of potential investors in our capi- 
tal markets and improperly luring people into those markets would be a difficult 
legislative feat. 

It is my opinion that institutional advertising for investment in the Ameri- 
can economy—unrelated to specific securities or specific plans for purchasing 
securities—would be better regulated by self-control than by legislation. The 
principle of legislative control might be applied in other circumstances to in- 
stitutional advertising appeals by labor unions, medical associations, associa- 
tions of railroads, associations of cooperatives, associations of producers of 
commodities—such as meat or butter or oleomargarine. Rather it strikes one 
that these bids for public favor by groups such as these are in the American 
tradition and in the spirit of the first amendment. However, an institution with 
the public responsibility of a national securities exchange must recognize the 
obligation it assumes when it undertakes a public relations campaign to influence 
what people do with their savings. 

The Securities and Exchange Commission has adopted a statement of policy 
with respect to sales literature covering sales of securities of investment com- 
panies, and is in the process of reviewing a statement proposed to be issued by 
the New York Stock Exchange to guide its members’ use of sales literature. 
These statements serve as a guide to indicate what types of sales literature may 
offend the antifraud provisions of the securities laws. Supplemental literature 
used in connection with the sale of securities of mutual funds is examined by 
the NASD in cooperation with the Commission. The staff also examines litera- 
ture supplemental to the offering circulars used under regulations which provide 
an exemption from full registration. I question whether it is administratively 
feasible or would be legislatively wise to attempt to do more. 

Members of the committee have expressed concern during these hearings 
about broadcasts which have enticed people into the market. The Commission 
is no less concerned. However, the prohibitions of the Securities Exchange 
Act with respect to tips and rumors have limited operation and would not appear 
to include a news report as such. The inhibitions of the present securities laws 
are imposed on parties having an interest in the transaction or those paid by 
such parties. If such responsibility were imposed upon those who undertake, 
without such pecuniary interest, to publish information, the result might be 
to shut off the publication of much valuable market information presently 
published. 

The purpose and thrust of the securities acts is to disseminate information, 
correct information, to the public, and if legislation curbing these broadcasts 
had the unintended effect of drying up present legitimate news sources on securi- 
ties out of a fear of liability for unintended and occasional inaccuracies, the 
cure would be far worse than the disease. A few demonstrably bad tips might 
have the effect of eliminating this source of enticement into the market. At 
this time and pending continuing study, I have no legislation to suggest on that 
subject. I call your attention to the fact that section 17 (b) of the Securities 
Act of 1933 attempted to deal only with paid publicity for securities. (See 
H. Rept. No. 85, 78d Cong., Ist sess., p. 24.) 

It is fair to point out, however, that institutional advertising and broadecast- 
ing are only a part of the general publicity regarding the markets. News publi- 
cations about securities, advertisements by investment advisory services, and 
advertisements by dealers of outstanding securities not the subject of an offering 
registered under the Securities Act of 1983 are all available for the public to 
read, and this material, generally speaking, receives no advance review or routine 
postpublication examination by the Commission. I am not suggesting that it 
should. Advertising by sellers of securities is subject to the fraud provisions of 
the Securities Act, in some cases the mail-fraud statutes, and to fraud provisions 
of the laws of some States. Advertising by investment advisory services may 
give rise to injunction proceedings by the Commission. From a practical stand- 
point, unless the Commission’s staff were vastly enlarged, it would not be able 
to censor before publication or review after publication either advertising or 
advice. 
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Let me now pass on to a discussion of the specific provisions of the Securities 
Exchange Act with respect to specific abuses found by the Congress in 1934 and 
to some comments on administrative problems encountered by the Commission in 
carrying out its responsibilities under the act. 


1. LAXNESS BY THE SECURITIES EXCHANGES IN THEIR ADMINISTRATION AND IN THEIR 
CONTROL OF MEMBERS 


The Securities Exchange Act requires each securities exchange to register with 
the Commission as a national securities exchange or to apply for the exemption 
which may be granted to an exchange which has a very small volume of 
transactions. 

As a condition of registration, an exchange is required to agree to comply with 
the provisions of the act and the Commission’s rules and to enforce compliance 
therewith by its members. The rules of each exchange are required to provide 
for the disciplining of its members for conduct inconsistent with just and equita- 
ble principles of trade. Information pertaining to the organization, rules of 
procedure, trading practices, and related matters is contained in the application 
of each exchange and is kept current. 

Section 19 (b) of the act authorizes the Commission to alter or supplement the 
rules of a national securities exchange as to certain subjects. However, the 
statute contemplates substantial self-regulation by the exchanges. The Com- 
mission is not empowered to alter or supplement the rules of an exchange unless 
it first requests the exchange to take care of the matter and the exchange fails 
to do so. Each exchange reports changes in its rules to the Commission and as 
a matter of practice generally discusses such changes wtih the Commission’s staff. 

There is no provision in the act expressly giving the Commision power to 
compel compliance by members of exchanges with exchange rules. However, 
since 1939 the exchanges have advised the Commission of disciplinary actions 
taken. The Commission has power under section 19 (a) (1) of the act to sus- 
pend or withdraw the registration of an exchange for violation of the act or the 
Comumission’s rules or for failure to enforce, so far as is within its power, com- 
pliance with the act and rules by members and issuers of registered securities. 
The Commission has never resorted to this power. Section 19 (a) (3) author- 
izes the Commission to suspend or expel any member or officer of a national 
securities exchange for violation of the act or the Commission’s rules, and the 
Commission has invoked this power on various occasions with respect to 
members. 

When the act was passed in 1934, the Commission was directed by section 19 (c) 
to make an investigation of the rules of national securities exchanges with re- 
spect to the classification of members, the methods of election of officers and 
committees to insure a fair representation of the membership, the disciplining 
of members, and other matters. The Commission’s report on the Government of 
Securities Exchanges (Document No. 85, House of Representatives, T4th Cong., 
ist sess.) indicated that although the Congress had declared that exchanges were 
affected with a public interest, their governing bodies were not selected on a basis 
that would make them particularly responsive to the interests of public cus- 
tomers and made various recommendations which were suggested be put into 
effect by voluntary action of the exchanges themselves. Following a request by 
the Commission in 1937, the New York Stock Exchange revised its constitution 
to provide for direct representation of the public on the board of governors and 
increased representation of exchange firms doing business with the public. The 
udministrative structure was simplified and full-time executive staffs were 
created to carry out, under a paid president, the administrative functions for- 
merly conducted by the governors sitting as committee members. 

Necessarily the successful operation of a statute under which enforcement of 
the exchange’s rules is primarily the exchange’s own responsibility, is depend- 
ent upon the exchange’s good faith and diligence. The annual reports of the 
Commission to the Congress disclose rule changes made by the several exchanges. 
The discussion with the Commission or its staff which customarily precedes the 
adoption of a change does not preclude the Commission’s subsequent exercise of 
its powers with respect to the exchange’s rules. There is not a day-to-day type 
ef constant surveillance of exchange activities in the sense of having Commission 
inspectors policing activities on the floor. 

The governors of an exchange have the responsibility for surveillance of 
trading on the floor, and the Commission’s investigators move in only in con- 
nection with specific investigations. 





974 STOCK MARKET STUDY 


In discharging its statutory duties under the Securities Exchange Act, the 
Commission relies in great measure upon the following as indications that the 
national securities exchanges, generally speaking, are being operated in the 
manner consistent with the public interest: 

1. The continued maintenance of consultation and liaison between the ex- 
changes and the Commission ; 

2. The character of the exchanges’ rules and the power of the Commission with 
respect thereto; 

3. The fact that such rules are discussed with the staff of the Commission ang 
on occasion with the Commission itself; 

4. The absence of public complaint; 

5. The obligation of the exchanges to require of their members compliance 
with the securities laws and rules of the Commission ; 

6. The fact that unlawful activity on the floor of an exchange cannot easily 
escape the notice of others on the floor ; : 

7. The disciplinary powers of the exchanges, their exercise by the exchanges 
and the fact that such discipline may affect the livelihood and reputation of the 
one against whom it is imposed; 

8. The Commission’s inquiries, as hereinafter described, into possible manipu- 
lations; and 

9. The requirements for, and surveillance by the exchanges of, the financial 
responsibility of their members. 


2. SECURITIES WERE LISTED AND TRADED ON EXCHANGES WITHOUT PROVISION FOR ADE- 
QUATE DISSEMINATION TO THE PUBLIC OF INFORMATION CONCERNING THE ISSUER 
AND THE SECURITY 


The Securities Exchange Act makes it unlawful for any member, broker or 
dealer to effect a transaction in any security on a national securities exchange 
unless the security has first been registered with the Commission for trading on 
the exchange or is exempt from registration. The act provides for full listing 
and for admission to unlisted trading privileges. 

A security which is to be listed on a national securities exchange may be 
registered with the Commission by the issuer filing an application setting forth 
certain information, part specified by statute and part by Commission rule. 

The act also provides that issuers whose securities are registered for trading 
on a national securities exchange shall file annual and interim reports with the 
exchange and the Commission. The annual reports filed with the exchange and 
the Commission by such issuers contain information with respect to changes 
during the fiscal year in the information previously reported, and financial state- 
ments reflecting the issuer’s operations during the fiscal year. The interim 
reports disclose to investors information with respect to certain major events. 

The Commission’s staff examines the applications and reports so filed. If it 
appears that the material filed fails in any material respect to meet the require- 
ments of the Commission’s rules, the staff normally writes a letter of comment 
to the issuer setting forth the respects in which the information is found to be 
deficient. Usually, these letters are sufficient to secure compliance. In a few 
instances the Commission has resorted to proceedings before the courts to com- 
pel compliance with applicable requirements. The Commission may also, in 
appropriate cases, initiate administrative proceedings under section 19 (a) (2) 
of the act to suspend or withdraw the registration of a security if the Com- 
mission finds that the issuer of such security has failed to comply with any pro- 
vision of the act or the Commission’s rules thereunder. 

Since delisting may penalize public security holders rather than the man- 
agement which is responsible for noncompliance, the Commission has used this 
procedure sparingly. Proceedings under this section are ordinarily discon- 
tinued upon the correction of deficiencies and the furnishing of information. 

By section 12 (f) of the act, some securities are permitted to be traded on 
exchanges on an “unlisted” basis; that is, without an application by the issuer 
for listing and registration. The application for unlisted trading is filed with 
the Commission by the exchange 

As originally provided by the act, trading in securities on national securities 
exchanges was to be prohibited in unlisted issues after May 31, 1936. On 
May 27, 1936, section 12 (f) was amended to provide for three categories of un- 
listed trading privileges: 

(1) securities admitted on an exchange prior to March 1, 1934, whether 
or not listed on some other exchange. 
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®) securities already listed on some other national securities exchange, 


nd a 7 : 
(2) unlisted securities in cases where information and requirements are sub- 


stantially equivalent to those with respect to issues listed on national securities 


xchanges. 
ee ian has adopted rules implementing these provisions. 

Section 19 (a) (4) of the act authorizes the Commission summarily to sus- 
pend trading in any registered security for a period not exceeding 10 days if, 
in its opinion, such action is necessary or appropriate for the protection of in- 
vestors and the public interest so requires. Generally speaking, when the Com- 
mission has used this power, it also invokes the application of its rule X-15C2-2. 
(Rule X-15C2-2 prohibits broker-dealers from trading over the counter in a 
security admitted to trading on an exchange during the period that it is sus- 
pended from exchange trading under section 19 (a) (4).) This is to prevent 
fraudulent or manipulative practices in connection with trading in the security 
on the exchange and in the over-the-counter market during the period when 
material information believed to be available has not yet been gathered or 
disseminated. 

As I have reiterated throughout this statement, disclosure is the basic require- 
ment of the various securities acts. With respect to listed securities, securities 
which have been registered under the Securities Act of 1983, securities of regis- 
tered public utility holding companies and their subsidiaries, and securities of 
investment companies, the disclosure requirements provide the investor directly, 
and indirectly through the activities of statistical services, security analysts, 
and the like, with a continuing flow of information in the form of original regis- 
tration and periodic reports. This information contributes to the creation of a 
well-informed investing public and hence in the long run tends toward the 
fixing of realistic market prices. 

To be sure, the availability of accurate information does not automatically 
eliminate either unreliable information or the possibility of undisclosed abuses. 
Neither does the availability of information provide the investor with the wisdom 
or the energy to determine its significance. However, the disclosure provisions 
of the securities acts and their administration by the Commission have been an 
incentive to corporate and public business morality and have been a medium 
for the education of the investing public. 






MANIPULATIVE PRACTICES AND OPERATIONS IN AID OF SUCH PRACTICES 





The Exchange Act prohibits “wash sales” or “matched orders” for the purpose 
of creating a false or misleading appearance of active trading, or a misleading 
market price, in any security registered on a national securities exchange. To 
reach intentional tampering with market prices not involving the crude device 
of “wash sales” and “matched orders,” section 9 prohibits any series of trans- 
actions in a security registered on a national securities exchange which creates 
actual or apparent active trading in the security or which raises or depresses 
the price of the security for the purpose of inducing the purchase or sale of the 
security by others. It prohibits brokers and dealers from inducing the purchase 
or sale of such a security by the dissemination of rumors that the price of the 
security is likely to rise or fall because of manipulative market operations. 
Persons interested in selling or purchasing such securities are also prohibited 
from circulating false or misleading information for the purpose of inducing 
others to effect transactions. 

Section 10 (b) of the act makes it unlawful for any person, in connection with 
the purchase or sale of a security, to use any manipulative or deceptive device 
or contrivance in contravention of rules prescribed by the Commission. Section 
15 (c) (1) prohibits manipulative, deceptive, and other fraudulent devices and 
contrivances by brokers and dealers in over-the-counter transactions and author- 
izes the Commission by rule to define such devices and contrivances. 

Since short selling was a device which had been used to manipulate the market, 
section 10 (a) of the act makes it unlawful for any person to effect a short sale 
of any security registered on a national securities exchange in contravention of 
the Commission's rules and regulations. 

The Commission has adopted various rules to implement the antimanipulative 
provisions of the act. One of these, rule X-10B-2, prohibits any person engaged 
in distributing a security from paying any other person for soliciting or inducing 
a third person to buy the security on a national securities exchange. An exemp- 
tion from the prohibition of the rule is provided for those cases where the pay- 
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ment of compensation is made pursuant to the terms of a plan, filed by a nationa) 
securities exchange and declared effective by the Commission, authorizing the 
payment of such compensation in connection with a distribution of securities 
There are two types of such plans presently in effect. One type is the specia| 
offering plan in which the securities are offered at a fixed price. The other is 
called an exchange distribution plan, which involves an offering at the market. 

Under section 10 (b) of the act, the Commission has adopted rule X—10B—5 
which make it unlawful for any person in connection with the purchase or sale 
of a security, by use of the mails, interstate commerce, or the facilities of 9 
national securities exchange (1) to employ any device, scheme, or artifice to 
defraud; (2) to make any untrue statement or misleading omission of a materia} 
fact; or (8) to engage in any act, practice, or course of business which operates 
as a fraud or deceit upon any person. 

This rule has served as a basis for administrative action by the Commission 
and as a basis for criminal action. It has also been used as a basis for civil 
recovery in the courts by persons who have been induced to sell securities by 
fraudulent means. Under section 15 (c) (1) of the act, the Commission has 
also adopted rule X—15C1-2, which prohibits brokers and dealers from engaging 
in fraudulent, manipulative, and deceptive devices or contrivances and making 
untrue statements or misleading omissions of material facts in connection with 
the purchase or sale of securities over the counter. It is principally by these 
rules under sections 10 (b) and 15 (c) (1) of the act, and the provisions of 
section 17 (a) of the Securities Act, that manipulation in the over the counter 
markets is made unlawful. 

The Commission has also adopted rules under section 15 (c) (2) of the act 
which prohibits brokers and dealers from engaging in fraudulent, manipulative, 
and deceptive acts and practices, and from making fictitious quotations in eonnec- 
tion with transactions in the over-the-counter market, and empowers the Commis- 
sion, by rules and regulations, to prescribe means reasonably designed to prevent 
such acts, practices, and fictitious quotations. 

The Commission’s rule X—10A-—1 relating to short selling on national securities 
exchanges is intended to eliminate the harmful effects of short selling without 
preventing its use under proper circumstances. 

Sections 11 (a) and (b) of the act authorize the Commission to promulgate 
such rules as it deems necessary to prevent excessive trading by members on 
exchanges for their own accounts and to control the activities of floor traders, 
specialists, and odd-lot dealers. In addition, section 11 (b) makes it unlawful 
for a specialist to disclose to anyone information not available to all members 
of the exchange in regard to the orders on his book. This section also makes it 
unlawful for a specialist, when acting as a broker, to effect any transaction on 
the exchange except upon a market or a limited price order. Section 11 (b) 
provides that if under the rules and regulations of the Commission a specialist 
is permitted to act as a dealer his dealings shall be restricted so far as practicable 
to those reasonably necessary to permit him to maintain a fair and orderly 
market, 

The problems encompassed within sections 11 (a) and (b) of the act have been 
considered to be an appropriate subject for self-regulation by the exchanges, 
subject to the Commission’s residual authority to alter an exchange’s rules under 
section 19 (b) of the act. In 1935 the Commission requested every national 
securities exchange to adopt certain rules, including rules to meet the objectives 
of sections 11 (a) and (b) (Securities Exchange Act Release No. 179). These 
rules prohibit certain activities of members for their own account and severely 
restrict certain other such activities. 

In 1945 the Commission’s Division of Trading and Exchanges made a study 
and the Commission held a hearing on the problem of floor trading. Thereafter 
the exchanges agreed by exchange rule to permit floor traders to transact normal 
business but they were not permitted to initiate trades which might cause 2 
disorderly market. In 1952 a further study was made, and the subject is 
presently under further continuing examination by the Division. 

In order to carry out its duties with respect to the antimanipulative provisions, 
the staff of the Commission keeps a daily watch on the news and stock tickers 
covering the New York and American Stock Exchanges for current information 
affecting market prices. Significant price movements in particular securities are 
considered and informal investigations into such price movements are made when 
there appears to be a possibility of manipulation. 

The methods of investigation vary, depending upon the security involved and 
the market place in which it is traded. Generally, the investigation is initiated 
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»y obtaining from the appropriate source (it may be the specialist if the security 
is traded on an exchange), the identity of buying and selling brokers during 
a designated period. The names of their buying and selling customers and the 
amount of their transactions are obtained from these brokers. This information 
is analyzed to determine whether there appears to be any concentrated or de- 
liberate effort to influence the price. 

If it appears justified from an analysis of the preliminary information, the 
buying and selling customers are interviewed. 

if evidence of a violation is found, a formal order of investigation may be 
issued by the Commission, testimony taken under oath and subpenas issued for 
books and records. Although few formal orders of investigation are issued, and 
fewer proceedings are begun in relation to the number of inquiries conducted, 
it is felt that these investigations operate as a significant deterrent to manipula- 
tive activities. It is also believed that the prompt initiation of an inquiry by the 
Commssion discourages potential manipulations. 

In many discussions with the Commission numerous members of its staff, both 
in the headquarters office and in regional oflices, have expressed the opinion that, 
with respect to the securities markets generally, the antimanipulative provisions 
of the act are being observed and that such markets are not being manipulated in 
contravention of the act. To be sure, an act of manipulation is difficult to prove. 
Out of hundreds of trading quizzes or informal investigations of the type de- 
scribed above, over the years very few manipulation cases have been brought out. 
The opinion as to the general absence of manipulation is based in great measure 
on confidence in the theory that a policeman on the beat is a deterrent to law 
breaking. The antimanipulative activities of the Commission are largely those 
of an alert policeman on the beat, who keeps his eye open for trouble spots. 

The rules of the C:>mmission and of the exchanges on subjects related to 
manipulation, such as the activities ef specialists and floor traders, are neces- 
sarily highly technical. The Congress recognized this fact when it left the 
making of such rules to the Commission rather than prohibit legislatively cer- 
tain activities which it found had given rise to abuses. When changes are pro- 
posed in any such rules, extensive discussions are held between the staff and 
the industry (whether exchange or over-the-counter), between the staff and the 
Commission, and among the Commission, industry representatives and the staff. 
The area is one in which there are wide differences among the experts. 

The great difficulty of formulating rules with respect to the techniques of 
market activities is illustrated by the subject of stabilization. While the statute 
designated stabilization as a subject of rulemaking, it has been administered on 
an ad hoe basis without formal rules for almost 21 years. 

In a report dated December 30, 1952, the Committee on Interstate and Foreign 
Commerce of the House of Representatives recommended that : 

“The Commission should earnestly and expeditiously grapple with the prob- 
lem of stabilization with the view either of the early promulgation of rules 
publicly covering these operations or of recommending to the Congress such 
changes in legislation as its experience and study show now to be desirable.” 

A program, in progress since the fall of 1953, to formulate rules is drawing 
to what it is hoped will be a successful conclusion. 

I have no recommendations to make either for additions to or subtractions 
from the Commission’s powers on the subject of manipulation and stabilization. 
I point out, however, that the inherent complexity of the subject is one which 
will continue to challenge the best efforts both of the Commission and of the 
governing authorities of exchanges and securities dealers associations. 


4. UNFAIR USE BY OFFICERS, DIRECTORS AND LARGE STOCKHOLDERS OF INSIDE INFORM A- 
TION TO TRADE IN SECURITIES OF THEIR OWN COMPANIES 


Section 16 (a) requires that each officer and director of a corporation with 
equity securities registered for trading 6n a national securities exchange, and 
each 10 percent owner of such securities, file reports showing his holdings and 
any change in such holdings. These reports are available for public inspection 
and the Commission publishes a monthly summary of the information contained 
in the reports. 

To prevent unfair use of inside information, section 16 (b) provides that 
any profit realized by an officer, director, or 10-percent stockholder from a short- 
Swing transaction (a sale and purchase or purchase and sale within 6 months) 
is recoverable by the issuer. The right to sue for recovery of the profits inures 
initially to the corporation itself. If it fails to act promptly, any security holder 
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may sue on behalf of the corporation. The Commission has adopted rules under 
section 16 (b) (rules X-16B—1 to X-16B-7 inclusive) exempting certain trans- 
actions not comprehended within the purposes of the section. Section 16 (c) 
prohibits short sales of their own company’s equity securities by officers, directors, 
and 10-percent stockholders. The Commission’s rules X—16C-1, 2, 3 provide 
certain limited exemptions. 

The requirement for officers, directors, and large stockholders to report their 
security holdings and changes therein is an effective medium both to retard 
trading by insiders within the 6-month statutory period and to make available 
to stockholders knowledge that the issuer has a cause of action against the trader. 

The liability provisions of section 16 (b) are enforced by the courts, not by 
the Commission. The Commission’s problems under section 16 have had to do 
largely with interpretations and with the exercise of its rulemaking power to 
exempt transactions “not comprehended within the purpose of this subsection” 
and also the exercise of its rulemaking power with respect to reports of holdings 
and changes therein. The rules on both subjects have become exceedingly com- 
plex and prolix. This matter has been under serious study during the last 18 
months, and it is hoped that more understandable, but equally stringent, rules 
can be formulated. 


‘. THE SOLICITATION OF PROXIES FOR USE AT CORPORATE MEETINGS ON THE BASIS OF 
INADEQUATE DISCLOSURE AND THE GIVING OF PROXIES BY BROKERS CARRYING 
CUSTOMERS’ SECURITIES IN “STREET” NAME WITHOUT ADEQUATE PROVISIONS FOR 
OBTAINING THE AUTHORITY OF THE BENEFICIAL OWNERS 


In a publicly held corporation ownership of stock is scattered among holders 
who cannot personally attend meetings and whose vote must necessarily be by 
proxy. A vote to continue management should be based on adequate information 
about the stewardship of that management. A vote on a transaction requiring 
stockholder approval should be based on adequate information with respect to 
that transaction. Persons seeking to gain control of a corporation should furnish 
information on themselves and their plans. 

Section 14 (a) of the Securities Exchange Act makes it unlawful for any 
person to solicit proxies with respect to securities registered on national securi- 
ties exchanges in contravention of such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the 
protection of investors. Similar provisions under the respective statutes apply 
to registered holding companies and investment companies. 

The Commission has adopted rules under this section requiring in connection 
with proxy solicitations the disclosure of information caleulated to enable the 
investor to act intelligently upon each separate matter with respect to which his 
vote or consent is sought. 

Section 14 of the act and the proxy rules issued thereunder do not compel the 
solicitation of proxies, nor do they vest in the Commission any authority with 
respect to the internal affairs of a corporation except in the areas relating to the 
methods and procedures for the solicitation of proxies. 

The proxy statement must include information regarding the solicitors, the 
nominees and all other matters to be acted upon. The proxy form must provide 
means whereby each person solicited may indicate by ballot his approval or 
disapproval of each matter to be acted upon. A security holder, subject to 
certain limitations, may also require management to include in its proxy 
material any proposal made by such security holder which is a proper subject 
for action by security holders under the laws of the State of incorporation. In 
view of the difficulty of obtaining stockholders lists under the laws of some 
States, provision is made also to enable security holders, not allied with man- 
agement, to solicit the proxies of other security holders. 

Section 14 (b) of the Securities Exchange Act makes it unlawful for an 
member of a national securities exchange or any broker or dealer who does 
business through such a member, to give a proxy in respect of any security 
registered on a national securities exchange and carried for the account of a 
customer, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors. 

The major exchanges have their own rules relating to the giving of proxies 
by members of such exchanges. These rules cover the majority of exchange 
members and of securities listed on national securities exchanges. However, 
since the rules of some of the exchanges do not adequately govern the obligations 
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of brokers or dealers who might give proxies with respect to listed securities 
carried for the account of a customer, the staff is at the present time giving 
consideration to rules which would further implement the authority under 
section 14 (b). 

The proxy rules, evolved gradually, have generally worked well, although 
we are not satisfied with the provisions of the present rules as they apply 
to the problems presented by proxy contests. Effective administrative control 
of a proxy contest, once the story hits the newspapers and is on the air waves, 
presents a difficult task. . , 

I will be glad to supply the committee with a detailed statement as to our 
practices in proxy contests. I do not suggest, however, that those practices have 
solved the problem, nor on the other hand do I have legislation to suggest. The 
Commission’s aim in proxy contests is to keep the fight under sufficient control 
so that by the time the election comes, the stockholders have had a fair pre- 
sentation of both sides. Generally speaking, I think that our administrative 
practices have produced that result. However, the administrative handling of 
proxy contests involves a considerable element of hurly burly. The Commis- 
sion and its staff are hopeful that further experience in proxy contests may 
enable it to formulate rules on the subject which will eliminate some of the 
present uncertainties. I might suggest that there is some analogy between a 
proxy contest and a political campaign. I think it is naive to suppose that 
struggles for corporate control will ever lose the characteristics of a fight. 


6. CERTAIN PRACTICES OF BROKERS AND DEALERS 


I have already referred in the discusion of the securities exchanges to their 
disciplinary power over their members. 

The act provides safeguards for the securities and funds of a customer in 
the hands of his broker or dealer. Section 8 (a) makes it unlawful to borrow 
on any nonexempted security registered on a national securities exchange except 
(1) from or through a member bank of the Federal Reserve System; (2) from 
nonmember banks which have signed agreements with the Federal Reserve 
Board to comply with the act and other requirements; or (3) in accordance 
with such rules and regulations as the Federal Reserve Board prescribes for 
certain purposes, such as emergency needs of brokers. Section 8 (c) makes 
it unlawful for any broker or dealer subject to its requirements to hypothecate 
securities carried for the account of any customer in contravention of rules and 
regulations prescribed by the Commission. Section 8 (d) makes it unlawful 
for a member, broker or dealer subject to its requirements to lend any customer’s 
securities without the written consent of such customer. 

The Commission’s hypothecation rules generally prohibit the following prac- 
tices in connection with the hypothecation of customers’ securities : 

(a) The commingling of customers’ securities without the written consent of 
each such customer ; 

(0) The commingling of the firm’s and customers’ securities in connection 
with a loan to the firm ; and 

(c) Subjecting customers’ securities to a lien for a sum exceeding the total 
amount due on all securities carried for the accounts of customers. 

(Rule X-8C-1 and X-—15C2-1. The New York Stock Exchange and some of 
the other exchanges also have rules requiring earmarking or segregation of 
customers’ full-paid securities and excess collateral.) 

While section 8 (b) of the act contains certain provisions intended to limit 
the aggregate indebtedness which members, brokers, and dealers subject to its 
requirements may incur, by reason of the limitations and ambiguities in the 
section, it has been of limited application. 

The financial responsibility of members of national securities exchanges is 
generally undertaken to be safeguarded by requirements and audits of the 
exchanges rather than by action of the Commission. 

Rule X-15C3-1 adopted by the Commission requires brokers and dealers who 
do business in the over-the-counter market and who extend credit, or carry 
money or securities for customers, to maintain a liquid capital equivalent to at 
least 5 percent of their aggregate indebtedness. 

W hile this rule exempts the members of certain specified securities exchanges 
from its requirements, such exchanges have requirements which are believed to 
be at least as stringent and comprehensive. 

_On January 51, 1955, the Commission announced a proposal to amend Rule 
X-1ik 3-1 which, if adopted, should provide further safeguards with respect 
to the financial responsibility of brokers and dealers subject to its requirements. 
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may sue on behalf of the corporation. The Commission has adopted rules under 
section 16 (b) (rules X-16B-—1 to X-16B-7 inclusive) exempting certain trans. 
actions not comprehended within the purposes of the section. Section 16 (¢) 
prohibits short sales of their own company’s equity securities by officers, directors, 
and 10-percent stockholders. The Commission’s rules X—16C—1, 2, 3 provide 
certain limited exemptions. 

The requirement for officers, directors, and large stockholders to report their 
security holdings and changes therein is an effective medium both to retard 
trading by insiders within the 6-month statutory period and to make available 
to stockholders knowledge that the issuer has a cause of action against the trader 

The liability provisions of section 16 (b) are enforced by the courts, not by 
the Commission. The Commission’s problems under section 16 have had to d 
largely with interpretations and with the exercise of its rulemaking power to 
exempt transactions “not comprehended within the purpose of this subsection” 
and also the exercise of its rulemaking power with respect to reports of holdings 
and changes therein. The rules on both subjects have become exceedingly conm- 
plex and prolix. This matter has been under serious study during the last 18 
months, and it is hoped that more un‘erstandable, but equally stringent, rules 
can be formulated. 


%. THE SOLICITATION OF PROXIES FOR USE AT CORPORATE MEETINGS ON THE BASIS OF 
INADEQUATE DISCLOSURE AND THE GIVING OF PROXIES BY BROKERS CARRYING 
CUSTOMERS’ SECURITIES IN “STREET” NAME WITHOUT ADEQUATE PROVISIONS FOR 
OBTAINING THE AUTHORITY OF THE BENEFICIAL OWNERS 


In a publicly held corporation ownership of stock is scattered among holders 
who cannot personally attend meetings and whose yote must necessarily be hy 
proxy. A vote to continue management should be based on adequate information 
about the stewardship of that management. A vote on a transaction requiring 
stockholder approval should be based on adequate information with respect to 
that transaction. Persons seeking to gain control of a corporation should furnish 
information on themselves and their plans. 

Section 14 (a) of the Securities Exchange Act makes it unlawful for any 
person to solicit proxies with respect to securities registered on national securi- 
ties exchanges in contravention of such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the 
protection of investors. Similar provisions under the respective statutes apply 
to registered holding companies and investment companies. 

The Commission has adopted rules under this section requiring in connection 
with proxy solicitations the disclosure of information calculated to enable the 
investor to act intelligently upon each separate matter with respect to which his 
vote or consent is sought. 

Section 14 of the act and the proxy rules issued thereunder do not compel the 
solicitation of proxies, nor do they vest in the Commission any authority with 
respect to the internal affairs of a corporation except in the areas relating to the 
methods and procedures for the solicitation of proxies. 

The proxy statement must include information regarding the solicitors, the 
nominees and all other matters to be acted upon. The proxy form must provide 
means whereby each person solicited may indicate by ballot his approval or 
disapproval of each matter to be acted upon. A security holder, subject to 
certain limitations, may also require management to include in its prox! 
material any proposal made by such security holder which is a proper subject 
for action by security holders under the laws of the State of incorporation. In 
view of the difficulty of obtaining stockholders lists under the laws of some 
States, provision is made also to enable security holders, not allied with ma2- 
agement, to solicit the proxies of other security holders. 

Section 14 (b) of the Securities Exchange Act makes it unlawful for a0 
member of a national securities exchange or any broker or dealer who does 
business through such a member, to give a proxy in respect of any security 
registered on a national securities exchange and carried for the account of & 
customer, in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of investors. 

The major exchanges have their own rules relating to the giving of proxies 
by members of such exchanges. These rules cover the majority of exchange 
members and of securities listed on national securities exchanges. Howeve!, 
since the rules of some of the exchanges do not adequately govern the obligations 
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of brokers or dealers who might give proxies with respect to listed securities 
arried for the account of a customer, the staff is at the present time giving 
eonsideration to rules which would further implement the authority under 
section 14 (b). 

The proxy rules, evolved gradually, have generally worked well, although 
we are not satisfied with the provisions of the present rules as they apply 
to the problems presented by proxy contests. Effective administrative control 
of a proxy contest, once the story hits the newspapers and is on the air waves, 
presents a difficult task. 

| will be glad to supply the committee with a detailed statement as to our 
practices in proxy contests. I do not suggest, however, that those practices have 
solved the problem, nor on the other hand do I have legislation to suggest. The 
Commission's aim in proxy contests is to keep the fight under sufficient control 
so that by the time the election comes, the stockholders have had a fair pre- 
sentation of both sides. Generally speaking, I think that our administrative 
practices have produced that result. However, the administrative handling of 
proxy contests involves a considerable element of hurly burly. The Commis- 
sion and its staff are hopeful that further experience in proxy contests may 
enable it to formulate rules on the subject which will eliminate some of the 
present uncertainties. I might suggest that there is some analogy between a 
proxy contest and a political campaign. I think it is naive to suppose that 
struggles for corporate control will ever lose the characteristics of a fight. 


6. CERTAIN PRACTICES OF BROKERS AND DEALERS 


I have already referred in the discusion of the securities exchanges to their 
disciplinary power over their members. 

The act provides safeguards for the securities and funds of a customer in 
the hands of his broker or dealer. Section 8 (a) makes it unlawful to borrow 
on any nonexempted security registered on a national securities exchange except 
(1) from or through a member bank of the Federal Reserve System; (2) from 
nonmember banks which have signed agreements with the Federal Reserve 
Board to comply with the act and other requirements; or (8) in accordance 
with such rules and regulations as the Federal Reserve Board prescribes for 
certain purposes, such as emergency needs of brokers. Section 8 (c) makes 
it unlawful for any broker or dealer subject to its requirements to hypothecate 
securities carried for the account of any customer in contravention of rules and 
regulations prescribed by the Commission. Section 8 (d) makes it unlawful 
fora member, broker or dealer subject to its requirements to lend any customer’s 
securities without the written consent of such customer. 

The Commission’s hypothecation rules generally prohibit the following prac- 
tices in connection with the hypothecation of customers’ securities : 

(a) The commingling of customers’ securities without the written consent of 
each such customer ; 

(6) The commingling of the firm’s and customers’ securities in connection 
with a loan to the firm ; and 

(¢) Subjecting customers’ securities to a lien for a sum exceeding the total 
amount due on all securities carried for the accounts of customers. 

(Rule X-8C-1 and X-15C2-1. The New York Stock Exchange and some of 
the other exchanges also have rules requiring earmarking or segregation of 
customers’ full-paid securities and excess collateral.) 

While section 8 (b) of the act contains certain provisions intended to limit 
the aggregate indebtedness which members, brokers, and dealers subject to its 
requirements may incur, by reason of the limitations and ambiguities in the 
section, it has been of limited application. 

The financial responsibility of members of national securities exchanges is 
cenerally undertaken to be safeguarded by requirements and audits of the 
exchanges rather than by action of the Commission. 

Rule X-15C3-1 adopted by the Commission requires brokers and dealers who 
do business in the over-the-counter market and who extend credit, or carry 
honey or securities for customers, to maintain a liquid capital equivalent to at 
ast o percent of their aggregate indebtedness. 

While this rule exempts the members of certain specified securities exchanges 
from its requirements, such exchanges have requirements which are believed to 
be at least as stringent and comprehensive. 
se January 51, 1955, the Commission announced a proposal to amend Rule 
: ve ¥-1 which, if adopted, should provide further safeguards with respect 
‘0 the financial responsibility of brokers and dealers subject to its requirements, 
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(Securities Exchange Act Release No. 5132.) Under the present rule in the 
computation of “net capital” there is deducted 10 percent of the market yaly, 
of securities which form a part of the capital of the broker or dealer. Among 
other things, the proposed revision would increase this deduction to 30 percen; 
in the case of all securities except undefaulted debt securities having a fixeg 
interest rate and maturity date, as to which the deduct‘on would be 5 percent 
unless such securities are selling at a discount of more than 5 percent, in which 
case the deduction would be determined according to a specified formula. This 
360 percent deduction would also be applied to certain commodity future cop. 
tracts, whether long or short, and to purchases on open contractual commitments, 

Section 17 of the act requires members of exchanges, brokers and dealers wh, 
transact a business through members, and registered brokers and dealers 
maintain the books and records and to file the reports required by the rules 
and regulations of the Commission. It also authorizes the Commission to make 
periodic inspections of such persons. 

The Commission’s Rule X-—17A-—5 requires registered brokers and dealers. 
most members of national securities exchanges, and brokers and dealers who do 
business through members, to file a financial report during each calendar year 
These reports must be certified by independent public accountants if the firm has 
made a practice of extending credit to customers or holding customer’s funds or 
securities. In addition, the Commission has adopted Rules X-17A-3 and 4 which 
require members, brokers and dealers to maintain specified books and records, 
including blotters, ledgers and ledger accounts. 

In 1937 the Commission initiated a program of inspection of brokers and 
dealers under the powers granted by section 17 of the act. These inspections, 
made by the staff of the Commission's 13 regional or branch offices, are conducted 
to determine whether brokers and dealers are complying with 
requirements and to detect unlawful practices. 

Section 15 (a) of the act requires brokers and dealers effecting transactions 
in the over-the-counter market to be registered with the Commission. Section 
15 (b) gives the Commission the power to deny or revoke registration of a broker 
or dealer if it finds that denial or revocation is in the public interest and that 
such broker or dealer, or any controlling or controlled person, (a@) made a false 
or misleading statement of a material fact in any application for registration 
or in any proceeding before the Commission with respect to registration; or 
(b) has been convicted within 10 years of any felony or misdemeanor involving 
the purchase or sale of a security or arising out of the conduct of business as a 
broker or dealer; or (¢) is enjoined from engaging in or continuing any conduct 
or practice in connection with the purchase or sale of a security; or (d) has 
willfully violated the Securities Act of 1933, or the Securities Exchange Act 
of 1934, or any rule thereunder. 

The policing of the activities of more than 4,100 registered brokers and 
dealers throughout the country presents an administrative problem to the 
Commission which has not been satisfactorily solved. 

Many members of the public are under the impression that brokers and 
dealers are inspected with pretty much the same thoroughness and regularity 
as banks. That is not correct. The Commission is able, under present bud: 
gets, to inspect no more than 800 per year. The calculated risk involved in this 
limited program is somewhat diminished by the fact that the members of most 
stock exchanges are inspected by their exchanges and the members of the 
National Association of Securities Dealers are inspected by that organization. 
A few of the States hase inspection procedures. Financial reports are filed 
with the Commission by registered brokers and dealers. Most really serious 
violations by a broker or dealer give rise to a complaint either to the Commission 
or to local regulatory authorities. 

While some violations of the various securities laws undoubtly go undetected, 
I believe that there is not prevalent any serious wave of illegal practices by 
brokers and dealers. I base this confidence on: 

1. The fact that in many transactions where a customer is injured or de 
frauded, a violation of State law as well as Federal law is involved and the 
customer himself has recourse to both the State and the Federal courts; 

2. The existence of the Securities and Exchange Commission and in many 
eases of a State commission, which can revoke a license or registration (i. e., put 
the broker-dealer out of business), is a deterrent to unlawful practices; 

3. The possibility of an inspection by one of the inspecting agencies, whether 
exchange, NASD, State authority, or the Securities and Exchange Commissi0 
is also a deterrent to unlawful activity ; 
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4. The filing of financial reports gives some indication of danger spots; 

5. The news of illegal activity by one broker or dealer travels rapidly in the 
fnancial community and this fact acts as a deterrent. 

Above and beyond these things, however I think that the committee in ap- 
nraising the efficacy of the provisions pertaining to brokers and dealers must 
place considerable reliance on the natural disposition of most people to obey 
the law. 

In 1938 the Congress added section 15A to the Securities Exchange Act. This 
nrovides for the registration of national securities associations composed of 
over-the-counter brokers and dealers. The rules of such an association must be 
designed to promote just and equitable principles of trade, to provide safe- 
guards against unreasonable profits and charges and, in general, to protect 
investors, the public interest, and a free and open market. The Commission has 
ertain regulatory supervision over such associations, and is authorized to re- 
view their disciplinary actions and denials of membership. While only one 
national securities association—the National Association of Securities Dealers, 
Inc—has become registered under this act, substantially all important com- 
ponents of the securities industry have become members of it. Its activities 
have been a substantial factor in stamping out abuses in the over-the-counter 
market, particularly in the area of unethical activities not included among the 
illegal activities prescribed by the act. 

I have already commented on the importance of the self-regulatory principle 
n the Securities Exchange Act and on the faith that must be pinned on the 
suecessful operation of that principle. Our liaison with NASD is good. Its 
officers and board of governors have been cooperative. 

The over-the-counter market generally presents a different set of questions 
than the exchange market. For example, available quotations of prices for un- 
listed securities do not precisely indicate the amount for which securities are 
being bought or sold. Companies whose securities are not listed and their 
officers and directors and 10 percent stockholders and companies which have not 
registered securities under the Securities Act of 1933 are not subject to the re- 
porting requirements. The provisions for corporate recapture of insiders’ short- 
swing trading profits and the rules regulating proxy solicitation are not appli- 

ble to unlisted companies except investment companies and companies subject 
tothe Publie Utility Holding Company Act. 

Logic would indicate that the obligations of officers, directors, and large 
stockholders of publicly held unlisted companies, and the solicitation of proxies 
by their management should be governed by the same rules as those of listed 
companies and that it would be desirable to have the price at which securities 
of unlisted companies are being bought and sold as precisely ascertainable as 
those for listed companies. 

The following questions, among others, are presented, however: 

1. To what extent have investors suffered as a result of the failure of Con- 
gress to extend the coverage of the Securities Exchange Act as above indicated? 

2. Where shall the line be drawn between unlisted companies which would 
be covered by such an extension of the coverage of this act? 

3. How, from a practical standpoint, can prices of actual sales be precisely 
ascertainable without the mechanics of a auction market? 

4. Should the [Federal establishment be enlarged by the additional staff 
necessary to handle the administrative responsibility which would be imposed? 

Bill to subject companies with 300 or more security holders and $3 million 
or more assets to the reporting, proxy solicitation, and insider trading and 
liability provisions of the Securities and Exchange Act were introduced in the 
9th, Sist, and 82d Congresses, but they were not passed. 


CESSIVE USE OF CREDIT AND EXCESSIVE SPECULATION THROUGH USE OF 
LOW MARGINS 


For the purpose of preventing the excessive use of credit for the purchase or 
arrying of securities, section 7 of the act makes it unlawful for any member of a 
national seeurities exchange or any broker or dealer transacting a business in 
securities through the medium of any such member to extend, maintain or arrange 
lor the extension of credit on other than securities registered on a national 
secu ities exchange (or exempted securities) or to extend more than the amount 
of credit prescribed by the Board of Governors of the Federal Reserve System 
N securities registered on a national securities exchange. 
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The Board of Governors of the Federal Reserve System has adopted Regulations 
Tand U. Regulation T controls the extension of credit by members of nationa| 
securities exchanges and brokers and dealers transacting a business in securities 
through such members. Regulation U limits the amount of a loan by a bank if 
the loan is secured by stock and is for the purpose of purchasing or carrying 
any stock registered on a national securities exchange. 

The Commission looks into the matter of possible violations of regulation T 
by exchange members, brokers and dealers, and the bank-examining authorities 
look into the matter of possible violations of regulation U by banks. 

Other provisions of the Securities Exchange Act, and rules and regulations 
adopted thereunder, also operate indirectly to control credit. Section 11 (d) (1 
of the act makes it unlawful for any person, who conducts business both as a 
dealer and a broker, to extend or arrange for the extension of credit to or for a 
customer on any security (other than an exempted security) which was part 
of a new issue in the distribution of which he participated es a member of the 
selling syndicate or group within 30 days. In addition, the provisions of section § 
of the act, the hypothecation rules, and the net-capital-aggregate-indebtednesg 
ratio rule (X—-15C3-1) also act indirectly to control credit in the securities 
markets. 


Senator Frear. The committee will stand in recess until 10 a. m 
tomorrow morning. The witness tomorrow morning will be Mr. 
Bernard Baruch. 

(Whereupon, at 1 p. m., the committee recessed until 10 a. m. the 
following day, Wednesday, March 23, 1955.) 
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WEDNESDAY, MARCH 23, 1955 


Untrep SratTes SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, D.C. 

The committee met, pursuant to recess, in room 318, Senate Office 
Building, at 10 a. m., Senator J. William Fulbright (chairman) 
presiding. 

' Present: Senators Fulbright, Robertson, Sparkman, Lehman, 
Monroney, Capehart, Bricker, and Bennett. 

Also present: Robert A. Wallace, staff director of the committee. 

The CuarrMan. Will the committee come to order ? 

We have this morning Mr. Bernard M. Baruch. Mr. Baruch, we 
we very happy to have you, and delighted you could come and give 
us the benefit of your wisdom in this investig gation. You have a 
prepared statement, I believe, Mr. Baruch, have you not? 


STATEMENT OF BERNARD M. BARUCH, ACCOMPANIED BY 
SAMUEL LUBELL 


Mr. Barucu. Senator, you know I have a slight defect in my hear- 
ing and I would like to ‘have Mr. Lubell next to me, to be sure I get 
the be can ialaa: 

The CuatrmMan. Certainly, sir. Weare very pleased indeed to have 
you this morning and you may proceed in your own way. I under- 
stand you have a short written statement. If you care to read that, 
you may start now. 

Mr. Barucu. Mr. Chairman and gentlemen of the committee, it is 
in honor to be asked to testify before you. 

Of all the committees of Congress, yours, I believe, is the one before 

which I have appeared most often. In almost every instance it has 
veen to discuss the control of inflation and its aftermaths. If this 
has been the central economic problem of our lifetime, it is mainly 
because during the whole of the last 40 years this country has been 
either going into a war or coming out of one. 

Your telegram of invitation states that you would appreciate having 
iny views upon “whether present leve ls of stock prices and recent 
weeleration of stock market prices constituted a potential danger 
tothe economy.” 

At the outset, let me emphasize that no one knows whether stocks 
are too high today. 

No one, not even the most experienced trader, economist or busi- 

lessman can predict with certainty the course of the stock market. 
Whether stocks rise or fall is determined by innumerable forces and 
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elements, by economic conditions, the actions of governments, the 
state of international affairs, the emotions of people—even the 
vagaries of the weather. 

Scientific and technological developments opening whole new vistas 
of enterprise and investment, could prove that large sections of the 
market are underpriced and other sections ov erpriced. An unfavor- 
able turn in the foreign situation could send securities tumbling. The 
assurance of real peace could bring unlimited demand throughout the 
world. 

Largely because of the crash of 1929, the impression has built up 
that the stock market is the cause of booms and busts. Actually, it is 
the thermometer—not the fever. The stock market registers the judg- 
ments of multitudes of buyers and sellers about the many factors 
which affect business—what business is like today; what it will be 
like in the future. 

This distinction between the thermometer and the fever is a crucial 
one. We face one kind of problem if the thermometer is not working 
properly. But outward symptoms should not be mistaken for funda. 
mental causes. The thermometer should not be blamed for reflecting 
all the uncertainties of a world which is neither at war nor at peace, 
or of the effects of the actions taken by different business managements 
or of the inflationary policies which have been pursued for so long. 

Your inquiry, in other words, must deal with two questions—hov 
well is the stock market functioning as an index and, more important, 
what is the actual state of our economy ¢ 

Most of the discussion before your committee has concentrated 
upon the stock market itself. There has been much talk of “over- 
speculation.” Since the total volume of money and credit flowing 
through the economy has been expanding, larger sums are available 
for investment. But the supply of stocks to meet this demand has 
not increased proportionately. 

Contributing to this condition are a number of structural changes 
in the stock market which have developed in recent years. To list a 
few : 

The expansion of many industries has been financed through their 
own earnings and tax writeoffs rather than through capital from out- 
side. 

There has been a remarkable growth of investment trusts and mut- 
ual funds. 

Some institutions, like life insurance companies and savings banks, 
have entered the market as a result of the changed laws on their 
holdings. 

A further stimulus to the demand for stocks has come from the 
growth of tax-free pension funds and tax-exempt foundations of 
various kinds. 

The capital gains tax makes many investors reluctant to part with 
their holdings :« ‘although, let me add, I do not favor any reduction in 
that tax at this time. 

No one has yet made a thorough study of how the stock market has 
been altered by these and other changes. Such a study might well 
he one of the most constructive results of this committee’s work. Thus 
far, the net effect of these structural changes appears to have been to 
drive the market upward. But one must ask whether these same 
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«tors could not serve to aggravate any serious downward trend, if 

sich a trend were to develop ¢ 

The full implications of every form of tax exemption should also 

reexamined. With tax rates as steep as they are, business deci- 

ions are being determined more and more by the tax position of a 

om pany or individual. This makes tax exemption ever more far- 
ing in its economic impact. 

To wwever, after these and other changes are surveyed, we still find 
that the most important single factor “determining the behavior of 
the stock market remains the condition of the economy, which, in turn, 
; dominated by the continuing cold war. 

Two main factors in the conomy have caused the general rise in the 
price level of stocks—the dramatic expansion and improvement of so 

ny y industri ies, and the cumulative effects of the inflationary policies 

h have been followed over the last decade and a half. If any 
economie danger threatens today, it will be found not in the stock 
market itself but i in the effects of this inflationar y heri itage. 

People invest in stocks for two opposite reasons—in hope and con- 
idence in the future of an enterprise or in fear that the value of their 

capital will be lost through inflation. 

The basic reasons why stock fluctuations today are so puzzling is 
because both these motivations are so active in our economy. 

Many businesses have increased enormously in value duri ing recent 
years. This is evidence of a sound economy. At the same time, how- 

ver, we have not yet ended the rise in the national debt even while 
taxes have been reduced. 

lhe small saver finds it difficult to protect himself from inflation 

NV going into the stock market. He has neither the time nor means 

tudy individual companies to be able to distinguish between good 

d bad management. And yet he must worry constantly what the 
sivings he sets aside today will be worth 10 or 15 years from now. 
Will t ey put his son or daughter through college? Will they provide 
i real nest egg against old age or sickness ? 

You can elimins ate : abuses. of the stock market through regulations. 

ndeed, that has largely been done by the SEC and the stock exchanges. 


But the only real protection the small saver—or any group— 


can have 
th 


rough the preservation of the credit and security of this country. 
No form of regulation that may be proposed can take the place of 

ound government policy covering all the interrelated problems of 
seonoesee finance, and national defense. 

This committee is aware of the proposals which have been offered 
luring the last two decades to halt or reduce needless inflation. The 
vurden of our national debt would be hardly one-half of what it is 
uow if effective measures to prevent inflation had been taken at the 
outset of both World War IT and the Korean war. Our while economy 
Would be in a healthier state if taxes had not been reduced so hastily 
ifter each of these two wars. 

| opposed the tax reduction that was voted last year. That remains 
ily position today. Both parties should pledge deungile es to oppose 
‘ax reductions as long as the budget is unbalanced and our national 
‘ecurity is in jeopardy. 

_ Thi at is also why I am against any reduction of the capital gains 

ixat this time. A revision of this tax would i improve the functioning 
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of the stock market. But as long as the budget is unbalanced, + 


) 


reduce anyone’s taxes is to shift the burden of the old war from one 
group and to impose a heavier burden upon other segments of the 


economy. 

This is not the time for anyone to ask for more at the expense oj 
others. Perhaps it is only natural for people to think that what ; 
good for them is good for the country. We should get away from 
that and realize that what is good for the countr yis wood for all of us 

We dare not forget that we are threatened by perhaps the most 

relentless enemy ever recorded, an enemy which talks peace while 
waging ceaseless war. It m: iy be a cold war that we face today, but 
it is still a total w ar—psychologic: al, economic, political, military, 
moral, and spiritual—all in one. 

Our first consideration must be a defense adequate enough to deter 
aggression, or if that fails, to win any war thrust upon us. Mauch of 
our weakness in foreign policy has come about because some people 
believed that the economy could not stand what is necessary for defen 

With this view I am in total disagreement. Our economy can stan 
anything necessary for its defense, provided we are willing to dis. 
cipline ourselves. We may not be able to have all the things we would 

like to have now and still be able to prevent war. But we can put first 
things first and keep them there as long as may be needed. 

To sum up, a number of suggestions have been made before your 
committee as to what should be done about the stock market. Some 
of those suggestions have value, although I would caution against at- 
tempting to legislate against human folly, or against the advent urous 

pirit which helped make America great. You should also wel 
most carefully whether what has been happening in the stock market 
is not in larger part a response to the effects of inflation which has 
been taking place through the entire economy. 

Be ardly a month passes without some report that a city has increased 

s fares, that colleges have raised their tuition rates; of the under- 
sts oak ible clamorings of policemen, firemen, teachers, or other civil 
servants for pay increases to offset the reduction in their purch: sing 
power; and indeed we have to listen to the men and women of t 
Armed Forces who have nobody clamoring for them. Every unit a 
vovernment—city, State, and Federal—is struggling to adjust thes 
demands. 

What kind of dollars is one to use to measure the price of stocks? 

If inflation is to persist, many stocks may be underpriced today. 

In any case, your study of the mechanics ‘of the stock market should 
not lead anyone to for get that in the main it isa mirror of the econony. 
If our general economic and security policies are sound, the stock mar- 
ket will adjust to them and we will not need to worry about a possible 
collapse of the market. If we do not preserve our national security 
and our national credit, then nothing can have lasting value. 

: herefore we should: 

Determine just what our national security requires, both w! hat 
we a do and what our allies must do—and then do it. . 

2. Forego all tax reductions until our defenses are made secure ant 
the budget is balanced. Nothing could inspire more confidence 1! 
the soundness of our economy than some reduction in the national debt. 

3. Discipline ourselves to whatever is required to win the cold wat 
and a real peace. 
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foday in this country we have something that is priceless—a stable 
government and a belief in that government by its people. It has 
been my experience that the American public will stand by their 
Government and do what is required if they are told what needs to 
be done and why. 

Given an effective shield of defense, we can build an economy which 
can continue to support the freedoms we cherish. By replacing the 
fear of inflation with the confidence of stability, we can stand guard 
as long as may be needed, even while preserving for our children and 
their children the opportunity to better themselves through their own 
strivings. 

Mr. Chairman, I will answer any questions. 

The Cuarrman. Thank you, Mr. Baruch. That is a very fine state- 
ment and we appreciate your presenting it for the benefit of the 
committee. 

[ yield 10 minutes to the Senator from Virginia. 

Senator 7 ERTSON. Mr. Baruch, I will say to you, as I did to my 
friend, John J. McCloy, it is always a pleasure to me when we have 
before us a witness whom I have Boe privileged to know for many 
years and in whose judgment [I have great confidence. I wish to 
join with the chairman in commending the statement you have jusi 
made to us and to assure you that I endorse it in principle 100 per- 
cent. There are a few details I wish to ask you about, but in view 

of the possibility that you will be the last witness in this friendly 
study of the market, I will ask you first for a frank appraisal of the 
study which has been conducted. 

Mr. Barucu. I think it has been very informative and it certainly 
has made the sellers more meticulous, particularly in their offerings, 
ial it probably has set the SEC further on its toes, and made the 
buyers more careful, to study more what they are doing. I think, 
taking it all in all, that your inquiry can be helpful. Of course, what 
we say here is not so important as what we do. 

Senator Roperrson. We have had considerable testimony to the 
effect that under existing conditions, with the high ethics that char- 
acter ize the principal exchanges and the regulations under which 

they now operate, that there are no real parallels between what could 

happen in the mé arket now and what did happen in the fall of 1929. 
You have told us that a stable government, a willingness to sacrifice 
for the essentials, a government dedicated to the welfare of the 
inasses rather than to special interests or pressure groups, will hav, 

nore effect upon the stability of the market than any regulations 

. Government might promulgate in that behalf. 

I do want to ask you, though, if this is not a fact: In connection 
with your statement—and I endorse it now—under existing condi- 
tions that the market is a thermometer of conditions: it measures 
the fever either of inflation or deflation; it is not what will cause 
i bust or a boom—-I will ask you if there were not factors in the 
‘29 market, and at that time I believe you were an active trader 

the market, that offset your general theory that the market is a 
thermometer? For instance, we have been told that there was a 
'igging to some extent of the 1929 market. Everybody who remem- 

ers the period following the First World War knows that the Presi- 
‘ent either officially or privately said that the farmers should be 
‘quidated, or something to that effect, with respect to $2.50 and $3 
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wheat, and things of that kind. It was not long before we had a 
major farm depression. We had a temporary land boom, and that 
went into a depression. But we had a great recovery on a peace- 
time basis in 1928. We had a minimum of unemployment in 1929, 
Our imports and exports were balanced in 1929. Our farmers were 
as close to parity as they had been for a long time, and certainly 
the market started up as a reflection of an expanding economy. 

Then we had unprecedented brokers’ loans and bankers’ loans that 
went into the market on a speculative basis, and we undoubtedly 
had some rigging of the market. 

Is it not true, therefore, that the 1929 market was an exception to 
the general rule that the market is a thermometer of business con- 
ditions ¢ 

Mr. Barvucn. I think it was. The thermometer showed there was 
an awful fever in the economic body. 

Senator Roserrson. But did not unprecedented brokers’ loans and 
bankers’ loans, when you could buy stock for as little as 10 percent 
down, accentuate the fever ¢ 

Mr. Barucu. I did not get the question. I thought I covered that 
in my statement; that the expansion of credit has much to do with the 
present demand for securities. 

Senator Rosertson. Then it is true, and I think you will agree 
with me 

Mr. Barucw. Senator, I am very much interested in what you say, 
but could you sharpen ~ question sharper so I can answer all divi- 
sions of your question? I did not hear all of it. 

Senator Roperrson. Then the first part of the question would be: 
Do you think there was an undue amount of credit that went into the 
stock market boom of 1929? 

Mr. Barucu. Yes. I think there is an undue amount of credit in 
every section of our economy now. For instance, you can buy a house 
for nothing down. As for myself, I do not know whether you are 
doing the young man a service or not in making credit too easy. After 
World War IT the ¢ ity of New York had a committee that met every 
afternoon at 59th Street and Park Avenue to see young men who 
wanted advice on the GI bill of rights. I used to go up there every 
afternoon. These young men would ask about this business or that 
business, and I would say, “Do you have any experience?” I would 
tell them, “Don’t waste your money under the GI bill of rights. Go 
and work for the other fellow and earn his money and get experi: 
ence.” I think these young men ought to be given every opportunity, 
but I think there is too much credit around generally. 

I see from the newspapers in the South, where I have been all 
winter, that you can buy many things for a dollar down and it is 
yours. Is that what you are referring to? 

Senator Rosertson. Especially with respect to the purchase of 
stocks in 1929. 

Mr. Barucnu. Oh, you are talking about 1929 now? At that time 
the margin requirements were too small and loans too big. 

Senator Ropertson. Do you think the margin is all Tight now? 

Mr Barucu. You i is the market all right ? ? Senator, I have been 
in it a good many years, but I have never answered that question, be- 

cause I do not think aaihule is smart enough to know, and I certainly 
would not want to put myself in that class of a demigod. 
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Senator Ropertson. I do not want to insist on an answer, but you 

e about our most expert witness. 

Mr. Barucu. As your expert witness, I tell you no expert is good 
on that. 

Senator Roperrson. I do understand from your prepared state- 
ment that you do not feel any new laws relative to stock market trading 
are indicated. 

Mr. Barucu. No, sir. Only enforcement of present powers. The 
Federal Reserve has powers that are ample, I think. And the stock 
exchange, SEC with their various requirements, I think are doing a 
pretty good job. 

Senator Rosertson. Personally I share that viewpoint. I think 
primarily, since I do not believe we can expect the market either to 
break or ruin the country, that the Federal Reserve and the Treasury 
have ample power if undue speculation as distinguished from bona 
fide investment. occurs, to take steps to curb it. I share your view on 
that. 

What, in your opinion, were the principal causes leading to the 
sharp rise in market prices late last fall and early this year? 

Mr. Barucu. I think it was—if you would look at the various ad- 
vertisements that were put out previous to the tax deduction—that 
the excess-profits tax elimination had a good deal to do with it. Peo- 
ple felt if the tax were not lowered, securities were worth what they 
were selling for, and if the tax were repealed stocks would sell higher. 

Senator Roserrson. Do you think some traders anticipated a good 
deal of inflationary action by the Government with respect to deficit 
ig is, a cut in taxes when the Government could not 

ford a cut in taxes—and other things of an inflationary character? 

Mr. Barucn. I think the rise in the stock market reflects inflations 
that have been taking place for the last 15 years, and it started at the 
beginning of World War II, sir, with what I thought was improper 
or unwise legislation. 

Senator Roserrson. And you think that the best thing the Con- 
gress could do is to keep our Government on a sound financial basis 
and the stock market trading will take care of itself ? 

Mr. Barucnu. I did not hear exactly what you said. I know you 
said something about a sound financial budget. I feel there can be 
no sound financial budget or a sound economy if you continue to les- 
sen your receipts and maintain your expenditures and have to borrow 
money to make up the difference. 

Senator Roperrson. My time is up, and I thank you. 

Mr. Barvcn. I do not know whether that answ ered your questions. 

Senator Ropertson. You did, sir. 

The Cuatrman. Mr. Baruch, I would be very pleased if you would 
introduce your associate to the committee. Is this Mr. Lubell? 

Mr. Lupety. Yes, sir. 

The Cuatrman. Mr. Samuel Lubell? 

ai Mr. Lunein. That is right. 

The Cratrman. We are very happy to have you. I have heard of 
you very favorably, and the committee is glad to have you, Mr. Lubell. 

I yield 10 minutes to the Senator from Indiana. 

Senator Carenarr. Mr. Baruch, I wish to congratulate you upon 
your statement. I think it is one of the finest documents of its kind 
Thave ever read. 
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Mr. Barucn. Thank ans sir. 

Senator Capenarr. I do not see how anyone can quarrel with it. 
or they would at least have very little quarrel with it. To me it is a 
statement that is sound and one that this committee could well use as 
a criterion for the balance of this investigation, and for writing the 
report. It is one that they might use as a criterion in all of our 
hearings. 

I think I have just about two questions. One is, Do you still fee] 
that the President of the United States ought to ask this Congress 
to pass a standby law permitting him to freeze prices in case we get 
into another war? 

Mr. Barucu. Do I think we ought to have that standby law/ [It 
should have been put on the books long ago, Senator. I think there 
is nothing so basic to what we are trying to do as to be in a position 
not only to defend ourselves, but in case of an attack, to recover. In 

‘ase of war, which we are all trying to prevent, the nation which can 
recover first will be sie I want that country to be my country. 
We must have an organization ready to function, because some parts 
of the country might be destroyed, and the other sections of the coun- 
try would have to be ready to come forward and make up for this 
destruction. 

Of course, Senator, I supported that legislation you sponsored just 
as much as I could. I think it was a great mistake that it was not 
passed. I think the testimony that was given against it was not 
wise. Nor do I see how you are going to have a really effective civil 
defense unless you have something which is the arch or base of it. 
Your whole mobilization or ganization must be ready to function so 
that civil defense itself can work. 

Senator Carrnarr. You think inflation is our worst enemy in our 
domestic economy ¢ 

Mr. Barucnu. Yes, sir. Of course, inside our economy. I think 
the worst enemy is 

Senator Carenart. I said in our domestic economy. 

Do you think inflation is our worst enemy at home? 

Mr. Barucn. Yes, sir. 

Senator Carprmart. You feel even now our prices and the general 
price level of everything is inflated, and that the best policy we could 
follow as a government at the moment would be not to reduce taxes 
any further and ee the budget ? 

Mr. Barucu. I did not get your question, but I think I know what 
you want—I mean, the question you want answered. 

Senator, there are so many difficulties in all this. Woodrow Wil- 
son had a difficult problem, probably one of the most. difficult that 
any President had before him. Franklin Roosevelt had greater difli- 
culties, and President Truman had still greater diffic ulties. All of 
the problems of peace have become aggr: avated as they go Benolvet 
And Eisenhower faces these problems” all multiphed. "They have be- 
come all mixed up and we have put off doing so much. Now we do 
not have much choice left in these things. “We have to choose be- 
tween our security and a sound economy and reduced taxes. 

I think everybody knows where I stand on both of those questions. 
There is a balance to be sought there, of course, which wisdom and 
reasoning, I hope, will bring out. 
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\lso, gentlemen, I must say I have.a good deal of sympathy too 
ith people like you, who must deal with ‘all of these problems—and 
th ey are complicated problems which come up here—on finance. I 
know the pressures that are put upon you politically and by various 
groups, and your people at home. While I have never run for elective 
‘lice, 1 know what those pressures are. Sometimes—and I quite un- 
derstand it—we may bend a little for expediency. Not being in any 
office, or running for office, I do not have to bend; but I really appre- 
( a your difficulties. 
said first all of these various Presidents have had increasingly 
com os ‘ated questions which they have to face and which you gentle- 
men have to face. I've made a long speech, and I do not know 
whether it answers your question. 

Senator Carenart. I am trying to get your comments. Mr. Ba- 
ruch, do you feel that the so-called tipster, such as the broadcasters 
vho may broadcast information 

Mr. Barucn. I did not get the name, but everybody knows whom 
you are talking about. I think I do. 

* Senator Carenart. Do you think we should find some way to con- 
trol it? Should it be controlled? Is it good or bad? 

Mr. Barucn. You cannot control a man’s opinion. Every day in 
the press, Senator, you see some talk about who is going to win the 
pennant, or win the fight, and what horse is going to win a race. All 
of these fellows write about these things, and a lot of fellows sell tips. 
You can look in the newspapers—very curiously I looked in the paper 
this morning and I did not see any advertisements telling everybody 
how they could buy stocks and double their money. But there is no 
reason why a radioman should not give tips if he thinks it is wise. I 
would not do it because I do not know enough about it. 

Senator CarpeHartr. You know Walter Winchell has been criticized 
in this committee by certain witnesses for broadcasting 

Mr. Barucn. I think he has got as much right as anybody else. I 
would not criticize him for that. The only thing is, if he were a friend 
of mine, I would say, “Just don’t do it, because it’s a pretty hard thing 
to predict what is going to happen to the stock market.” But I can 
see nothing sinister or improper about it. 

Senator Carenarr. That is all the questions I have. 

The CHarrman. The Senator from Alabama. 

Senator SparkMAN. Mr. Baruch, I shall ask you just a couple of 
questions. First, 1 want to commend you for the ver y fine statement 
that you have made. I think it is a fine and thoughtful statement. 

[ noticed this comment at the bottom of page 2: 

Since the total volume of money and credit flowing through the economy has 
been expanding, larger sums are available for investment. But the supply of 
stocks to meet this demand has not increased proportionately. 

[ assume, and I take it that it is a safe assumption, we may expect 
‘hat condition to continue. How are you going to counteract that ? 

Mr. Barucu. I think, Senator, as the return of capital from bonds 
and that from stocks commenced to get together that people might 
go into bonds. You will notice in the new spapers now there are more 
adve rtisements on bond issues than there are on stock issues. That 
is because the investment returns are coming together. For instance 
where a man got 234 on the bonds, and stocks were very low, and he 





O92 STOCK MARKET STUDY 


got T or 8 percent, and he had a tax exemption with him in these trusts 
and various things like pension funds, that man went to buy stocks, 
But if the stocks get up so high and the interest on bonds gets up to 
what stocks return, people will switch to bonds, provided they are not 
afraid of inflation. 

cig ged very interesting thing, Senator, one that struck me any- 
how: I do not know whether it struck anybody else—but abroad when 
you had the devastation that you had in France and Holland, in Ger- 
many and in Italy, the industries represented by stocks have risen 
Phenixlike from destruction and there are people who made fortunes 
through buying the depreciated stocks of those industries. So it may 
be people here bought stocks for that reason too—to have the own- 
ership of something tangible. This feeling has something, of course, 
to do with the rise in real estate value also. I never had any, Senator, 
but I think it is an important thing—both of those things, I got off 
from the second part of your question, but the first one is that as soon 
as those bond and stock returns get together a man will rather have 
the sure thing—bonds—and especially if it is a bank or an insurance 
company where they pay out in dollars irrespective of the purchasing 
value to a man’s deposits or his insurance. 

Have I made it clear, sir? 

Senator SparKMAN. Yes. I think you have given a very good an- 
swer. Of course, in an expanding economy we w vill continue to require 
an expanding capital investment, will we not? 

Mr. Barucnu. Yes, sir. 

Senator Sparkman. Is that going to keep pace with these various 
demands that you set out and ‘itemize here, that is, these competing 
purchasers for the stocks? 

Mr. Barucu. Well, it may or it may not, Senator. In 1929 the 
business went down. Of course, expansion is affected by cheap money 
policies. That helps expansion. If a man thinks he can borrow 
money at a certain rate and make more money by expanding his fac- 
tory—like so many are doing—he will do so. But if he does not think 
he can sell his product at a profit, he will not do so. 

I noticed some of the testimony of some very capable men here who 
spoke of their desire to have stocks instead of bonds. But the money 
market will have something to do with that. 

Senator SparKMAN. I notice you list five different factors as being 


among some of those that have had an influence you think on the mar- 
ket. You say: 


No one has yet made a thorough study of how the stock market has been al- 
tered by these and other changes. Such a study might well be one of the most 
constructive results of this committee’s work. 

Mr. Barucn. Yes, sir. 

Senator SparKMAN. You feel then that perhaps the committee may 
have done some good in initiating this study ? 

Mr. Barucn. Yes. They can ‘do something constructive. Of course, 
you have a committee that is quite capable of doing this and making 
recommendations that might be very helpful. I do not know whether 
that is responsive to your question. 

Senator SparKMAN. I was wondering if you could suggest some of 
those recommendations. 

Mr. Barucn. I think I was looking toward it through all of these 
questions. 
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Senator SPARKMAN. You would carry on a study still further. Is 
that it 

Mr. Barucn. Sir? 

Senator SPARKMAN. You would continue the study and make a fur- 
ther study than the committee has yet been able to do? 

Mr. Barucu. Yes, sir. And see how these various things affect the 
market, if you want to talk about the market. You have these 
serowths of investment trusts and mutual funds and insurance com- 
nies and savings banks. Whether they will go into bonds or stocks 
will depend a good deal on what their returns are. But the growth 
of tax-free pension funds and tax-exempt foundations of various 
kinds, I think, have to be looked into because the private individual— 
the individual does not have much chance against them in the matter 
of investments. 

In such a study you could have it done by your efficient staff. I am 
quite aware, and indeed I am very sympathetic to the position that 
the members of this committee and all the Members of Congress are 
in, constantly being confronted with and having all kinds of questions 
put before you. You cannot think all of them out because you do 
not have the time. 

Senator SPARKMAN. At any rate, you see nothing to be afraid of so 
far as this committee conducting a study is concerned ? 

Mr. Barucnu. I have never seen anything to be afraid of so far, sir. 

Senator SPARKMAN. I mean, from a study of the type this com- 
mittee has been conducting / 

Mr. Barucnw. No. 

Senator SPARKMAN. That is all, Mr. Chairman. 

The CuarrmMan. The Senator from Ohio is recognized. 

Senator Bricker. Mr. Baruch, I appreciate your very, very helpful 
presentation this morning. I was interested in and impressed by your 
emphasis upon confidence of the businessmen and consumers gener- 
ally in the economy. I would like you to comment as to your “judg- 
ment as to what is the state of confidence at the present time in the 
business of the country and the future economic growth of our 
country ¢ 

Mr. Barucu. Well, confidence is a matter of very slow growth, 
but once it is there it is a very sturdy thing. People have great 
faith in this country. They have seen it come through all kinds of 
things; and so have I But I think we have to be careful about the 
things that I have brought to your attention 

First of all, confidence must be sustained in the security of this 
country against aggression; and then its ability to go back ‘and win, 
which I referred to in my answers to my friend here from Indiana. 

Then the next thing, we must be careful that the Government’s re- 
ceipts, like any individual, are at least equal to its expenditures. 
Otherwise people will lose confidence in a great thing—which is so 
inportant—the integrity of the Government’s credit. I am fearful 
that a continuance of these deficits might have an effect not only on 
our people but on what other people think about us. 

This country ought to be strong so that when it says something 
it proposes to back it up with physical means and is able to do so w ith 
economic and financial support. 

Senator Bricker. You emphasized the danger of inflation. We 
have had relatively stable prices of commodities during the last 2 
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vears. What do you think that stability of the price level is attribut- 
able to in our economy ¢ 

Mr. Barucu. I think that you must give the people who are in 
charge credit for that. You cannot give the people credit who are 
not in charge. But at the same time I still talk about those two 
things I emphasized in my statement. If you satisfy me about those 
two things I would be perfectly satisfied about everything—and ap. 
parently the public is satisfied. But confidence is a matter, as I said, 
of a sturdy growth. Back of it all is the tremendous faith in the 
country itself, and the people’s faith in themselves and their belief in 
their Government. They will always have that belief in their form 
of Government no matter who is there. 

The thing I trouble about, or am doubtful about, or fearful about— 
if you want to put it that way—is are we prepared for an aggression, 
and in case a war comes, to go ahead and winé Have we put economy 
ahead of that? Or, again, are we moving dangerously when we let 
our expenses run ahead of our rec eipts, and make it up by bond issues’ 

Senator Bricker. In other words, a balanced budget is essential for 
our confidence today and in the future ? 

Mr. Barucn. You see, you cannot wisely cut taxes while your 
budget is unbalanced. I think itis unwise. I would not care whether 
it was my taxes, or your taxes, or anybody else’s taxes. I would not 
cut anybody’s taxes. I think that has been a great mistake. 

I do not want to go into details, but if I am forced to I will. I do 
not believe in tax reductions at this time. I think that is a great 
mistake. I am not just saying it now, but I said it before. Now, I 
always try personally —whatever the Government does—I try to back 
it up. I want to do what I can—to do my duty—in that respect. I 
do not know if there is any more to be said about it, whether that 
answers your question or not. 

Senator Bricker. That is very satisfactory. This committee does 
not deal with taxes, of course, but we have gotten into that field. We 
heard last fall a great deal of emphasis placed upon the urge to invest 
in business; a tax structure that will encourage expansion of business 
so as to create jobs and make new things. 

Mr. Barucn. That fell on deaf ears with me. 

Mr. Bricker. It did? 

Mr. Barucu. Yes, sir. What are these corporations in this country 
going to do and w here are they going to do it? They are not going 
to let somebody else come in and take over their business. E very 
State and city has wanted to put up more buildings. The whole 
country is building schoolhouses. hospitals, and bridges, and all that 
kind of thing without the Government’s help. I did not agree that 
tax reductions were needed to help. 

Senator Brrcxer. I do not mean Government help, but a tax struc: 
ture which will encourage investment in capital planning. 

Mr. Barucn. I do not think they need any encouragement. I 
think the greatest encouragement in the world will be the knowledge 
we are safe beyond peradventure. That is the way I feel about it, and 
to my mind that is No. 1. That is what I think about it. When you 
are strong and the whole world knows it then we do not have to 
talk about what we are going to do and what we are not going to do. 
Perhaps, that is a narrow view of it, Senator. 
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senator Bricker. A couple of years ago we had a great deal of 
discussion in the Senate, on the floor and in the committee, with regard 
to the independence of the Federal Reserve System as apart from 
the Y reasury. Do you agree with the policy that has been followed in 
the last 2 years of the relative independence of the 2? 

Mr. Barucu. Well, have they been independent ? 

Senator Bricker. Relatively, I said. They have been more inde- 
pendent than theretofore. They have not been rigging the market 
for tax purposes. 

Mr. Barucw. Who was it? Was it Mr. Dooley who said that the 
Supreme Court listens to the elections ? 

senator Bricker. He said they read the election returns. 

Mr. Barucnu. Yes, sir. I think the Federal Reserve is watching 
more carefully and is trying to balance the demand of money against 
tax receipts and against all “of these pressures. They have one crowd 
that says, “If you lower the interest rates I will invest more money.’ 
Do you believe it will make a difference to a man whether he pays 
3 percent or 314? Those men will get the money. 

Of course, if a fellow makes more money he has more money to 
spend. But what I do not want to see is the shifting of burdens from 
one set of people to another, no matter whether it is justifiable or 
not, until we get those two things I have iterated and reiterated again. 

Senator Bricker. The whole matter rests upon a stabilized cur- 
rency and stopping the ever-increasing inflation you have mentioned 
has been going on for the past 20 years. That has been relatively 
stopped within the last 2 years by stabilized prices. 

Mr. Barucu. The purchasing power of the dollar was stabilized, 
apparently. 

Senator Bricker. That is what I mean. 

Mr. Barucn. If you are going to continue easy credit, you are 
going to get into difficulty. 

Senator Bricker. That is what I am getting to; that the Federal 
Reserve System has been used for the purpose of holding down in- 
terest rates for the Treasury, and that has largely stopped it in the 
last 2 years. 

Mr. Barucu. I think that the Treasury is following the same policy 
and has been forced to it. One of the difficult situations is that the 
Treasury is in the banks for 78 billion of call money, practically. And 
the Secretary of the Treasury, I think, is trying to wiggle out of that. 
He is postponing it as far as he can to try ‘to lengthen it a little 
here and there. I approve of his goal. I might have approached it 
ina different way but he has the responsibility ‘and I have not. There- 
fore, I do not say anything unless he would ask me. 

Senator Bricker. But the results have been good over the past 

2 years? 

‘™ Barucnu. They have been good but I think they could have 
been better if we had not reduced the taxes. 

Senator Bricker. Thank you very much, and thank you, Mr. Chair- 
man, 

The Cuarrman. The Senator from Oklahoma. 

Senator Monroney. Mr. Baruch, I want to thank you, along with 
the other members of the committee, for this very fine statement whic h, 
is always, is most timely and most helpful. 
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I wonder if you would consider that the stock market has now 
absorbed the tremendous inflation that took place from our failure to 
follew your very cogent advice in 1940 and subsequent periods of in- 
flation, such as 1946, or is there still a lag behind the inflation on the 
part of the general level of the market. 

Mr. Barucu. Well, you were not here when I said I would not 
qualify as an expert on gent prices. 

Senator Monroney. I do not mean the stock prices, but just whether 
the last thing to reflect the inflation that had taken place in the prices 
of commodiies and all was the market price. Certainly, up until a 
couple or 3 years ago, they had not shown the effect of the inflation 
in its full force. 

Mr. Barucu. You are talking about commodity prices nov, 
Senator ¢ 

Senator Monroney. I am merely using the commodity prices which 
had gone up early, but the stock market lagged in showing the in- 
flation that had taken place. 

Mr. Barvon. Oh, I didn’t catch your question. You want to know 
whether the stock market has discounted inflation ? 

Senator Monroney. Yes. 

Mr. Barucnu. If you can tell me what the government is going to do 
from here on, I will tell you that. You see, you and I do not know. 
And inflation is one thing that I tried to bring out in my statement, 
along with other factors which bear on the situation. 

Of course, Senator, you know I feel particularly sympathetic to 
you in the things you do because you were one of the few men who were 
members of the House that voted for overall controls, at the start of 
World War II, one of the few. I have always followed your career 
because you are one of the few men who took a very difficult, but 
very sound position at that time. 

Senator Monroney. Thank you, sir. It was Senator Gore’s bill. 
and I just joined him then—or he was a Congressman then. 

Mr. Barucu. I do not know if I answered your question or not. It 
is not easy to answer, and it is not easy for the Seer etary of the Treas- 
ury or you gentlemen here to measure all these various forces. | 
think it is a “good thing to talk about them and think about them. 
It will make everybody ‘else engaged in the process think about them. ] 

Senator Monroney. Perhaps one of the things that this committee 
should look into is whether we are again entering a period of inflation, 
or whether we are in a stabilized period or in a deflationary period. 

Mr. Barucu. Yes. I do not see how you can do it unless you get all 
these other factors. 

Now, I will illustrate this, if I may. You asked a question. I took 
a taxi the other day from my apartment. When I got out the man 
had opened the door, and he said, “Mr. Baruch?” I said, “Yes,” He 
said, “Tell me, are we going to have a war with China?” I said, “I 
don’t know.” He said, “Well, who does know?” I said, “Only 
one fellow, Chou En-lai.” I said, “If I knew what he was going to do, 
I would know. Is he going to be another Hitler, another “Mussolini! 
Is he going to be contr olled ‘by the Kremlin or is he not going to be con- 
trolled by ‘the Kremlin?” 

Now, that answers your question. You see, there are so many fac- 
tors which have to be balanced that one canriot say what the future 
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will bring. If the dollar stays stable, that is one thing, but if we go 
on borrowing money and create a battle between the various pressure 
groups, why, -the dollar value would ch: ange. 

Senator Monroney. It could be changed downward if the public 
debt continues to increase and if private debt likewise continues to 
increase. Those are inflationary factors that would tend to again set 
off inflation. 

Mr. Barvucn. Yes, sir. 

Senator Monroney. Offsetting that would be the production of our 
industry and supply of goods. 

Mr. Barucu. And also the very strong position that has been de- 
veloped in many of these industries that have gotten themselves into 
sound positions. They are not in debt like they. were before; they are 
ina much stronger position, that is, business. 

Senator Monroney. We have had testimony, Mr. Baruch, here that, 
however, the issuance of bonds and other fixed debt exceeds by more 
than three times the issuance of common stocks and preferred stocks. 
Is that a matter that might tend toward inflationary pressures ? 

Mr. Barucn. That may not be inflationary, but it would limit the 
amount of stocks. People buy stocks, but they will stop buying them 
when the bond returns get up to the stock returns, and there is only 
one factor that would keep them up, inflation. But as soon as those 
bond returns get up to the stock returns, all of these funds that are 
now going into stocks would now go into bonds. 

Senator Monroney. That would tend to remove the institutional 
investor ? 

Mr. Barucn. That may not be anti-inflationary, but it would tend 
to put the stock market down and remove what is apparently an evi- 
dence of inflation. 

Senator Monroney. I see. In answer to Senator Robertson’s ques- 
tion when he asked you if you felt the margin requirements were too 
high, were you speaking of the margin requirements or the market 
at that time? I wondered if we could have misunderstood the answer 
to his question. 

Mr. Barucnw. That was in regard to whether margins should be 
raised or not ? 

Senator Monroney. The margin now is at 60 percent. 

Mr. Barucn. How can you raise the margins on stocks? How can 
you really, in good conscience, say to a man he cannot buy stocks 
except on 100 percent when people can buy anything they like with 
nothing down? It just does not make sense. 

It is one of those things that have crept into our economic body 
politic, with the desire to help those who were not able to help them- 
selves, but maybe in helping them, we are not. I told a story here 
earlier about some of these GI’s that I used to see after World War II, 
who would come in and say, “I would like to start this; I want to do 
that; I want a garage; I ‘do not want to be a mechanic.” I would 

say, “Why don't you wait and learn at the expense of the boss? 
After you know the business, you can set yourself up.” 

But a lot of us make that mistake. 


Senator Monroney. May I ask one further question, Mr. Chair- 
man ? 
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Would you think that it would be a good idea for Congress to re- 
open and take another look at reenacting the renegotiation laws on 
Government contracts / 

Mr. Barucnu. Yes, sir. 

Senator Monroney.. Thank you very much. I appreciate that. 

Mr. Barucu. No qualifications on that one. 

Senator Monroney. So I gathered. 

The CuarrmMan. Mr. Baruch, am I properly informed about your 
having to go downtown to an appointment? Do you have to leave 
for an appointment downtown ¢ 

Mr. Barucu. No, sir, I have no appointment. I came down here 
at the request of your committee, and I am at your pleasure. 

The CuarrmMan. One of the members of the staff had misunderstood 
it, that was all. 

The Senator from Utah. 

Senator Bennerr. Mr. Baruch, I have been interested in your figure 
of speech which compares the stock market toa thermometer. Would 
you say that thermometer is now recording a fairly healthy economy? 

Mr. Barvcu. Well, you know I did not know whether to say it was 
a barometer or thermometer, which changes it. The barometer would 
change according to the vagaries of the weather. But it is recording 
what the vast multitude of buyers and sellers and holders of securities 
think. Now, of course that is what they think from day to day. 

Senator Bennerr. That is right, but the general reading of the 
thermometer is a reading of confidence rather than of fear. Is that 
a fair statement, that the general reading of the thermometer as of 
now is a reading of confidence rather than of fear? 

Mr. Barucu. Well, I think it is both. As I said, people buy stocks 
for two reasons, and very opposite ones. One is that they feel that 
the country will advance as it has been advancing. That has attracted 
a great deal of investment. They have seen vast fortunes made in 
that way. A lot of other people do it because they think in that way 
they can protect themselves against inflation. 

Both factors are in there now, and I think a good deal will depend 
upon any future action of the Government or an outside power. 

Senator Bennertr. I recognize your concern and fear of war, and I 
do not want to get into that phase of it particularly. I would rather 
discuss with you some of the Government’s economic policies outside 
of the defense problem. 

Mr. Barucn. Well, you cannot get away from that because I think 
itis No.1. It is with me. 

Senator Bennerr. Well, it is true that it is an overhanging problem, 
but at the same time there are other aspects of our economy in which 
the Government must work, whether war comes or does not come. 

For instance, this committee has just reported to the Senate the 
rubber-plant disposal bill which is an important step in the program 
of the Government to remove the Government from competition with 
private industry. Would you say that was a sound program? I am 
not talking about the details of the contracts; I am talking about the 
program of taking the Government out of direct competition with 
private industry. 

Mr. Barucn. I generally approve of that. There are some times, 
I think, when private interests cannot or will not do it. I am not well 
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unformed on the subject, but I have seen, ever since I was a boy in 

‘arolina, these great rivers rise and take the soil down. It seems to 

ie that Government could have done something to check that because 
the individual could not do it—take a great thing like the Missouri or 
Mississippi Basin. I know nothing about it exc ept that I have seen 
this with my eyes as a boy, seen this soil being taken away to the 
ocean. 

[t seems to me 1f the private industry cannot do it, the public ought 
todoit. But I say generally I favor private industry, and I hope my 
record shows that. 

Senator Bennerr. If there were no private industry, there would 
be no stock market. 

Mr. Barucu. There would not be any public business then. 

Senator Bennerr. That is right. Mr. Baruch, there is continuing 
evidence that the managers of American private industry are con- 
tinuing to invest their funds in new plants, in modernization, and in 
other permanent investments. Is that not vital if we are to continue 
to maintain our standard of living through private industry ? 

Mr. Barucn. As I understand your “question—I was not quite 
clear—it was: Do I not think that it is important that our business 
should expand ? 

Senator Bennert. That is right. 

Mr. Barucu. To keep up with our standard of living. I am in 
favor of that, provided it does not interfere with 2 things. I do not 
want to keep repeating those 2, but one is to be sure of our defense, 
of our ability not only to deter aggression, but if a fellow hits us, to go 
onand beat him. That is number one. And number two is the credit 
of the Government, and I think that is basic to everything else. 

Senator Bennett. I agree with you in general, although we can 
come to a disagreement'as to whether or not our present defense pro- 
gram is adequate. That is a matter of opinion which I am not 

Mr. Barucu. Were you referring to tax cuts? 

Senator Bennerr. No, no, I had said nothing about tax cuts. If 
we are to continue to expand our private industry, we, of course, must 
continue to expand the ein of our investment. So we must continue 
to expand the volume and the base of our stock-market operations ; 
is that not a fair statement ? 

Mr. Barucu. Well, the stock-market operations will follow the 
other. You do not need one for the other, but the stock market needs 
the development of the country. 

Senator Bennertr. That is right. 

Mr. Barucu. The country does not need the development of the 
stock market. 

Senator Bennett. I was interested in your comment earlier that 
the stock market, the volume in the stock market, was too small and 
that that was one of the reasons why the prices had gone up. 

Mr. Barucn. I do not think I said the volume was too small. 

Senator Bennett. Well, I had that impression. 

Mr. Barucu. No, if you will read what I said, I do not think you 
will find that in my statement, sir. I said that the volume of stocks 
has not. advanced with the volume of credit. 

Senator Bennett. I am trying to say the same thing back to you. 
Is not one of our fundamental problems i in this country the creation 
of sufficient investor confidence so that our people will invest in equity 
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Would you think that it would be a good idea for Congress to re- 
open and take another look at reenacting the renegotiation laws on 
Government contracts ? 

Mr. Barucn. Yes, sir. 

Senator Monroney. Thank you very much. I appreciate that. 

Mr. Barucu. No qualifications on that one. 

Senator Monroney. So I gathered. 

The Cuarrman. Mr. Baruch, am I properly informed about your 
having to go downtown to an appointment? Do you have to leave 
for an appointment downtown ¢ 

Mr. Barucn. No, sir, I have no appointment. I came down here 
at the request of your committee, and I am at your pleasure. 

The Cuarrman. One of the members of the staff had misunderstood 
it, that was all. 

The Senator from Utah. 

Senator Benner. Mr. Baruch, I have been interested in your figure 
of speech which compares the stock market to a thermometer. Would 
you say that thermometer is now recording a fairly healthy economy ? 

Mr. Barucu. Well, you know I did not know whether to say it was 
a barometer or thermometer, which changes it. The barometer would 
change according to the vagaries of the weather. But it is recording 
what the vast multitude of buyers and sellers and holders of securities 
think. Now, of course that is what they think from day to day. 

Senator Bennerr. That is right, but the general reading of the 
thermometer is a reading of confidence rather than of fear. Is that 
a fair statement, that the general reading of the thermometer as of 
now is a reading of confidence rather than of fear? 

Mr. Barucn. Well, I think it is both. As I said, people buy stocks 
for two reasons, and very opposite ones. One is that they feel that 
the country will advance as it has been advancing. That has attracted 
a great deal of investment. They have seen vast fortunes made in 
that way. A lot of other people do it because they think in that way 
they can protect themselves against inflation. 

Both factors are in there now, and I think a good deal will depend 
upon any future action of the Government or an outside power. 

Senator Bennett. I recognize your concern and fear of war, and I 
do not want to get into that phase of it particularly. I would rather 
discuss with you some of the Government’s economic policies outside 
of the defense problem. 

Mr. Barucn. Well, you cannot get away from that because I think 
itis No.1. It is with me. 

Senator Bennerr. Well, it is true that it is an overhanging problem, 
but at the same time there are other aspects of our economy in which 
the Government must work, whether war comes or does not come. 

For instance, this committee has just reported to the Senate the 
rubber-plant disposal bill which is an important step in the program 
of the Scum to remove the Government from competition with 
private industry. Would you say that was a sound program? I am 
not talking about the details of the contracts; I am talking about the 
program of taking the Government out of direct competition with 
private industry. 

Mr. Barucu. I generally approve of that. There are some times, 
I think, when private interests cannot or will not do it. I am not well 
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informed on the subject, but I have seen, ever since I was a boy in 
Carolina, these great rivers rise and take the soil down. It seems to 
me that Government could have done something to check that because 
the individual could not do it—take a great thing like the Missouri or 
Mississippi Basin. I know nothing about it except that I have seen 
this with my eyes as a boy, seen this soil being taken away to the 
ocean. 

It seems to me if the private industry cannot do it, the public ought 
to doit. But I say generally I favor private industry, and I hope my 
record shows that. 

Senator Bennerr. If there were no private industry, there would 
be no stock market. 

Mr. Barucu. There would not be any public business then. 

Senator Bennerr. That is right. Mr. Baruch, there is continuing 
evidence that the manager's of American private industry are con- 
tinuing to invest their funds in new plants, in modernization, and in 
other permanent investments. Is that not vital if we are to continue 
to maintain our standard of living through private industry ? 

Mr. Barucu. As I understand your question—I was not quite 
clear—it was: Do I not think that it is important that our business 
should expand ? 

Senator Bennerr. That is right. 

Mr. Barucnu. To keep up with our standard of living. I am in 
favor of that, provided it does not interfere with 2 things. I do not 
want to keep repeating those 2, but one is to be sure of our defense, 
of our ability not only to deter aggression, but if a fellow hits us, to go 
on and beat him. Thatisnumber one. And number two is the credit 


of the Government, and I think that is basic to everything else. 

Senator Bennerr. I agree with you in general, although we can 
come to a disagreement as to whether or not our present defense pro- 
gram is adequate. That is a matter of opinion which I am not 

Mr. Barucu. Were you referring to tax cuts? 

Senator Bennerr. No, no, I had said nothing about tax cuts. If 
we are to continue to — our private industry, we, of course, must 


continue to expand the base of our investment. So we must continue 
to expand the volume and the base of our stock-market operations; 
is that not a fair statement ? 

Mr. Barucu. Well, the stock-market operations will follow the 
other. You do not need one for the other, but the stock market needs 
the development of the country. 

Senator Bennert. That is right. 

Mr. Barucu. The country does not need the development of the 
stock market. 

Senator Bennerr. I was interested in your comment earlier that 
the stock market, the volume in the stock market, was too small and 
that that was one of the reasons why the prices had gone up. 

Mr. Barucn. I do not think I said the volume was too small. 

Senator Benner. Well, I had that impression. 

Mr. Barucu. No, if you will read what I said, I do not think you 
will find that in my statement, sir. I said that the volume of stocks 
has not advanced with the volume of credit. 

Senator Bennerr. I am trying to say the same thing back to you. 
Is not one of our fundamental problems in this country the creation 
of sufficient investor confidence so that our people will invest in equity 
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stocks and will be able to finance our future development on an equity 
basis, rather than on borrowed money ¢ 

Mr. Barucu. Well, I think that is a good plea, but you know that 
is a plea that every ‘interest makes. Labor will tell you the same 
thing; agriculture will tell you the same thing. Having been placed, 
in World War I, where I had to meet all of these various interests, I 
learned that then. Each one has got a good case. No one made a 
better case than that very fine man Mr. Fairless on that very subject 
which you now refer to. 

Senator Bennett. That is right. 

Mr. Barvucnu. But it is a question of how much profit they have to 
make in order to do that. They could get it on bonds, too: They do 
not have to sell stocks; they do not have to make it a preferred invest- 

ment for stocks. And as soon as you give them more profit, why that 
affects your whole purchasing power ‘of évery citizen, and they will 
come along and want more wages or increased earnings. 

Senator Bennerr. You have expressed * your concern here about the 
inability of the Government to balance the budget and the fact that 
we are continuing to finance our Government operations out of bor- 
rowed money. 

Mr. Barucn. Yes, because we cut the taxes. 

Senator Bennett. Is that not the same problem that industry faces 
if it attempts to finance its future out of borrowed money rather than 
equity capital? Is there not a risk there, too? 

Mr. Barucnu. I did not make myself plain. I would like to make 
it clear now that that is what faces you and me, too, and everybody 
who hears my voice, that is, he wants to improve his condition and 
therefore he goes out and borrows money. If his intake is not as 
great as his expenditures, he tries to borrow money, but there is going 
to come a time when the fellow says, “No, no, no more.” That is the 
thing we have to guard against. One of the things that I keep say- 
ing 1s that you have got to stop your tax reduction. I think that one 
is all mixed up with the other. 

Senator Bennerr. Given a choice, the American industry of the 
future would be safer if its expansion were financed on equity capital 
(han if it were financed on borrowed money; is that not right? 

Mr. Barucn. It is better, certainly. There is enough money 
around. As far as I know, money is the only thing that has not gone 
up in price. Everything else has gone up in price. 

Senator Bennetr. I was very much interested in reading a state- 
ment reported in the New Y ork papers as having been made by the 
economists of the American Federation of Labor who observed that 
labor had made more actual gains in purchasing power in the last 2 
years because the purchasing power of the dollar had been stabilized, 
even though their official wage rates had not increased quite so fast. 
Is that not one 

Mr. Barucu. There can be no doubt that the stabilization of the 
dollar increases the purchasing power of everybody. There is no 
doubt about that. 

Senator Bennert. Does it not also increase the confidence that re- 
flects itself in the stock market ? 

Mr. Barucu. Well, yes, it would be reflected in the stock market, 
of course. That is one of the factors. I think I brought that out; 
that is one of the factors. 
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Senator Bennett. Have there not been many collateral programs 
undertaken during the past 2 years, increase in social security, an 
attempt to bring reality into our farm program, and other things 
which have contributed toward this stability ¢ 

Mr. Barucw. Into what programs? Farm or foreign ¢ 

Senator BenNerr. Farm, our farm program. 

Mr. Barucu. Senator, 1 do not know whether you are aware of the 
fact that I was one of the men that was instrumental in writing into 
the Democratic platform at Houston equality for agriculture. For 
many years I was really the economic adviser to the Farm Bureau 
Federation. Mr. Howard was the president of it. Undoubtedly that 
was a great step forward. 

The older farmers remember the activities I had with Senator 
Kenyon, Senator Ladd, Senator McNary, and the farm people. Un- 
questionably it has been a good thing for the farmer. I do favor, 
though, Mr. Benson’s plan because I think that everything has to 
work in consonance with the law of supply and demand, and if we 
produce more than we can sell, it is bound to hurt the producer. 

Senator Bennett. Thank you very much. 

Thank you, Mr. Chairman. 

The Cuatrman. Mr. Baruch, have you read the testimony of Prof. 
John Kenneth Galbraith, given before this committee / 

Mr. Barucn. I read what was in the newspapers, sir. 

The CHarrman. Are you acquainted with any of Mr. Galbraith’s 
works in the past? Do you have any opinion about him as an econo- 
mist 

Mr. Barucu. Well, I think the first time I met Mr. Galbraith, he 
was with the War Production Board. Mr. Nelson asked me to go 
down and speak to the members of the Board because of a rather dis- 
couraged and disconsolate attitude about what was going on. I pre- 
sented my views and told them their responsibilities and privileges 
and opportunities, and so forth, and what had to be done, after I was 
through a great big, tall fellow came up to me and thanked me for 
what I had said and for having straightened him out. That turned 
out to be'Mr. Galbraith. 

He wrote me and told me he was going to write this book, and that 
he was sorry he had not talked to me about it. 

That is my knowledge of him. I know nothing about him to his 
detriment. I think economists as rule— and it is not personal to him— 
take for granted they know a lot of things. If they really knew so 
much, they would have all the money and we would have none. 

This is no reflection upon him or his coming book, which might be 
a very good book. 

The CHarrMaNn. Have you read anything he has written in the way 
of a book or pamphlet ? 

Mr. Barucn. I am going to read this book. 

The CHarman. You look forward to reading this book, the one 
about 1929?. 

Mr. Barucu. Sir? 

The Cratrman. You are speaking of the one that is to be published 
in the near future? 

Mr. Barucn. Yes, sir. 

The Cuarrman. You are going to read that? 
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Mr. Barucn. Yes, sir; but I do not want to plug that, because I 
would have to plug some others. 


The Cuatrman. Well, these writers need a little help. Do you not 
think these writers need a little help? 

Mr. Barucn. Sir! 

The CuatrMan. These writers need a little help now and then, don’t 
you think? 

Mr. Barucu. So do all of us. 

The Cuarman. You have not read his book called American Capi- 
talism, published about 1949 ? 

Mr. Barucu. No, sir. 

The Cuarrman. You are not familiar with it? 

Mr. Barucu. No, sir. 

The CuarmmMan. With regard to the testimony that he gave before 
this committee and what you did read, did you regard it as being 
primarily cautionary, or would you say it was a cry of alarm ? 

Mr. Barucn. Well, I do not pay much attention to what everybody 
says. I should judge I thought it was rather cautionary, but whether 
he is an authority or not, that is a question each of you will have to 
decide for yourself. 

The Cuarrman. Well, is it fair to say you do not have a very high 
opinion of any economist, but as an economist he is about as good 
as any you know? Is that a fair summation of your views? 

Mr. Barucn. Your question was: Do I think he is as good as the 
others? I do not know. I do not know how good the others are, and 
I do not know how good he is. 

The Caatrman. That is what I said. I said: Is it true you do not 
think very highly of any of them? 

Mr. Barucu. No. I will tell you, Senator, why I think economists 
came into popularity. After 1929, these businessmen and everybody 
said, “What is the matter with me? Where did I go wrong?” So they 
had to go to a doctor. The only economic doctor is an economist and 
they go to him and say, “Professor, what about so and so?” And these 
men can take facts and figures and bring them together, but their 
predictions are not worth any more than ours. If they were, they 
would have all the money and we would not have anything. 

The Cuarrman. Do you think the only criterion, valid criterion, 
of knowledge is how much money you have? 

Mr. Barucu. Oh, no; oh, no. I do not think so, sir. But the 
economists deal with money. 

The Cuairman. They deal with ideas, do they not? 

Mr. Barucn. Sir? 

The CuarrMan. I thought they dealt with ideas rather than money. 

Mr. Barucn. They may have ideas like philosophers, but if econo- 
mists could predict what was going to happen in the future, I rather 
suspect—I do not know, but I rather suspect—that they all would 
speculate if they knew, and they could make a lot of money. But I 
do not want to discuss any particular branch of livelihood. They all 
have difficulties. I think there are some very fine men in that field. 
I differ with many of them, but they are of the Keynes school. I 
do not know that it has any particular bearing upon this investigation. 

The CuatrMan. Well, I was leading up to a question. I thought 
in your business you would be familiar with economists. My question, 
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which I really wanted to ask you, is: Do you think this committee 
made a mistake in calling Dr. Galbraith to testify before it? 

Mr. Barucn. It is like the fellow the bartender asked, “Is Mike 
good for a drink?” He said, “Has he had it?” He said, “Yes.” 
“Well.” he said, “he is good for it.” 

I do not think there is any point in discussing it. I do not see any 
argument. I do not mean to be funny, but like all these things in 
life, we have got to accept them. 

The CuarrmMan. Since you mentioned Dr. Keynes, I have been 
told that the late Dr. Keynes was extremely successful as a speculator. 
Have you not heard that? 

Mr. Barucnu. Yes, I have head that. He made a lot of money 
at it. But he did not follow the views that he publicly advised. 

I had many contacts with Mr. Keynes on the Treaty of Versailles. 
He was a very smart fellow, though I did not agree with him. 

The Cuarrman. I thought that would have enhanced your respect 
for Mr. Keynes, if he made a great deal of money. You seem to 
have very little for Mr. Galbraith because he has not made any 
money. 

Mr. Barucu. No, I am not against Mr. Galbraith at all. And I 
am not for any fellow that runs any of the great rackets because, 
he has made a lot of money. I donot mean tocompare them. Money- 
making is not all there is. The fellow with the most money is not 
the man we have to look up to. No, I am certainly not making any 
disparaging remarks about Mr. Galbraith. I only made a general ob- 
servation about economists. 

The Cuarrman, Were you active in the stock market in the 1920's? 
Did you take much part in the stock market back in those days? 

Mr. Barucu. I do not know just how active I was, but I do not 
think I was so active, because I had been Chairman of the War In- 
dustries Board, and—that is a long time to remember. 

The Cuarrman, I did not want to be specific about any particular 
transactions, but you have probably had, at least by reputation, more 
experience in matters dealing with the stock market than most of 
our witnesses. I thought if you cared to we would like you to tell 
us a little about the actual operations from your own experiences in 
the stock market, particularly during the 1920’s or any other time, for 
that matter. I just assumed that was a period in which you were 
active. If I am in error, why we would like to hear about any other 
period. 

Mr. Barucu. I will be glad to talk about it. 

The Cuarrman. Were you more active before the First World War? 
I may be in error about the period in which you were most active in the 
market, but is it not true that you were a very successful Wall Street 
operator? Is that a proper term? 

Mr. Barucu. I was very active in the stock market before World 
War I. I was what you would call a speculator, but I have my own 
definition of a speculator. That is one who observes the future and 
acts before it occurs. _ I was asked on an examination, on a very critical 
one, sir, if I was a speculator, and I replied, “Yes, but I want to give 
my definition.” 

I was very active in the market then. I was a member of the New 
York Stock Exchange, a member of its governing committee, a mem- 
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ber of the Young Turks, as they called them, that started to make 
changes that were very helpful, and very active in the stock market 
up to the time I came down to Washington in the beginning of 1917. 

The Carman. I was just mistaken ‘about the period. I meant the 
period when you were active. 

Mr. Barucn. There was not any person that was more active than 
I tried to be, anyhow, even if I did not succeed. 

The Cuairman. Do you think there has been a real improvement in 
the operation of the market since the days you were in it? 

Mr. Barucu. Oh, unquestionably. 

The Cuatrman. Do you think it is for the better or for the worse? 

Mr. Barucn. Oh, for the better. Lf it is improvement, it must be for 
the better. 

The Cmamman. Do you mean on the part of the participants in the 
market or the country ¢ 

Mr. Barucn. The stock exchange is nothing but a place where 
buyer and seller meet, and the stock exchange “makes the rules and 

regulations to see that the seller gets his money and the buyer gets 
his security and the Government gets its tax, and they try to eénforce— 
and they do much better than they used to—they try to get companies 
to give more information to security holders. And a very interesting 
group of people have developed, called the analysts. ‘These analysts 
seem to have the power to call up some big company and get the man- 
ager or the treasurer, ask a lot of questions, and get a lot “of informa- 
tion that I presume is correct. I think there has been a great advance- 
ment in the gonduct of the New York Stock Exchange. 

You cannot, as I said, legislate against human folly, nor would I 
want to legislate a against the desire the people of America have to 
take chances and go ahead. 

The Cuarmman. Would you say it is much harder for a speculator 
to make money now than it was in 1915 and 1910? 

Mr. Barucu. Well, that depends on the speculator. There are 

vast chances with the dey elopment of particular companies. There 
are the chemical and technological advances, automation, as they call 
it, which is nothing but mechanization, electronics, the use of atomic 
energy for peaceful purposes. There are great opportunities for a 
person who is willing to devote his time and thought to it. The stock 
market is nothing for an amateur, a dilettante, to fool with. 

The Cuarmman. You may have covered this—I think you did, in 
a way. Did I understand you properly that you feel there is too easy 
credit in the building field, that is, the mortgage credit. that is going 
into the construction of housing ? Did I understand you correctly 
in that ? 

Mr. Barucu. Well, I do not know the full details about it. I see a 
good deal of discussion about it, and I do not like to give opinions 
unless I look thoroughly into a thing. There are complaints by the 
fellow who wants to borrow money that the terms are too stiff, and the 
fellow who has money to lend will give you all kinds of reasons why 
it is too low. I am in no position to make judgment upon that, Sen- 
ator. I have not looked into it thoroughly. 

The Carman. We have had ceuteeaker there was an increase last 
year of $9 billion in mortgage credit that had gone for housing. Some 
witnesses thought that was too much, it was rising too rapidly, and 
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was contributing to inflation. I believe Mr. McCloy of the Chase 
National Bank expressed concern with the rapid increase in credit in 
that field. I gather from what you said generally that you would 
agree with him. 

Mr. Barucu. There is a rapid advance. I noticed in the newspaper 
today something about some meeting—lI just looked at the headline 
because my mind was on this rather than upon what I was reading. 
I noticed that somebody complained too much credit was being given 
in the loans, but I noticed he was a banker. He had money to lend, 
and he wants a high rate, naturally. 

A man speaks only for his own interests. It is just like when you 
talk about Mr. Galbraith. People express their views as they see them, 
and I think we ought to listen—I am always glad io listen. 

Then there was something in there about extending of personal 
credits. I just saw one of the top lines. 

What I was looking for, so I would be able to talk about it this 
morning, was advertising ‘about these stocks, and I noticed there 
wasn’t a thing in the New York Times telling about stocks. 

The Cuamman. Do you think that this inquiry had anything to 
do with the lack of advertising in the New York Times? 

Mr. Barucu. Well, you know evidently it made everyone a little 
more conservative about what they are offering, and it has also made 
the buyer a little more diligent in searching out facts. I think your 
inquiry has been a good thing, rather than a bad thing. I would 
never tell a man not to go into mining stock. I have been in them 
all my life. I think I have put as much money into the ground as 
I have ever taken out, but it is a fascinating thing. I am a little too 
old to do it now. 

The Cuatrman. You hardly have to do it now, anyway. 

There was a statement read here earlier in the hearings that there 
had been more money put in the stock market than ever was taken 
out. Is that true? 

Mr. Barucu. I never knew an amateur to make any money in specu- 
lation. I have known professional to. And in all these things where 
you require peculiar training—it is like anything else. W hether you 
are an economist or a lawyer or something else, you have to make a 
specialty of it and devote all your time and thought to it. If you do 
one thing you might do it well. If you try to do two things, you are 
likely to do both of them badly. 

The Cuatrman. I meant to ask you one other question, if you care 
to answer it, about Mr. Galbraith. You have known him for a number 
of years, longer than I have. 

Mr. Barucn. Yes, I have known him but not well. I have had the 
pleasure of meeting him. I did not know anything about his book 
until he said he was going to write a book and was sorry he had not 
talked to me about it. 

The CHatrman. You have had some correspondence with him, I 
believe. Have you heard anything that would indicate that he was 
disloyal to this country ¢ 

Mr. Barucn. No, sir. 

Senator Carrnart. Mr. Chairman, may I ask a question ? 

The Cnatrman. I yield to the Senator from Indiana. 

Senator Carrnarr. When was it that he wrote you this letter about 
hisbook? Just recently ? 

60650—55—65 
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Mr. Barucu. About—oh, I should say about several months ago. 

Senator CaprHarr. Several months ago. That was the first time 
you had ever known of him ¢ 

Mr. Barucu. That is the first time I recollect hearing from him 
since he came up that day and said he was glad I made that talk for 
Mr. Nelson, because it encouraged the men who had to bear the burden. 

Senator CaPeHEArT. Your connections with Mr. Galbraith are on 
two occasions. One was in World War IT when you made a speech 
about OPA and he was present and congratulated you, and the other 
was when he wrote you a letter 3 or 4 months ago? 

Mr. Barucn. I did not quite get the question, Senator. 

Senator Carenart. I said you have just had two occasions to come 
in contact with Dr. Galbraith. One was when you made a speech at 
which he was present. 

Mr. Barucu. What was the occasion? 

Senator Carenarr. I thought you said an OPA meeting or a War 
Production Board meeting. 

Mr. Barucu. This was a spech that Mr. Donald Nelson asked me 
to make to the various heads of departments, and because they were 
getting discouraged I told them the difficulties and the privileges as 
I thought they were. And I told them they must not be discouraged, 
and how we had to make disciplines. And he came up. I remember 
distinctly because I had never seen him before, and I do not know 
if Y have seen him since. I may have. A great big, tall fellow came 
up, as I remember him, and he thanked me and he said, “I am glad, 
Mr. Baruch, to have heard you. You have convinced me; you are 
right,” and so on. 

[ understand he is one of the professors at Harvard University. 

Senator Carrnarr. In other words, you have not heard from him 
since, excepting 3 or 4 months ago you received a letter from him? 

Mr. Barucu. No, sir; I have no recollection of anything besides 
this exchange of letters. 

Senator CareHart. So you just came in contact with him on two 
occasions. One was the letter and the other was when he casually 
met you, or you met him, when you made a speech ? 

Mr. Barucn. Yes, sir. 

The Cuarrman. Mr. Baruch, were you what you call a floor trader 
when you were in the market? 

Mr. Barucn. Well, I was on the floor. I was a very active indi- 
vidual. 

The CuatrmaNn. A very active individual ? 

Mr. Barucn. Yes, sir. 

The Cuamman. Bought and sold large amounts? 

Mr. Barucnu. Yes, sir. 

The Crairman. Did you ever sell short ? 

Mr. Barvucn. Sir? 

The CuatrmMan, Did you ever sell stock short ? 

Mr. Barucnu. Yes, sir. 

The CHairman. Well, I suppose you feel that is a legitimate ac- 
tivity in the market? 

Mr. Barvucu. It certainly is. 

The Cuarmman. Do you have an 

Mr. Barucn. I would not have done it if I did not think so. 
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The Cuamman. Well, since you sold short, they have changed the 
rules as to short selling, have they not ¢ 

Mr. Barucnu. Yes sir, recent ones. 

The CuairMANn. Do you approve of those changes ? 

Mr. Barvccnw. Yes; I think they are all a What the stock 
exchange was moving against, in my opinion, was that when there 
was no market—a man would see there was no market—and he offered 
a price down and that created consternation. Now if he wants to 
sell short, he has got to sell it on an offering price. 

For instance, say a stock was 68, had been offered at 69 and the 
last sale was 69. He can only sell short at 69; he could not, say “sell 
at 68,” thereby creating consternation. That is the change. 

The CuarrMAN. Do youthink that is a good thing? 

Mr. Barucn. Yes, sir. 

The CuHarrmMan. That would make it very difficult for a man to do 
well on the downside. It sort of makes it difficult to make any money 
selling short, does it not? 

Mr. Barucu. Yes, sir, it would make it more difficult, certainly. 
Another thing, you know—I do not know how it is in commodities— 
but if you are short in commodities, if you are short 2 or 3 years, you 
have to pay full taxes. There is no capital gain tax like if you held the 

/OSITLION long. 

The Cuatrman. I do not understand that. I understood what you 
said- — 

Mr. Barucn. If you buy stock and hold it 6 months, you pay 25 per- 
cent. That is, if you sell it out and make a profit. 

The CHamrman. Well 

Mr. Barucn. Now, wait a minute. If you sell the stock and it goes 
down and you take it in, whether you take it in the next day or the 
next hour or the next year, you pay a full tax on it, just as if it were 
a salary or a dividend. 

The CHarmman. I did not know that. You mean the capital gains 
rate does not apply to profits made on the downside? 

Mr. Barucu. No, sir. 

The Cuatrman. That certainly is news to me. No one had men- 
tioned that. That is quite a discouragement to short selling, is it not? 

Mr. Barucn. Yes, sir, because if you lose, you lose all. If you make 
you only make-—— 

The CHamman. Very little. One other point I want to clarify 
since you brought it up. On this tax on capital gains, everyone has 
said 25 percent. Supposing you are not in a high bracket. Supposing 
you are in a very low bracket, that you only make $5,000 a year. Then 
you do not pay as much as 25 percent, do you, if you happen to make 
$5,000 capital gains? You only pay at the rate of your other income; 
is that not correct ? 

Mr. Barucu. A man can take his choice, I think, in the smal] 
capital group. 

The CHarrMaNn. That is right. 

Mr. Barucu. There is no choice in the top one. 

The Cuairman. I know there is not with a large income. The point 
I was going to make is that that circumstances also is a great in- 
centive inducing smaller people to speculate for capital gain; is it not? 

Mr. Barucu. Yes. The high brackets do disbar them. I think it 
has a tendency to lessen the market—I mean increase the range of the 
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market, so there is a wider spread between bid and offers. I think, 
Senator, that this very thing that has caused the advance, if we had 
a downturn—all of these various things which I brought up, and many 
others, would have a tendency to lessen the market, the liquidity of 
the market. 

You see, the question of the market and the tax receipts are two dif- 
ferent things. I am not in favor of reducing taxes and passing the 
burden on to some other fellow, whether it is a corporation or a rich 
lian or anybody else. I want to see the country safe and able to de- 
fend itself and go on to defeat anybody. 

The Cuatan. Mr. Baruch, I agree with you. I voted against 
the tax bill last year. I also thought it was improvident to continue 
deficit financing under the conditions that existed. I was 1 of 12, I 
think, or 14 that voted against the reduction last year. 

Senator Roserrson. Mr. Chairman, put me in that list, as long as 
you named some of them. 

The Cuarrman. I believe the Senator from Virginia also voted that 
way. So we are in agreement on the fiscal policy of the Government. 
We are just as critic al as you are. I think the administration should 
try to balance the budget. especially in view of the statements that 
they made during the campaign. 

Mr. Barucu. I think you used the word “critical.” I am not criti- 
eal, Senator. I would not voluntarily make any statement. You 
asked me to come here, and I will give you the best I know. 

The Carman. The statement you made at least was not in agree- 
ment with the tax bill of last year. You specifically stated you 1 dis- 
approved of it. 

Mr. Barucnu. Yes, sir; I certainly did. 

The Cuarrman. That is all I meant. 

Mr. Barucu. Yes, sir. 

Senator Carprnartr. Were you in favor of the $20 tax cut bill that 
the gentlemen voted for a few days ago? 

Mr. Barucnu. No, sir; I was not in favor of that. I think I made 
myself clear. [am not in favor of any tax reduction. 

Senator Carrnarr. We might have the record of who voted for 
that put in. 

The Cuarrman. I voted for it. 

Mr. Barucu. I would have voted against both of them. 

The Cuaimman. The difference is that that bill did not reduce the 
income at all. It merely transferred it from one class of taxpayers 
to another. There was no net reduction in taxes in the bill he is refer- 
ring to. It just a4 oe and repealed the dividend tax. 

Mr. Barucn. I do not agree with you. I would not reduce any 
taxes and put the burden on somebody else. You can have my vote 
“No” on the last bill, sir. 

The CuarrmMan. You think it is better to give the dividend receivers 
the benefit than the ordinary wage earner? 

Mr. Barucu. That question has not arisen in my mind nor in the 
discussion. I am only talking about taxes, not the beneficiaries of 
them. 

The Cuarrman, I was, too, until the Senator from Indiana injected 
this other bill, which did not amount to a net reduction in taxes. 

Mr. Barucu. I would not care if it was only a nickel. I would not 
cut taxes. 
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Senator Ropertson. Mr. Chairman, if you will yield to me, there 
were just a few Democrats who voted against that bill, and we took the 
position that it would reduce taxes. There was an honest difference 
of opinion, but according to the statement made by the chairman of 
the Finance Committee, the reduction would amount to at least seven 
or eight hundred million dollars in the long run. 

Mr. Cuarmman. I offer for the record an article from the U. S. News 
and World Report. 
(The article referred to follows :) 


[U. 8S. News & World Report, Washington, D. C., February 25, 1955] 


WHat ConGREsSS WILL LEARN Aspout Stocks—Prices Hien, Suppity Limirep, 
DEMAND RISING, HARNINGS UP 


Don’t look for anything too sensational to develop out of the Senate’s coming 
investigation of the stock market. 

The fact is that the market rise, though sharp, still doesn’t look like a runaway. 

Stock prices are hitting new highs. But so are dividends. Profits are near a 
record. Senators will find more stock buying on the cuff, more speculation, more 
people going in for the “long shots.” 

Typical investor, even so, is likely to show up as the man buying for dividends, 
for long-term growth, not for a fast profit. 
The frenzy of 1929 hasn’t developed yet. 


New York. 

What a Senate investigation is going to disclose about the rise in prices of com- 
mon stocks in simply this: 

There is a vast amount of money in this country seeking investment. Latest 
estimates are that people hold more than 200 billions in liquid savings. 

Common stocks, long out of favor with investors, once again have appeared 
attractive. 

The return from stocks usually is bigger than from bonds. 

The outlook for profits—and dividends—is more favorable for 1955 in most 
industries and in many companies than it was in 1954. 

Investors, as a result, recently have shown more inclination to put money into 
stocks. In recent year, too, university endowments, estates, investment trusts 
and pension funds have added substantially to common-stock holdings as a way 
of getting higher income to offset rising costs and inflation. These institutional 
buyers generally began accumulating common stocks before they became so 
attractive to the general public. 

Public demand for stocks thus is running into a situation where owners of 
stocks often are unwilling to sell except at substantially higher prices. 

Prices higher than in 1929. In the face of that situation, stock prices, as 
measured by the Dow-Jones industrial average, have risen 60 percent in 16 
months. The average is more than twice as high as after World War II and 
even has advanced above the previous peak of the 1929 boom. 

The level of stock prices, however, is not likely to surprise Senate investigators. 
During the postwar years, when inflation was sending up the prices of commod- 
ities, real estate and most other things, stocks lagged behind. Now stocks are 
catching up. 

Prices, moreover, do not seem to be out of line with present earnings. At the 
recent high, stocks in the Dow-Jones list sold at 15.4 times average earnings. 
That is a smaller ratio than in other boom markets. At the 1929 high, stocks 
were priced at 19.1 times earnings; in 1937, at 17.5 and, in 1946, at 20.8 times 
earnings. 

Furthermore, there is the prospect that profits and dividends will be higher 
for many firms this year. 

The price of stocks is only one aspect of the stock market that is te be studied. 
Beyond that, investigators want to know whether there is anything unusual 
behind the rise, whether the public is about to go on another speculative spree. 
In this search they will discover a number of things. 

More trading on margin.—Borrowing money to buy stocks definitely is in- 
creasing. A check by the New York Stock Exchange showed that, on 2 days last 
December, 52 percent of individual stock purchases were made on margin— 
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with borrowed money. That compares with 45 percent in March 1953, and 
only 84.2 percent in September 1952. At the end of last year, customers owed 
their brokers $2.4 billion on margin accounts, an increase of 48 percent in a 
year. 

Other figures gathered by investigators show that $7.25 billion in bank loans 
are secured by stocks and bonds. That amounts to 12 percent of all loans made 
by member banks in the Federal Reserve System. This figure includes loans 
made directly to finance security purchases, and loans for other purposes 
that are secured by stocks and bonds. 

It is unlikely that this amount of credit will be found to be dangerous. Loans 
to brokers, for example, now amount to less than 2 percent of the value of 
stocks listed on the New York Exchange, against nearly 10 percent in 1929. 

A warning was flashed about the growing use of credit in the stock market 
when the Federal Reserve Board raised margin requirements from 50 to 60 
percent. But that appears to be only a warning. Margin requirements were 
raised to 100 percent in 1946—which meant no borrowed money at all to buy 
stocks—and were held at 75 percent from 1950 to 1953. Back in 1929, speculators 
could buy stocks by paying as little as 10 percent down on margin. 

Another development that will be studied is the volume of trading. It has 
jumped sharply in recent months and, in December, reached 76.5 million shares, 
dipping in January to 74.7 million shares. That compares with a turnover of 
27.2 million shares in September 1953, but contrasts with the 1929 peak of 100 
million shares, at a time when the number of shares outstanding was much 
fewer. 

In addition, the market “tipster” has returned to prominence. Tips on stocks 
are being given over the radio and are appearing more frequently in various 
chips” rose 35 percent in price from September 1953 to October 1954, while 
low-price stocks listed by Standard & Poors’ Corp. rose only 18 percent. But, 
since last October, the low-price shares have climbed 27 percent, against a rise 
of 18 percent for the “blue chips.” 

In addition, the market “tipster” has returned to prominence. Tips on stocks 
are being given over the radio and are appearing more frequently in various 
publications. This trend recalls the speculative days before the 1929 crash and 
is considered officially to contain some dangers. 

Investigators will learn, too, that stocks are attractive to others than specula- 
tors. About half of all college endowment funds, for example, is invested in 
common stocks. Common stocks have been purchased by pension trusts, grow- 
ing rapidly year by year, investment trusts and insurance companies. 

Brokers have opened some 25,000 accounts for the installment purchase of 
stocks by individuals. Altogether, about $9 million has been paid on these 
accounts, and, if all contracts are completed, these purchases will run to $60 
million. 

Investment versus speculation.—These are all signs that common stocks are 
widely regarded as sound investments rather than a means of making a specu- 
lative profit. Even at recent high prices, industrial stocks on the Dow-Jones 
list return nearly half again as much as high-grade corporate bonds. The 
yield from stocks recently averaged 4.32 percent, against 2.94 percent for bonds. 
The spread between stock yields and bond yields is wider now than during other 
market peaks in 1937 and 1946. In 1929, bonds offered a larger return than 
stocks. 

Banks and brokers are prepared to tell the Senate that the attraction of 
common stocks to conservative investors is a trend that contributes to rising 
prices on the stock exchange. The reason given is that stock purchases by 
endowments, pension trusts, and others are made primarily as long-term invest- 
ments. Stocks thus bought, therefore, are likely to be held in portfolios and 
not traded very actively in the market. The result, it is argued, is that the 
supply of shares available for sale is reduced, with the effect that rising demand 
pushes up the price. 

The capital-gains tax is being cited by bankers as another influence toward 
higher prices for common stocks, Their reasoning on this point is that people 
who have made paper profits from stock purchases often refrain from cashing 
in those profits because of the tax on gains. In other words, these buyers are 
“locked in” by the tax, a tendency that again acts to reduce the floating supply 
of stocks. 

Optimism about future.—At bottom, the investigators probably will find that 
the rise in common stocks actually reflects confidence in the future of American 
business, and the belief that war, with controls and high taxes, will be avoided. 
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Business firms weathered a mild downturn in activity from mid-1953 to 1954, 
with only a slight reduction in profits, after taxes. And dividends paid last 
year were higher than in the boom year of 1953. Now, the outlook is for both 
a rising volume of business and an increase in profits and dividends. 

Furthermore, the air is full of forecasts that America is entering another 
period of vigorous growth. President Eisenhower, in his annual economic report, 
cited the probability of reaching a total national output of $500 billion in 1965. 
That would amount to a rise of nearly 40 percent in 10 years. 

This optimism in high circles of Government and business apparently is 
spreading to the general public, which is rather well supplied with cash. Part 
of that cash now is going into stocks as a vote of confidence in future profits. 

Mr. Barvcu. Gentlemen, a visitor from Mars would get the im- 
pression that we are entering into a political discussion. I am not 
interested in the politics of the situation, but I am interested in the 
good of the country, and I am quite sure you gentlemen are, too. But 
I also know, unfortunately, because I have been in that position, that 
we are called upon to be loyal to our party and loyal to our citizens, 
and it is a very difficult situation in which you gentlemen are in. I 
just do not happen to have to meet it, but I think that is the way I 
would meet it. 

The Cuatrman. The point I did want to make—and I do not know 
that it is a bad thing at all, but merely as a matter of fact—is that 
the capital gains tax, especially under a situation where other taxes, 
normal taxes, are so sigh, is quite an incentive to engage in speculation 
in the stock market, is it not? 

Mr. Barucnu. Well, there are some people who think that they can 
do better by going into the market and holding it for 6 months. There 
are some people who do it, but a lot of people, you know, think.they can 
fly without wings. 

The Cuarrman. Would you say that repeal of the capital gains tax 
altogether, so there was no tax at all, would increase the speculation 
in the market? 

Mr. Barucu. Well, perhaps, but how can you do that? That is 
impossible. There are a lot of people who make their living just 
speculating. You cannot leave them out. I was a member of the 
stock exchange, and I know what all that is, but they have to pay their 
share. You cannot exclude the man who is in that business. You 
may differentiate between the man who does it occasionally or some- 
thing of that kind, and I presume that is what Congress had in mind 
when they made the capital gains tax, a differentiation between the 
man who speculates as a business or a man who practices law or even 
an economist. That is his business, and he has got to pay like any- 
body else. But I presume you were trying to differentiate what is 
in English law, where they have no capital gains tax, and yet be sure 
that the men in that business pay their proper share. 

The Cuarrman. We have had witnesses that have varied. Some 
have advised or recommended that we abolish it. I will put it this 
way: Under circumstances of a balanced budget, they said it ought 
to be abolished. I think the President of the stock exchange recom- 
mended it be cut in two or halved. One former chairman of the Fed- 
eral Reserve recommended a graduated approach to it, that is, the 
longer you held it the less you paid. I was only seeking your recom- 
mendation. Would it be fair to say that if we did have a balanced 
budget and we were not so pressed for income in the Government that 
then you would recommend that it be cut out or not? I merely want 
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to get the record straight on that. Would you abolish it if it was 
not a matter of great necessity for taxes? 

Mr. Barucu. Well, you mean if you changed it? Did I understand 
if you « ‘hanged it, whether it should be on a graduated level ? 

The Cuarrman. Or any way. I was just trying to get your ideas 
about it. 

Mr. Barucn. If you change it, I think it would be well to change it 
so that 3 months so much, and 6 months so much, and a year or 2 years 
so much, so that it might not affect the market, and in this way you 
have a more stable market. The people might sell their stocks in order 
to buy them back, but I do not want to change anything now. 

The Cuarrman. I understand. 

Mr. Barucu. You know many Presidents have tried to get a study 
of the relationship of the taxes of the city and State, to the Government 
taxes. I know that Mr. Roosevelt asked me to take that up with the 
Secretary of the Treasury. You can talk about it, but it is a very 
difficult situation. There are so many elements involved, and nothing 
has ever been done about it. I know they talk about the science of 
taxation, but it is the human interest effect that we have to deal with. 

The Cuarrman. Do you think, Mr. Baruch, that the existing regu- 
lations of new security issues and of security markets by the Securities 
and Exchange Commission are adequate ? 

Mr. Barucn. The SEC? I think the SEC is doing a pretty good 
job. 

The CuatrmMan. Do you have any recommendations you would like 
to give the committee with regard to the SEC or any other aspect of it ? 

Mr. Barucu. No, sir; I have nothing to recommend to you. I have 
never given it sufficient thought. 

The Cuarrman. We appreciate very much, Mr. Baruch, your taking 
the trouble to come to the committee. Your statement has been of 
great valuetous. It was very fine of you to come. 

There is some material, I may say, that the chairman has, and I am 
sure others may have some too, which we will put in the record, 

Senator Carrnart. You will hold the record open? Open for how 
long / 

The Cuatrman. I thought we might hold it until we have an execu- 
tive session and see where we go from here. 

Senator Carenart. It will be at least a week ? 

The Cuarreman. At least that long. 

Senator Cappnart. Thank you. 

The Cuarrman. I have excerpts selected from editorials. in. news- 
papers in various parts of the country which will be inserted in the 
record. 

(The material referred to follows :) 


SeLectep EprroriAL COMMENT ON Stock MARKET Stupy oF SENATE COMMITTEE ON 
BANKING AND CURRENCY 


The Journal, Atlanta, Ga., March 3, 1955: 

“* * * The Senate hearing was prompted by the surging bull market of a few 
months ago, in which prices soared to alltime highs, then slipped abruptly * * *. 
Probably nothing radically new will come out of the present investigation. But 
it is good for the Government to make these occasional checks of the stock 
market. Since the market is so close to America’s financial pulse, its health is a 
matter of national concern.” 

Courier-Journal, Louisville, Ky., March 4, 1955: 
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“Senator Fulbright is taking great pains to calm any fears that may be stirred 
by the prospect of his inquiry into the stock market * * *. This caution on the 
Senator’s part is a good thing. But there is no call for any apologies as to the 
inquiry. It too is a good thing. It can very well become a means of creating 
a better general understanding of great developments in our economic life. It 
could, in short, be highly educational, bringing more confidence than less. There 
never was a time when such a study was more appropriate. The stock market 
has come to be a vital interest to more and more people.” 

Christian Science Monitor, Boston, Mass., March 5, 1955: 

“Almost an expected item in the day’s budget of news recently is the report 
that the stock market has again registered an alltime high. It is inescapable 
that people should be asking questions * * *. It is obligatory in the circum- 
stances that some agency of the people take a close look at what is happening, 
and logical that Congress should assume the task.” 

Troy Morning Record, Troy, N. Y., March 5, 1955: 

“The stock exchange inquiry by the Senate Banking Committee, headed by 
Senator Fullbright, promises to do a great deal to redeem the prestige of Senate 
investigations. The inquiry was announced as a friendy study and at the outset 
the emphasis was on gentlemanly disagreement rather than the blustering 
challenge so common in the past * * *. The cooperation in evidence cannot help 
but assure educational dividends. The question is not so much the value of the 
advice and information coming from the hearings as it is whether the counsel 
will be noted and heeded by the public.” 

The Washington Post and Times Herald, Washington, D. C., March 7, 1955: 

“The first two hearings last week by the Senate Banking and Currency Com- 
mittee into the operation of the stock market demonstrated beyond a doubt the 
urgent need for such a study. Senator Fulbright and his colleagues deserve 
congratulations on the manner in which they began the inquiry. They should not 
stop until that have cleared up the many questions that were raised and will 
be raised in the course of the hearings.” 

Xvening News, Newark, N. J., March 8, 1955, by Robert C. Ellis, financial 
editor: 

“Tf there has to be a stock market inquiry, people on Capitol Hill say, then by 
all means let’s have it at this time when the economy is on an even keel and 
investors, for the most part, are cheerful about their stockholdings. Preventive 
treatment is easier on the patient, these people explain, than a post mortem, 
such as was the Pecora investigation 4 years after the market crashed in 
October 1929.” 

Herald, Miami, Fla., March 9, 1955: 

“If the Nation wanted a model for a careful, balanced undemogogic investiga- 
tion, it could hardly find a better one than the study now being carried on by 
Senator J. William Fulbright into the stock market.” 

Post, Houston, Tex., March 9, 1955: 

“Testimony thus far in the Senate Banking Committee’s ‘friendly study’ of the 
stock market gives no intimation that any grave disturbance of the market im- 
pends, as a result of the inquiry or otherwise. Maybe it will bring forth some 
stronger legislative safeguards. But it is certainly evoking views and informa- 
tion from financial experts which may well serve as counsel for the guidance 
of the investing public.” 2 

Star-Ledger, Newark, N. J., March 9, 1955: 

“If the current congressional investigation into the health of Wall Street has 
served any purpose, it has proven that nobody has the right to be smug about 
stocks. * * * There’s no sign that a collapse of prices is imminent or inevitable. 
But we're glad that there has been ample warning that it could happen, anyway. 
It’s good for the country as a whole, and for the investors and speculators in 
particular, to be reminded that the current price jag is not permanent. If the 
congressional inquiry has gotten this point across, it has been worthwhile.” 

The Commercial Appeal, Memphis, Tenn., March 12, 1955: 

“* * * Senator J. W. Fulbright (Democrat, Arkansas), as committee chair- 
man and principal questioner of witnesses, is performing a friendly service to the 
business of stock trading and to the Nation by inquiring into present-day stock 
market operations.” 

News, Detroit, Mich., March 15, 1955: 

“Senator Fulbright’s Banking and Currency Committee has spent 2 weeks 
listening to facts and opinions about the stock market from witnesses whom it 
has uniformly treated as informed, intelligent and law-abiding citizens. This in 
itself is something of a record.” 
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The New York Times, New York, N. Y., March 15, 1955: 

“* * * The Fulbright committee is making a useful contribution in helping to 
gain wider public understanding of the stock market and how it works.” 

Post, New York, N. Y., March 16, 1955: 

“By any prevailing standard of congressional inquiry, Senator Fulbright's 
stock market investigation has been a model of sobriety and intelligence. Ful- 
bright has avoided frantic headline-hunting; he has not behaved like a man 
trying to confirm preconceived ideas.” 

Herald Tribune, New York, N. Y., March 16, 1955: 

“* * * Contributions have been made to senatorial and public understanding 
of the useful functions of credit and speculation, of the difference between 
organized exchanges and over-the-counter markets, and of the necessity that 
the investor in risky new issues take the trouble to read prospectuses.” 

The Washington Post and Times Herald, Washington, D. C., March 21, 1955: 

° Almost every witness has applauded the committee for its work and 
expressed belief that much good can come from the study.’ Already these wit- 
nesses have offered new insights into the complicated Wall Street mechanisms 
that are important to the financial health of the country. It is just because the 
operations of the market are closely related to the economic well-being of the 
country that careful investigation into their health is needed. Senator Ful- 
bright and the majority of his colleagues have sought honest answers without 
regard to partisan effect.” 

The Wall Street Journal, New York, N. Y., March 24, 1955: 

“* * * But the very importance of the stock exchange, the very fact that it is 
an institution charged with great public interest also makes it the subject of 
publie serutiny. Not only must its policies and actions be all right but at all 
times they must seem all right. And it is the legitimate function of proper 
governmental authorities to see that it comes under the searchlight.” 

The Washington Post and Times Herald, Washington, D. C., March 25, 1955: 

“The reappraisal which the hearings no doubt occasioned among many persons 
cannot but prove salutary. The almost universal praise given the purpose of 
the hearings is testimony to a precautionary state of mind. Much credit is due 
Senator Fulbright for the balanced, dignified and nonpartisan manner in which 
he has conducted the first phase of the inquiry. * * * The inquiry has been a 
proper exercise of the congressional investigative power, and the committee has 
demonstrated that a fair and impartial investigation is possible even in today’s 
heated atmosphere.” 

The New York Times, New York, N. Y., March 25, 1955: 

“With the conclusion of the first phase of the Fulbright committee’s study of 
the stock market both the Senators on the committee and the public at large 
now have the opportunity to evaluate the results of these past few weeks of 
testimony. * * * Several constructive results of the hearings are readily appar- 
ent. The public interest they have generated has probably given many persons 
a new awareness and understanding of the stock market—a useful result since 
this market is one of the key mechanisms permitting our free economy to func- 
tion. The differences of opinion among those who have testified should help many 
to understand that the stock market is a complex phenomenon before which even 
the wisest of men, let alone the amateur investor, dare not be too dogmatic. 
The dangers of excessive speculation, and the need for caution even in these 
days of Securities and Exchange regulation, have also been well publicized. 
* * * The high level of Mr. Baruch’s testimony was a fitting close for a Senate 
study whose general conduct, with some few exceptions, has been such as to 
reflect credit upon Senator Fulbright and his colleagues.” 


The CHatrman. The committee is recessed to the call of the chair- 
man. 


(Whereupon, at 11:55 a. m., the committee was recessed, subject to 
the call of the chairman.) 


(The following letters, statements, etc., were submitted for the 
record :) 
STATEMENT OF SEYMouwR E. HAgrgis, PROFESSOR OF Economics, HARVARD UNIVERSITY 
Are Stocks Too Hien? 


There is no easy answer to this problem. Unfortunately, common stocks 
fluctuate excessively, and in part because the professional instead of correcting 
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he mistakes of the uninformed (say, through sales in periods when stocks are 
oo high). finds it more profitable to guess how high the uninformed will shove 

ocks up and then the professional proposes to sell. Thus in 1921 the Standard- 
Poor Index of Common Stocks was 58; in September 1929, 238 ; in July 1932, a low 
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28: in December 1941, 72; in early January 1955, 271; on February 12, 278. 

The object of this article is to suggest why it is so difficult to draw conclu- 
sions on prices, and why the control of speculation is even more difficult than 
in 1929. It is clear on the basis of all measurements—commodity prices, in- 

ome, corporate profits, rate of interest, dividend rates, earnings per share, prices 

of stocks relative to book values of corporations, that the market is much less 
nflated than in 1929. What is more, prospects are good if we can prevent a 
major war; and stock values depend largely on business prospects. Hence there 
need be no concern about a collapse like 1929. The relatively small contribu- 
tion of speculative funds at present is also a consoling thought. Below I dis- 
cuss the relevance of each of these factors. 

But there are some disturbing aspects. Despite all the legislation since 1929, 

g., the elimination of loans on account of others (defined below), the control 
of margin trading, the sobering effects of the SEC, there are forces at work today 
which suggest that the control of the situation is more difficult than in 1929. 
First, there is the large rise of liquid assets—a rise from $69 billion in 1939 to 
S280 billion in 1953. These assets are easily convertible into stocks. Second, 
there is an increase in the assets of financial intermediaries (banks, life in- 
surance companies, pension funds, etc.) from $167 billion in 1929 to $442 billion 
in 1949. What is more, gains are disproportionate by nonbanking institutions, 
and hence controlled with difficulty. So far the monetary authorities have not 
shown any great capacity to control these nonbanking lenders which through 

heir indirect effects are much more inflationary than loans on account of others, 
the source of much speculation in the twenties. That they are no heavy in- 
vestors in common stocks does not matter; they push up prices of their assets 
(e. g., bonds) and make them expensive, and thus force others to buy stocks and 
other assets. 

Furthermore, many factors tend to reduce sales (new or old) of common 
stocks—e. g., self-financing and the SEC. Hence here is another cause of higher 
prices. It is perhaps fortunate that so much cash and savings have gone into dur- 
able consumer goods and housing in recent years, thus reducing the direct demand 
for stocks though indirectly through effects on profits the result is a quickened 
interest in stocks. 

I. Common stocks presumably reflect earning power of the assets which they 
represent. A rational evaluation would be based on expected earnings and the 
rate at which they are capitalized. Thus if the investor expected a return of 
$100 on his stock per year and the rate of interest were low, then the stock might 
be worth $3,000 to $4,000 to him. He would capitalize at a low rate (see below). 
He ought to pay less if the risks are large—even though an average return of 
$100 is expected. 

Prospects in 1955 seem good to the average investor. The record of the years 
1941-55 makes him forget the depression of the 1930’s. Military expenditures 
of $50 billion yearly; the high fertility of American womanhood and hence in- 
creased needs for housing, clothing, factories, etc.; the increased faith in the 
willingness and capacity of the Government to correct deficiencies of buying— 
all of these add to the investors confidence. Besides, expected earnings rise with 
inflation, and Mr. Investor knows that this is an inflation-biased world, with 
farmers, labor, and even management inflation oriented. 

His doubts originate in the possibility of a large deflation of military outlays. 
Then there may be at least temporary trouble. A major war would be inflation- 
ary and would raise expectations concerning security prices. But the investor 
would be foolish if he believed that in the wake of great destruction his stocks 
would be worth much in real terms. But all in all the crystal gazer seems to 
be on more solid ground in 1955 than in 1929. A decline of the proportions of 
1929-32 is out of the question. At least we can be as certain of this as of 
anything. 

A knowledgeable investor also is aware of the fact that investment in common 
stocks has been much more profitable in the last 75 years than in bonds. This 
was made clear in a book by Smith in the middle twenties (Common Stocks as a 
Long Term Investment) in which he showed that large returns were had on stock 
investments over the years 1860-1922. Alfred Cowles in a book published in 1938 
showed that over the years 1871-1937 all industrial common stocks earned an 
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average of 8.8 percent—6 percent from income and 2.8 percent from market ap 
preciation. Mr. R. M. Sedgwick (Harvard Business Review, 1953) has revealed 
that in the years 1938-51 the average earnings were 12 percent. 

There are many reasons why the returns on common stocks are 2 to 3 times 
those on bonds. Large investment funds are required by law to be put int: 
relatively riskless assets, e. g., bonds. The management of a company primarily 
operates on behalf of the stockholders, not the bondholders. Reinvested profits 
of a corporation may double in 5 to 20 years. Stocks in contrast to bonds may 
rise without limit but fall only to zero. 

II. So much for history and the high confidence of investors in the fifties which 
might be compared with the impaired confidence in the thirties. What about 
rates of capitalization? Here again the situation has changed greatly since the 
twenties. In the years 1926-29 the computed interest rate on Government secu- 
rities was about 4 percent; in recent years, 2 to 244 percent. Note that if an ex- 
pected return of $1,000 is discounted at 4 percent, the price should be $2,500; but 
at 2 percent the price would be $5,000. (At the latter rate future income is worth 
more, that is, is discounted at a lower rate.) Here is a reason for expecting 
common stocks to be higher priced than they otherwise would be. The low rates 
of interest are explained by the vast creation of money and other liquid assets 
which, as they are converted into nonliquid assets, pushes the rate of interest 
down, that is, pushes up the prices of these assets inclusive of common stocks. 

The price of stocks, like that of anything else, depends upon supply and demand. 
Demand depends, of course, as suggested earlier, upon the anticipated income. 
tut also relevant is the supply of liquid assets (e. g., money, bank deposits, Gov- 
ernment securities) that may be converted into stocks. On this score, we may 
well expect high prices of common stocks. According to the monumental study 
by Dr. Goldsmith (A Study of Saving in the United States, released March 16, 
1955), the proportion of liquid assets (cash, deposits, Government securities) to 
total assets has tended to move upward: 9 percent in 1900, 11 percent in 1929, 
and 27 percent in 1949. These figures point to upward pressures on the prices of 
common stocks. More cash or close substitutes for cash are available to pur- 
chase stocks. 

It might be expected that with higher prices of all commodities (associated in 
part with the growth of liquid assets) common stock prices would be higher, not 
alone because more liquid assets are available to buy stocks, but also because 
more liquid assets are available to buy the goods and services, the sales of which 
largely determine profits and hence prices of common stocks. 

In this connection, it might be helpful to compare the rise in the price of 
stocks and of wholesale prices of commodities in various crucial periods, the 
assumption being that a rise of security prices equal to that in wholesale prices 
means at least that security speculation is not out of line with general trends. 
(It should be stressed that these results can only be interpreted as yielding 
roughly accurate trends—as might be suggested by the differences in the two 
indexes for 1929 to 1954. The Dow-Jones index is apparently especially suspect 
for comparisons over long periods. ) 
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What story do these statistics tell? The stock market boom in the twenties 
was not explicable by commodity price inflation. When common-stock prices 
are deflated for the change in wholesale prices, stock prices in early 1955 are 
much lower than in 1929 but much higher than 5 years ago. Clearly in the last 
5 years cash has been going disproportionately into common stocks; and there 
has been a further rise in common stocks since early 1955. 

Since stock prices are related to national income, a comparison of these two 
variables is in order. But it should be noted that common stocks do not neces- 
sarily have the same relative claim on total national income over the years, and 
hence for this reason at any rate a close agreement should not be expected. 
Again in the twenties the rise of stock value greatly exceeded the gains of the 
economy: but not so in the years 1929 to 1954. But from 1949 to 1954, the rise 
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f stock values greatly exceeded that in national income. Note that from 1921 
. 1929 national income rose only 8 percent as much as stock prices; but from 
1929 to 1954 national income rose 6 or 30 times as much as stock prices, depending 

on the index chosen. 


Relative rise of national income to rise of common-stock prices 
Percent 
1921-29 
1929-54: 
(a) 
Ei) te ae re ews ee ak kw 
1949-54 

A closer relationship might be expected between stock prices and corporate 
profits after taxes than between stocks and income. Here again the trends since 
1929 are reassuring: A rise of profits of 114 percent and of stock prices of 8 or 
$1 percent, depending on the index chosen. But from 1949 to 1954, the profit 
gain was less than one-quarter that of stocks. By early 1955 this fraction was 
even lower. 

Perhaps a better index of the appropriate level of stock prices is to be had from 
a comparison of the earnings per share and the price of stocks. This follows be- 
cause the relation of stock prices and corporate profits or of income is relevant 
only insofar as the stocks have an unchanged relative lien on the earnings of 
the corporation or of the economy. In fact this is not so. Thus with increased 
relative issues of bonds, of purchases of equities directly by financial intermedi- 
aries, the claim of stocks on earnings may well be less relatively in 1954 than 
in 1929. 

On this score (see table below), the price-earnings ratio is lower in 1955 (Jan- 
uary) than in 1929 peak (September) and at the peaks of 1937 and 1946. 
But note that the ratio of prices of stocks to earnings per share rose from 6.9 
times in June 1949 to 14.6 times in early 1955. It is interesting that this rise 
of more than 100 percent occurred though earnings per share rose only from 
$23.54 in 1949 to $28 in 1954. Stock prices relative to book value per share also 
reflect large increases since 1949 but a ratio still substantially below the 1929 
level. 

The annual dividend yield in January 1955 was but $4.27—¢greater than the 
$3.34 yield in 1929 peak but a reduction of yield from $7.91 in 1949. Dividend 
yields were still much above the yield on bonds; in 1929 they were substantially 
below. 


Dow-Jones Industrial Stock Price Index, annual earnings, year-end book value, 
and dividends per share at selected dates 
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Source; National City Bank Monthly Letter, February 1955, p. 21. 


III. One explanation of the high value of the common stocks early in 1955 
is that the supply offered for sales is kept down for various reasons 
First, corporations in recent years have depended more on internal financ- 


ing than in the twenties. In part this is the result of the debacle of 1929 which 


turned investors away from new issues. But the large profits of the years 
since 1940 are also an important factor. 


That in periods of large profits issues 
of new stocks have been modest (and hence correspondingly smaller sales) ex- 
plains in part the high price of stocks. 

Secondly, the relatively reduced supplies of stocks may be related to the re- 
duction in the rate of interest and hence larger issues of bonds, to the greater 
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availability of credit and hence the greater recourse of business to financia) 
intermediaries to meet their capital needs, and finally the greater participation 
of Government in financing. 

In recent days we have been able to introduce statistical supports formerly 
not available for these positions. 

1. Savings invested in common stocks—average yearly: 1922-29, $1,647 mil- 
lion ; 1946-49, $1,590 million. (Note that the dollar economy was 2 to 8 times 
as large in the latter period.) s 

The percentage of cash flow of pérsonal savings put into common stocks: 
1922 2-29, 8.9 percent ; 1939—45, 1.8 percent ; 1946—49, 3.9 percent, 

In view of the small eenetanee in common stocks in the war years, the 
participation in the postwar is strikingly reduced from the level of the twenties, 

3. The vast growth of financial intermediaries (banks, insurance companies, 
investment companies, pension funds, Government financial institutions, etc.) 
is relevant. In 1929 their assets amounted to $167 billion; by 1949, the assets 
had risen to $442 billion. These institutions, of course, purchase all kinds of 
assets and thus inflate their prices. If they purchase bonds or real estate, then 
as the prices of these assets rise the money of other investors spills into com- 
mon stocks and other assets. But in addition investments of financial inter 
mediaries in common stocks are substantial. In fact the intermediaries in- 
creased their investments in common stocks from 21 to 31 billion dollars from 
1929 to 1949. 

In one important respect a tendency to raise stock prices in the twenties is 
not now operating. When relating current events to those of the twenties, we 
should keep in mind the fact that the issue of common stocks was stimulated 
by “loans on account of others.” At the peak about $6 billion of these loans 
were outstanding. Corporations especially would lend surplus cash and re- 
ceive returns of 8-12 percent; with the proceeds speculators would purchase 
stocks. 

But if demand was stimulated thus, supplies also were. The resultant rise 
in the price of stocks would then encourage new issues of stocks. Excessive 
brokers’ loans also raised prices, nor was there an SEC to scrutinize new issues. 

Hence it may be said that control of speculation and issues of stocks tends to 
discourage new issues and thus to keep prices up. The capital-gains tax tends 
to reduce sales as liquidation means taxes, though, since this is a tax conces- 
sion relative to income-tax rates, it may also be held to be an incentive to pur- 
chase stocks (and pay reduced taxes on income earned through appreciation). 
The higher general tax rates, on the other hand, tend to discourage risk-taking. 

IV. The price of common stocks depends then on the supply of stocks and the 
demand for them. The former is determined by such factors as current methods 
of financing, Government regulations, tax practices (e. g., the special tax treat- 
ment encourages bond financing), attitudes of investors, etc. It is of some 
interest that both in 1900 and 1949 the proportion of common stocks (dollar value) 
to total assets was 10 percent. 

Demand depends upon the supply of liquid assets available to purchase stocks, 
Government control of credit used on the stock market, earnings as anticipated 
by the market, and notably alternative uses for cash. 

In this connection, it should be noted that how much is spent on common 
stocks depends not only on the accumulated liquid assets and other factors 
mentioned above but also upon savings. Total savings in 1946-49 were 132 
percent of the 1926-29 average (with private savings 150 percent) but cor- 
rected for prices the savings in the latter period were ‘but two-thirds as large. 
It should be noted, however, that in 1950-53 liquid savings were 1% times as 
large as in 194649, and in 1251-4 all private savings were 1% times as large as 
in 1946-49. Hence the recent rise of annual savings may be considered one 
factor tending to increase prices of common stocks. 

That savings have increasingly been going into securities is suggested by 
the following: 


1946-49 | 1951-54 





Total liquid savings $26, 300, 000, 000 | | $50, 700, 000, 000 
- Liouid savings invested in nies and other. nongovernmental 
securities i hee $4,000, 000,000, | $18,908,080, 009 
3. Percent (2) to (1) Rein batete 
Net new corporate issues aie -..-| $17.600, 000, 000 | | $28, 000, 000, 000 
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How much stocks rise in price depends also on the competition of other outlets 
for eash. Obviously, if more money is spent on automobiles and real estate, 
iess will be invested in common stocks. Here we have a conflict of effects. 
More spending means higher incomes for the Nation and hence higher prices 
for stocks: prospects improve and, therefore, the public is more inclined to 
purchase stocks. But, on the other hand, less money is available for the 
purchase of stocks. On this score Goldsmith’s study reveals that of ali assets 
tangible assets (real estate, consumer durables, etc.), were a larger part in 
1946-49 than in 1926-29. 

It is, however, possible to increase the total supply of money and thus influence 
total spending; and, of course, the increase has been large indeed. But this 
money has not gone primarily into common stocks. Thus from 1939 to 1954, 
consumer credit rose by $22 billion and mortgages over 14 years rose by $83 
billion. Yet, over a period of 13 years the expansion of bank loans on securities 
has been only $214 billion. In short, the penchant for buying real estate and 
consumer durable goods has been a deterrent to putting money into stocks; 
but these purchases, on the other hand, increased the attractiveness of purchasing 
stocks for those who had the available resources ; and also induced many to hold 
stocks who otherwise would have disposed. 

At any rate the rise of adjusted demand deposits and currency of $152 billion 
(more than one-third since the end of 1945 and even about $25 billion since the 
famous Federal Reserve-Treasury accord for restricting monetary expansion 
provided part of the resources directly or indirectly) which made possible higher 
incomes and higher security prices. Also of great significance has been the rise 
of assets of financial intermediaries—of the growth of assets of financial inter- 
mediaries since 1929, commercial banks accounted only for $97 billion, or 29 
percent. The effects were especially great, however, in pushing up the price 
of assets other than common stocks and therefore driving other investors into 
stocks. 

V. One of the disturbing aspects of the situation is the difficulty of controlling 
speculation in the stock market—-in general, control is probably more difficult 
than in 1929. By October 1929 the total of all security loans was $17.1 billion, 
au rise of $4.3 billion over the total of October 1928. At the latter date one- 
seventh was loans to brokers and dealers, about one-half of this total was bank 
security loans to other customers, and about 35 percent the troublesome loans 
on account of others. Major contributions to the last were 58 percent by corpo- 
rations and 18 percent by individuals, 8 percent by investment trusts, and 9 to 10 
percent by foreign interests. Legislation has eliminated the loans on account 
of others which were a process not for creating new money but for diverting 
existing money into the hands of speculators. Through control of margin trading 
the authorities can now also control to some extent the demand for credit for 
speculation. Moreover, security loans are watched much more carefully than 
they were in the twenties. As the National City Bank has observed, despite 
recent increases in loans outstanding, the speculative loans are way below the 
1929 level, both absolutely and relatively. For all commercial banks loans for 
purchasing or carrying all securities were up by June 30, 1954, to $3.7 billion 
(a rise of $1.7 billion over the total at the end of 1947). This increase is less 
than 1 percent of the total stocks outstanding. A better comparison is debit 
balances (money owed to stock exchange firms by customers having margin 
accounts). The amount, according to the National City Bank, was $8.5 billion 
in 1929, or almost 10 percent of value of listed stocks; in December 1954 the 
figure was $1.9 billion, or 1.1 percent. And of course, with undisciplined margin 
trading speculation was nurtured in the twenties. 

Yet despite the legal changes the control of speculation is more difficult today 
than it was in 1929, the explanation of this fact being largely the great rise of 
liquidity, I referred to above. What is even more significant is the fact that 
the major gains of liquidity are largely beyond the control of the banking system. 
Financial institutions, as a whole, inclusive of insurance companies, investment 
trusts, savings and loan associations, pension funds, etc. have become much 
more important. Thus from 1929 to 1949 commercial banks’ share of assets of 
these financial intermediaries dropped from 42.9 to 36.4 percent; but the share 
of insurance funds rose from 16.2 to 27.7 percent. Lending policies of the non- 
commercial financial organizations are not easily controlled by the Federal 
Reserve. Even if they do not pour their funds into stocks primarily, they raise 
the prices of assets they purchase sufficiently so that other investors seek out- 
lets in common stocks. 
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What is more, the liquid assets available to individuals and corporations make 
them independent of banking control, enabling them both to buy more stocks 
and also corporations to issue less. Hence through demand and supply effects 
the pressure on stocks is upward. From 1939 to the end of 1953, liquid assets 
(currency, deposits, and U. 8S. Government securities) rose from $69 billion 
to $279 billion. Note that there were rises of $10 billion each of the years 
1951, 1952, and 1953, despite the Treasury-Reserve accord and restrictionist 
policies of the monetary authority. It is striking, for example, that in 1953, 
though currency and demand deposits declined by $300 million, the public never- 
theless increased its liquid assets by $10.3 billion. These figures reflect the 
difficulties of control. From resultant rises of national money income, Savings 
flow into the various intermediaries, which in turn purchase all kinds of assets. 


STATEMENT OF WILLIAM JACKMAN, PRESIDENT, INVESTORS LEAGUE, INC. 


I am William Jackman, president of the Investors League, Inc., with head- 
quarters at 175 Fifth Avenue, New York 10, N. Y. The league I represent is the 
oldest and most successful organization of investors, with thousands of mem- 
bers residing in every State of the Union. It is an organization of investors, 
both small and large, who make up the backbone of our private enterprise sys- 
tem which is, in turn, the backbone of our national economy. 

No doubt your committee will receive testimony from many brokers, econo- 
mists, security analysts, and others skilled in analyzing stockmarket operations. 
You will be deluged with statistics and charts showing the relationship be- 
tween stock prices and corporate profits, business conditions, postwar industrial 
expansion, consumer prices, money supply and other economic barometers. The 
sum total of these presentations will indicate that prices are not out of line 
but merely catching up to realistic values brought on by changing economic 
conditions. 

These specialists from the financial fraternity can make a substantial con- 
tribution to the decisions made by your committee. However, it is the millions 
of investors whom we represent that are the buyers and sellers of this com- 
modity and their views as voiced to the league seem to indicate that while this 
type of analysis has merit the crux of the matter can be stated by use of a 
very simple economic maxim: as the demand for a product, in this case stocks, 
exceeds the supply the price must rise, and, conversely, as supply exceeds demand 
the price decreases. 

There is no question in our mind that this unbalance in the market (excess 
demand) is responsible for the unusual rise in prices. Many of the factors 
that have contributed to this upswing will probably be covered quite adequately 
by others appearing before your committee. For our part I would like to sum- 
marize them as follows: 

1. The prospect for better earnings. 

2. The increase in dividend payments which have made stock yields relatively 
more attractive. 

3. The rise in personal savings which have made more money available for 
investment. 

4. The increased confidence in the economic future of the country. 

5. The institutional investor such as the pension fund, who are net buyers, 
particularly of high-grade stocks. 

Briefly, these factors can be expected to exert a continuing pressure on the 
market. Undoubtedly the supply of stock needed to satisfy this demand has 
not been made available, thus we have the condition of a thin market. 

The obvious reason is that present levels of capital gains taxation have cre- 
ated an unwillingness among investors to sell in the market, and thus create 
for themselves a capital gains tax liability which, in effect, confiscates their 
capital. Thus, under present conditions billions of dollars of common stocks 
remain frozen in investor accounts with little hope of becoming available to 
the market. The higher the market goes the bigger the tax becomes and the 
more reluctant are investors to sell their securities. 

Unless we unlocked this vast reserve of stock by a more liberal tax treatment 
of capital gains the imbalance in the stock market with its consequential rise 
in prices will continue. It is therefore imperative that we return to capital 
one of its most precious heritages—mobility. 
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